


SOUTHWESTERN BELL TELEPHONE COMPANY
COMMENTS ON NARUC UNIVERSAL SERVICE PROJECT
DRAFT POSITION STATEMENT

Southwestern Bell Telephone (SWBT) Company applauds NARUC's efforts to fashion
forward-looking national universal service policy which recognizes today's competitive
marketplace and the urgent need for new telecommunications reguiatory policies.

While universal service is not a set of services or technologies, but rather, the basic
infrastructure with which network access is provided and services are offered,
NARUC's categorization of services and technologies provides an effective means for
delineating those basic telephone services for which universal service principles may

apply.

NARUC has recognized that significant implicit support flows currently exist which
cannot be sustained in a competitive environment. LEC's must be accorded the
flexibility to rebalance rates in order to engage in effective competition and to recover
the costs to provide universal service, thereby minimizing support flows. Following
rate rebalancing, financial assistance should be targeted to those end users who
cannot afford telephone service, based on a financial needs test. If rate rebalancing is
limited, then an expansion of existing explicit support mechanisms will likely be
necessary to allow the present universal service provider to recover its costs incurred
to meet existing universal service obligations.

NARUC has recognized that information provided by OPASTCO and the Western
Alliance shows that the impact of Universal Service Funds on rural, high cost areas
can be significant. It is SWBT's view that rural areas served by larger LECs can aiso
have similar high cost characteristics. These characteristics are often masked in the
data provided by the larger LECs, since costs are normally reported at a study area
level. In CC Docket No. 91-213, SWBT provided information indicating that there
were cost differences between high volume and iow voiume ofiices for transport
facilities. Based on preliminary information being developed by SWBT, it is likely that
the cost characteristics reflected by the small, predominantly rural LECs included in
the OPASTCO and Western Alliance studies will be similar for rural areas served by
SWBT. In the past environment of minimal competition, the impiicit support created
by rate averaging created sufficient contribution for the high cost areas to be
supported by the lower cost areas. As competition enters the lower cost areas, this
contribution is likely to be eroded. In order to maintain/enhance universal service in all
areas, it may be necessary to address the requirements of larger LECs serving both
rural and urban (high cost and low cost) areas on a basis that makes some distinction
of cost at a lower levei than total study area.
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SWRBT agrees with NARUC's recommendation to allow the states, as part of their
reguiatory oversight functions, to individually address unique market demands in their
respective states in determining the need for technicai standards or minimum service
capabilities, and to address the associated cost recovery issues. With respect to a
DSO minimum technical standard, SWBT believes that customers, via market demand
for services, should define technical requirements.

SWBT continues to support the USTA position with regard to the modified building
block (MBB) approach. The MBB approach does not effectively promote meaningful,
economically efficient competition, but instead confuses pricing, unbundling, and
imputation policies with the examination of proper costing methods. This serves to
unduly handicap LECs.

Several MBB characteristics warrant mention. First, that portion of the MBB approach
which is supported by sound economic principles is already inciuded in the LECs'
incremental cost study methodologies. Second, MBB unnecessarily restricts LEC
pricing methods. Third, SWBT firmly believes that the majority of loop costs are not
shared/common costs of the LEC. Loop costs are directly attributable to, and arise
from, access to the network. MCI and many in the economic community support
SWBT's argument. Finally, Shapley value calcuiation is not a cost analysis issue, but
is instead a pricing issue which has little support from mainstream economists. Cost
allocation via Shapley values is technically very difficuit and, we believe, probably
impossible from a practical view.

Regardless of whether or not a buiiding blocks approach is ultimately used, regulators
must address depreciation reserve deficiencies and define a mechanism far recovery
of past franchise and carrier of last resort obligations, without relying on contribution
from competitive services.

Regulators must carefully evaluate whether or not ailowing mulitiple service providers
to compete for support payments in high cost areas serves the public interest.
Critical issues include: terms and conditions of universai service obligations,
assignment of carrier of last resort obligations, network interconnectivity between
competitors, compensation arrangements, and full recovery of LEC stranded
investment placed under universal service obligations. LECs must be allowed to
rebalance rates before any competition for support payments can occur.

Once rate rebalancing is in place, SWBT is prepared to further explore the merits of a
virtual voucher system for the provision of end user support. Careful consideration
must be given to each of the critical issues identified by NARUC which impact
universal service objectives. SWBT agrees that, where competing providers do not
exist, the incumbent universal service provider should continue to receive necessary
support; however, that same provider should not also be required to contribute to the
funding of universal service support.
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SWBT's Response to

Teleport



Teleport's Universal Service Assurance Plan

Summary of Paper

Teleport's paper entitled "Universal Service Assurance (USA)" proposes what Teleport
refers to as "equal access to the local exchange subsidies". (p. 2) Teleport reasons
that unaer its plan a competitor in the local exchange market would willingly serve
high-cost or low-income consumers, "so long as it couid receive for each such
customer the same subsidy that the incumbent provider receives.”" Teleport explains
that if the competitors cannot have access to such subsidies “regulators and telephone
companies can hardly fault competitors for not serving such customers." (p. 3)

Teleport proposes to establish an independent subsidy fund from which ail locai
telephone carriers including competitors could “draw" the subsidy required to serve
particular customers. Camers would contribute to the fund based on their share of the
market. (p. 3) Any carmer may elect "to-serve" or "not-to-serve" certain customers or
markets. (p. 4) The proposal states that "if the subsidy is properiy calcuiated, few if
any individual customers or geographic areas would be 'undesirable'.” (p. 4) If no
carrier wishes to serve a customer or a market, then the regulators must conduct an
auction (0 determine the carner of last resort. (p. 11)

HOW USA WOULD WORK -- Teleport's USA pian requires that:

1. regulators/legistators must establish equitable rules for quickly certificating new
facilities-based local exchange carriers to compete with incumbent LECs; (p. 7)

2. regulators/legisiators must establish the USA Fund administrator, to be
independent of all carners; (p. 7)

3. regqulators/legisiators must provide for full interconnection of local carriers'
networks, so that competitive services are technically, operationaily, and
economically feasible; (p. 8)

4. incumbent LECs identify the amount of the subsidy required to maintain service to
each of the ciaimed subsidized customers; (p. 8)

5. all intrastate common carriers of two-way public telecommunications services
contribute to the USA Fund based on their market share; (p. 8)

6. any carrier wishing to serve a subsidized customer can register as Universal
Service Carrier (USC); (p. 8)

7. “free entry and free exit will allow equal access to subsidies." Furthermore, if an
existing company "cannot afford to serve a particuiar market without a particular
subsidy,...it shouid be permitted to turn over its facilities (at net book value or
through an auction) to another carrier wiiling to serve.” (p. 10) Through this
method. "the result wouid be the repiacement of an inefficient incumbent
monopolist with a more efficient monopolist." (p. 13)

8. consumers will have the ability to shop for total service. (p. 11)



Discussion - Opportunities and Concems

Teleport's proposal underscores the general industry consensus that a comprehensive
review of universat service issues is crtical to faciiitate faster growth of competition
while assuring continuance of universal service.

1.

EQUAL ACCESS TO SUBSIDIES AND INDEPENDENT SUBSIDY FUND

The proposal establishes an independent subsidy fund from which ail local
telephone camers including competitors could "draw” the subsidy required to
serve particutar customers or markets. Carriers would contribute to the fund
based on their share of the market. This approach suggests that universal service
subsidies couid pay for ubiquitous deployment for universal access by customers
(high and low cost. urban and rurai, wealthy and poor, etc.) of new networks to
parallel existing LEC networks into America’'s heartland. hence, bringing choice to
customers. A probiem 1s that the existing subsidies are designed to recover the
costs of the existing ubiquitously deployed infrastructure. Additionally, Teleport
appears to suggest that the new subsidies it is proposing would be funded
primarily by the very LECs that have built the current ubiguitous infrastructure
which provides universal access to customers. This part of the proposal, while
may be well intended in that it seeks to bring carrier choice to all customers, is not
practical since 1t requires the LECs to pay for the costs they aiready incurred for
providing universal service. Additionally, receipt of undeserved subsidies could be
a windfall to competitors.

CUSTOMERS WILL HAVE A CHOICE OF CARRIERS AND CARRIERS WILL
HAVE A CHOICE TO-SERVE OR NOT-TO-SERVE PARTICULAR MARKETS OR
CUSTOMERS

The proposal takes a new way of looking at universal service. |t suggests that not
only will customers have choices, the carmiers will also have a choice to-serve or
not-to-serve a customer or market based on the desirability of that customer or
market. To determine desirability, the plan calls for calculation of subsidies on a
customer-by-customer basis. If, based on this information, no carrier seeks to
serve a customer or market, the plan calls for reguiators to auction that customer's
service or the market. A probiem with this approach is that carriers’ refusai to
serve a customer or market couid mean that universal service may not exist for
that customer or market. Teleport's soiution of auctioning off these areas and
customers to the lowest bidder does not address the possibility that for some
areas there may be no bidders or the low bid may be “higher" than socially
desirable.

The pian ailso proposes the notion of "free entry and free exit" which suggests that
if an existing company cannot afford to serve a particular market without a
particular subsidy,...it should turn over its facilities to another carrier at net book
value or through an auction. This portion of the plan is confusing as it makes a
number of assumptions regarding the LECs' efficiency and the regulators' desire
to replace the LECs' monopolies with more efficient monopolies by giving away
LECs' networks to the new entrants. Other than exchanging one monopoly for
another no other benefits are cited.



3. UNIVERSAL SERVICE AND NATIONAL INFRASTRUCTURE GOALS

Teleport's pruposal assumes that the only issue that must be addressed is basic
residential service provided at a "subsidized" price. A major concern regarding
this portion of the proposal is that it does not address a number of other issues.
One example is whether customers in high-cost areas should pay more for toll
calls than customers in low-cost areas--an issue that has been key to past
universat service decisions.

Another concern is that the paper does not address the goais of advancing the
national infrastructure: access to advanced services; classrooms; heaith-care
facilities; etc.

Issues For Further Discussion
-- Hard Questions That Will Have To Be Answered

(1) Would competitive entry based on receipt of subsidy promote efficiency?
Would the proposal motivate multiple suppliers to make substantial
investments in high-cost areas which, without support, would not sustain a
single supplier? Would this compound rather than reduce the subsidy
problem?

(2) How to balance the task of recovery of costs of existing universal service
infrastructure with the recovery of the costs of future competitor networks?

(3) Would high-cost areas pay more since they would have to possibly support
the high-caost of two service providers? Will having "choice" justify the higher
prices?

(4) How should subsidies be defined and quantified?

(5) Who are "all intrastate common carriers” that wouid be required to pay into

the USA Funa?
(6) Assuming full competition, wouid a Net Trans Account system be necessary?
(7) Would granting LECs pricing flexibility be a much simpier approach to
resolving universal service problem? Would LECs be able to minimize

subsidy amounts by rebalancing rates?

(8) Wouid consumers benefit more by having market driven prices or by having
muitiple subsidized providers?

(9) Should “carrier of last resort (COLR)" responsibility require a firm commitment
to-serve, without the ability to refuse-to-serve a particular customer or market?

(10) How should COLR responsibility be assigned to various carriers? |s there an
equitable way to share this responsibility?

(11) How should various providers inciuding LECs interface for a ubiquitous
seamiess nationwide network to exist?



(12) Should universal service be provided on a customer-by-customer basis?
Would this be a more costly method?

(13) Who is the true beneficiary of this proposal? Shouid it be the customer or
shouid it be the alternate provider?
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Eli Noam "NetTrans Accounts" Proposal

SUMMARY
SINANCING 752 _rave=SAL T=RVICE SYSTEM OF TOMORROW
=it Noam's caper =ctazusnes cenain principles for a reformed universal service.
These princioies s“:g timat ine new system of universal service should: (1) not
skew the retative rmarket cirencin of any carner: (2) not favor or disfavor integrated or
unbunalea crovision 2§ service: (3) not favor any type of transmission technology
over others® {4\ not t3ver 2nv camcular use of telecommunications, or type of
message; .= NSt zuraen Inv cans of the country disproportionately; (6) not result in a

snock or winafatl 'z anv cartic:icants: (7) be integratable into the federal-state
reguiatory system - I

Noam aiso suggests (nat successiul revenue raising systems should meet the
‘cflowing criteria " oimere <nouid be no rate snocks, windfalls, or unilateral
sgvantages !c scme ccmcenicrs (2) snould have stability in generating the targeted
‘svenues. (I, Musi L2 ¢ mCie <) mav not require oventurning existing universal
service system T smCLUis rCvige incenuves to production efficiencies. (p. 16)

NOAM's CPTICHNS 7”2 SE5Z2RM -- Pros and Cons

The paper igenufies ine 1cllowing cptions and describes the major problem with each
option

Set requiatec raies c¢cn rancnised LECs and support low prices for universal
service customers -- -0 3 competitive environment. this exposes the LECs'
subsIQIZING CusiCmers (T <ream-skimming” entry by new entrants. (p. 17)

2. !mpose access cnarces cn carriers as they interconnect into the LEC local network

at a contriputcry ievet -- - s approach does not work in a muliti-carner local

2nvironment - 7

nstitute inccme tax. .o general sales tax to fund universal service -- This is not

realisuc sn tne current ccutical and budget environment. (p. 17)

4 Levy a teteccmmunicauons sales tax on customers bills of LECs and other Carriers

-- This would sufier ~"=m tne pohtical difficuity of raising a new tax. (p. 17)

ADPly @ tax cn teleccmmunications equipment -- This is also not very workable for

ine same reasons ncleg aobove. (p. 18)

Apply proceny '3x cn carrers -- This system would be a disincentive to investment

ang qualty 2 13

Levy a comprenensive telecommunications value-added tax on alil carrers,

services. etc. -- This wouid also suffer the same political problems as any other

tax. (p. 18)

3 Implement an acccunung mechanism to assure fairness of burden via the NET
TRANS ACCTUNT “.etTrans) -- The system keeps score that all carriers pay a
oroportionatety s.muar snare to the maintenance of universal service. Noam
propaoses that this svsiem would be implemented at the same time that full local
compeution 1s cermittea .pp. 18. 22)

n
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HOW OQOES NetTrans WORK?

NetTrans essentially works ss follows:

N

etTrans would sobiy crimarnly to two-way telecommunications providers
supject ¢ T.lle n ~Fequiations such as LECs. CAPs, IXCs, Cellular carmiers, etc .
~eseilers =nnanceag and information service providers, cable TV providers (if
cne-wav ransmission) cne way paging service providers, and private networks
are exciugeda

etTrans wouwd e aaministered by an independent third party.
~ flat cercentage s calculated pursuant to the following formula:

Subsiav Revenue reaurrement / (Total Industry Transmission Path Revenue
ass Surcsiav mevenue Requirements)

~cceoung Monscn =onifs 3188 subsiay amount and an industry transmission
cain revenue esumate cf $150B. Mr Noam estimates this charge percentage to
ce aoproximately "%

“mi1s cercentage 's aopuea to a carriers Net Transmission Path Revenues
iNTPRY  letTrans revenues would include, but not be limited to. revenues
cenerated from icnag aistance services, switched access, local usage, local
access hnes inciuaing business, residence. and PBX trunks), private lines and
soecial access sna ccllocation and interconnection charges. This revenue
'otal woutla te raguced by the amount of payments to other carniers for
ransmussion ana casic switching services (e.g., CAPs would deduct collocation
3na interccnnecton cnarges paid to LECs, IXCs would deduct all access
cnarges caia to LECs. etc.) and credits for universal service contributions made
sna for amounts gssociated with subsidized users choosing a locat provider's
service.

The (Carner would cay or receive an amount depending on whether its net
amount ;s & cedit cr credit.

N9



Discussion - Opportunities and Concems:

Assumptions Undenying the Paper May not be Realistic

The paper onily aacresses universal service from the aspect of providing explicit
supsidies to ena usars =nNsurnng users connection to the network at reasonable rates
'S jusl one aspect of universat service. The existence of a reliable ubiquitous network
which serves ai areas reqgaragless of levels of efficiency is another. For universal
service to be a reamyv recovery of the costs of this network, which have been incurred
by LECs. 1s necessarv

Assuming full comceution wwould a NetTrans Account System really be necessary? |If
full competition wouia exist and LECs have been granted pricing flexibility by
~equiators. =T rates «ut most likely be rebalanced and/or set at competitive/market
casea levels. 1is would minimize subsidy amounts.

LECs May incur ana Pay a Substantial Portion of Existing Subsidies/Universal Service
Costs

Under the proposal. L=Cs would fund a portion of the lost subsidy white still having
the costs already incurred to ensure ubiquitously available universal service. Noam's
proposal essenuaily requires all telecommunications providers to contribute, including
the LECSs. This procosat wil impose a double burden on the LECs: first, LECs will
incur costs for facmues ana employees necessary for meeting universal service
requirements; ana sacond. thay will have to pay for a portion of their own and other
'ocal exchange provigers’ untversal service costs. This is unfair in that LEC
competitors are not requirea to incur facility or operational costs to provide universal
service. ihey are more likely to rely on the existing LEC networks for ubiquitous
transmission capabiity and for provision of telecommunications services to less
efficient areas. ~he totat bul to LECs could be as high as $10.6 B.

The Proposal Would Place LECs at a Substantial Competitive Disadvantage

Another aownside cf this proposal is that it would impose an extreme competitive
gisadvantage on tne L=Zs. since, they would incur facility and operational caosts that
their competitor dces not incur. and waould have to raise rates substantially to fund the
added costs associatea with thewr universal service payment amount. This, in the end,
would hikely jeopargize not ennhance universal service.



Additional Administation and Accounting Requirements and Other Drawbacks

NetTrans procosal war cresumably require quantfication of the aggregate subsidy
amount requireg & mainiain universal service in the U.S. This will certainly be a
monumental ana ccsily task Subsidies are not routinely calculated as part of the
regulatory process. -ddiionaliv. it wiil be difficult to get acceptance of subsidy
calculations ana amounis rom industry participants and reguiators.

In addition 1o crhanaing (re L=Ts' accounting systems; increasing accounting,
reporting, ana otner aamnisirauve expenses: the NetTrans proposal also includes
several other arawoacks tc LECTS' participation in this process. For example, the
contrnibution generatea trom sales of LEC access and toll services (i.e., the excess of
revenues over ccsts 1or tnese service categories) would be subject to a "productivity
adjustment” in calcuiating L=Zs' NetTrans balances. The presumed reason for this
agjustment i1s to ‘force effictency” on the LECs by reducing the amount of "current
substay” that can ce creaitea 3gainst LECS' NetTrans accounts. LEC NetTrans credits
would be furtner requcea ov also subjecting the residence access line subsidy to a
proguctivity factor ~us caicuiation would progressively reduce the portion of the
resigence subsiay (nat L=_s wui be allowea to claim credit for over time. The
rationate bening this ! nanc:ai penatty” on the LECs is not at all clear. However, it is
as lhikely that this aspect ct the NetTrans proposal would pressure LECs into seeking
basic ocal service rate increases.

The proposats reauire L= 7s and others to calculate net transmission path revenues.
A propbtem 1s that wnue tnese are available for LECs interstate access services
(transport ana locat switching revenues), they are not available for toll services, CAP
services. and other sarvices.

Inconsistencies in the Proposal

A threshold question tnat exists 1s: should competitors be entitled to subsidies that
would be calculatea inally based on LEC cost structures which reflect costs of
providing untversal service? Incansistent with the goals of the proposal. this could be
a windfall to LECs' ccmoeutors.

Noam states that ccnurioutions for access charges abave cost should be credited
against the universal service fund debit. It is not clear exactly what this means. This
may impty that if access customers can prove that subsidies exist in non-transmission
path retated revenues. any related payments could be credited.

Further. the statement that under the present system LECs have no incentive to
reduce cast of operaugons is inaccurate and not cansistent with the efficiency
incentives inherent i crice cap requiation.



The paper is aiso inconsistent with its goal of being "competitively neutral”. For
example. an area ot ccncern tor LECs is the NetTrans proposal's treatment of LEC
compettors. ~he proposai recommends that “new entrants" be granted a three year
axempuen from carucicaung 0 tne NetTrans universal service funding scheme. This
exempulion periog is expucitly included as a form of “infant industry" protection. The
concern Is how. sna by wnom ~ew entrants" would be defined. If CAPs such as
‘AFS ana Teieport were scmenow aesignated “new entrants”, yet another competitive
advantage would te grantea these firms by reguiatory practices and policies.

NetTrans Might Not Reaquce Actual Subsidy Requirements

The NetTrans plan a:ctates tnat ailt payments received by LECs from the fund be
“Towea througn 10 ena users in tne form of rate decreases for services (such as carrier
access ang long cistance (tnat are priced to yield substantial contribution toward
recovering the ccsts ci iccal service. A problem 1s that this requirement. over time,
'2nas to gdepress LET . zvenue ¢rowth uniess other service prices and/or sales growth
rales can be adiusteq. -5 L=Z ravenues dechine due to both increasingly intense
ompeution ana the r.etirans ruies. (he potenual for calculating increased subsidy
amounts anses. 2 avoic inis .etTrans deveiopers have included a productivity
sgustment to LET ‘ccatl senvice costs. So long as the productivity factor is sufficiently
‘arge, LEC caicuiatea ccstis iret ot productivity) will decline more quickly than LEC
rransmission path revenues. tnereby guaranteeing a shrinking subsidy over time. This
could result in a situauon wnere caiculated subsidies are eliminated. but technologicat
changes. LEC cost struciures. market demand characteristics, and political decisions
0 supporn targeteg ccnsumer groups sull combine to create a situation in which true
‘as opposed to NetTrans calcutated) costs remain above the price of local service. |f
nis occurs. LECs ana treir snarenolders lose.
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MCl's Paper
From a Singie Lane to the Superhighway:
Rethinking Universal Service Policy for the 21st Century Consumer

SUMMARY

MCl's caper 's caseg ¢a tne premise that introguction of competition in the locat
market wil tring ¢noice ana lower prices to the local telephone subscnibers.
—onsequenty MMCl z.cgesis inat a reviseq universal service policy wiil be needed to
facitate tne transiion s iccat comoetition. (p. 1)

MCl recommencs (nat LETS' revenue reguirements shouid be "“de-linked" from
ine LECS' funaing ¢t me universat service subsidy. MCI alleges that because LECS
zurrentlv ogerate 2s 3 mCeNCcoolv. el revenue requirement includes excessive profits,
netficient coeratcns g Zwervaiued plant ip. 2)

iCSigv (C 0&Sic !ocal excnange service is the difference

"ACH suggests oSt T2 su
cat excnange service and the revenues generated by the

cetween tfe ¢2sIiS ¢ 238IC 2
service.(p. 2}

MCIl proposes &z two-uerea pian wnicn groviaes for (1) Basic and (1!) Advanced
Jniversat sefvice. ~ e EasiC umversal service proposes access by residential
customers 10 existng 2lecncne network. ~mong the issues to be addressed are
aefining the service andg cetermining the amount of the reguired subsidy (p. 4)

~Ccccraing 1T tm2 cacer the Advanceg universal service proposal promotes
aigital ccnnecuvity anc anicraaoty for all consumers. For example, the plan states
'nat it encourages crivate S2C1or cevelopment through tax credits. (p. 5)

SASIC UNIVE=ZAL ZZREVICE

MCl's pasic universai service would provide residential local exchange service
3t rates no nmigner nan ne exisung natonwide average of $18 per month. Such basic
service waould incluge zccess o the first pant of switching (dial tone), local usage;
‘oucn tcne service. ¢ 17 sarvice! wnite pages listing; access to directory and operator
assistance: and singie-canv service. (p. 8)

MCI wants to icenutv ana quantify the cost of performing specific network
‘uncticns usiNg an eccncmic mogel that accounts for each function and recognizes the
vanaples that affec: czst 'Cl states that simuar cost analysis is done today by LECs

~vthout undue narasiz - /3

Unaer MCI's tasic universal service pian the following telecommunications
orovigers would centricute o universat service: current and future local exchange



carriers: long cistance carriers: Compettive Access Provigers; cellular telephone
comopanies’ ZIv cnone crovigers

zacn carner w.ouis Cav a percentage of its total telecommunications
raNSmISSIon 3nc SWICMING revenue. minus any paymemnts to other carners. (p. 7)

A Universai Sznvice ~ssacigtion run oy a thira-party wiil be formed to administer
‘ne fungding £cci irsm wnich any carner can withdraw to reduce local exchange service
oithng (p.

MCI sssens inat s.csigies are "tenerits” that LECs will have to share with
compettors. Ci crocoses ine use of "vinual voucners' to apply toward customers'
‘etepnone ot - 3

MC! tells ina requ:igtors that they must continue reguiatory oversight of existing
_=Zs for a2 numcer 7 vears . 32)

fno carmer < ~nunc 1T sarve an area. MCI's plan suggests auctioning that area
3NQ carners wouiC ©.3 T2 :2vel Of per-ine subsiay at which they are wiiling to serve
‘e entire customer t3se winin tne jocal excnange. 0. 9)

A ADVANCED UNIVEESAL SERVICE

MCI states inat ¢t wouia De imprucent” to impose a large subsidy burden to
ansure wigesprezag cauverv cf for examoele digital services. which would increase
rates for all custemers . “0Y MCl's Advanceg universal service proposes
nvesiment tax cr2aits (2r _=C$ ana other providers in the business of digital end-to-
ena capabilities.

‘ACI orcoases ine crzauon of a “separate virtual voucner system* to provide
government win 3 mecnanism for encouraging consumer demand. This would protect
‘ne Tasic service IInsumer 1Irom subsidizing high-tech services and benefits for
‘hose ‘digital” zcnsumers more ikely to use and afford them. (p. 11)

MC!'s savancea crniversal service plan provides funding through a broad-based
subsigy poot involving aii ingustnes that stand to benefit. For example. if any public
JpInion survev creqicis (mat movies on demand wil top the list of what consumers
demand from tne :nformauon superhighway”, then the entertainment indusiry would
represent a naiural ccninoutor 10 a separate funding pool. (p. 11)

The pltan suggests runaing digital connection to libraries. schools and hospitals
10 the informauon supernmgnway through compettive bidding. MCI asks the reguiators
to “refrain from making c2ais with monopolies for these services.” (p. 12)

D



SWEBT's DISCUSSION OF MCl's PAPER

MCUs proccsai emconasizes nat itis now ume for a comprehensive review of universat
service 1ssues “.!C! ccints cut that "wnie everycne agrees universal service should

remain a vital ccmoonent ot future telecommunications policy, the combination of new
lecnnelogies enc 3 cnEncing marketplace nave rendered the current system obsolete."

AS mugnt Ce expecieg c:=cause it s a purcnaser of access. MCI is quick to criticize
the tevet ot LEZ Zcsts incurred to provide universal service even-though its paper
does not ccatain env SUCSor that snows how MCl's propasal will maintain or improve
universal service  T:muariv LICl's voucner proposal is a thinly veiled attempt to
penefit MC! linanc:aiiv - <eiv &l the expense of a ubiguitously available network

o~
(O

constructea by ine L=Z . ~MiCh Crovides universal service.
‘rrespecuve ¢! MCUC Lnrcunced allegautons apout the impropriety of LEC costs to
Srovige universai s=rvicz T NVET sirongly oefieves that it should have the ability to

“gcaver iNe CCsis 1 "2s &nNd contnues to Incur 10 build and maintain a network that
croviges uclauitcusiv 2.auable universal service. SWBT supports the following basic
approacn for recovery cr universal service costs in the competitive marketplace:
o -=CTs snouic ce zilowea rate repalancing and pricing flexibility;
0 if pricing t'exioity 1S limited. other means shouid be allowed for LECs to
recover <Isis associated with universal service {e.g. Universal Service
Rate ziements).

0 Subsacuernt 1T rate repatancing, additionai expticit mechanisms should
Te targeteq 1 ana users wno cannot aiford basic telephone service;
0 =xisunc sxouct mecnanmisms (USF. LTS, Lifeline. Linkup, etc.) shouid

cntnue (2 Te maintainea.
De-linking LEC Revenue from Universal Service.

MCI claims that the succon for universat service should be "de-linked” from LEC
revenue reguirements na reptacea with a sysiem that would ensure equal access to
the universat service sucsiay. MCI alleges that the $208 estimate of support for
universai service i1s vasuv overstated by LECs. Apparently, MC| does not understand
that the 3208 reoresents imolictt subsidies in LEC rates designed to:

0 provige s.ccon for a universal service network to low volume, high cost
ilargely rural) areas:; and
o orovige suCccor 1o keep basic local service rates low.

MCl's proposai 1s basea 2n the premise that competitor providers should have access
to LECs' universal senvice subsidies to nelp pay for deployment of their new networks
sven-thougn MCi nas mzde no commitment to provide service to all customers,
particularty those 1n rign csst areas. Presumably, MCl's network would parallel
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existing LEC networks across U .S A in orger to bring choice to customers. While
Jiving customers a croice 'S a nedle notion. supported Ry ail. facilitating this choice
tnrougn aucucsie remwaorks caid for with LEC supsidies creates a number of problems.
First. the existing imcuci Sudsicies were designea tc recover the costs of the
Joiguitously geploveq nrrastruciure T nerefore. MCl appears to suggest that either
the existing network would nave 10 pe abanacned or two parallel networks wouid have
{0 De suDsiaizeq. ‘.auner cne cr these choices resuits in specific customer penefits.

Secona. MC{ s caper 's zient r2Qaraing cammitments to provide universal service.
Compettors are sirangetv culet apout making a firm commitment to provide a
universally avanaole uciguilcus network themselves. There is no evidence that MCI,
MFS. or other potenual iccat service providers intend to make the commitments
necessary tC sausty universai service objectives. Consequently, voucher systems
sucn as those crocosea in MCl's caper make no sense and will only serve to further
:he real cojecuve or MMCl or MFS wnicn s to financially benefit by forcing LEC access
-ates gown ana/cr = raceiving voucners for subsidies they don't need. Based on
‘hetr aclicns sa tar 2nc zrnouncag future acuons. it is apparent that MCl, MFS and
JtNers intena 1o serve cusiNesses iccatea in metro areas. |t is guite likely that funds
0 place investments (2 crovige senvice 1o resiaential customers and ruraf areas will
not be fothcaming 0 'me near tuure. Additionatly, there is no indication they will
commit the capital resources necessary to provide a ubiguitous public network. For
exampte. the $2Z bithon recently ccmmittea by MCI to enter the local exchange
business is a "drop 0 ne cuckel' compared to wnat capitatl has been expended by
the LECs ana is necessarv 0 tuild a network capable of serving all subscribers in the
nation. Thus far. :ne new 10Ca! service providers are short on commitments to help
maintamn universal service. tut are very focused on trying to get favorabie reguiatory
rreatment that wul aiow (nem 1o grab "subsidies” on a setective basis to help finance
thetr entry intd the lccal excnange business. in sum. MC! and others are focused
salely on regucing tner cIst of access and/or gaining a financial or competitive
agvantages. not the crovision or maintenance of universat service.

'n 1ts paper. MC! makes several false and unsupponed allegations regarding LEC
operations anag costs  .'C! suggests that LEC cost recovery used to provide for
aniversal service 1s an cver-inflateg number ang reatly reflects the cost of their
nefficient monoonoiv cceratons. ! should be noted that LECs are to a great extent
dgnven by the carrner ct iast reson obligations (COLR) they have committed to in each
and every state in wnicn tney operate. For exampie in Missoun, SWBT is a carrier of
fast resort by statute. 1 its terntory. This means that SWBT has to have networks
deployed and be reaay o serve all customers in all locations. at all times, regardiess
of current demana ~.nner. ne ‘reaay-to-serve” requirement extends far beyond the
physical network ana reacnes ic a number of operations such as availability of
operator services. ume nmits on new installations. repairs. etc. Therefore. aithough
transparent 1o observers such 2s MC! these COLR requirements create costs for the
LECs.



Furtner. MCl's aiieqaucns aoout inefiiciencies of LECs' operations merely rety on a
~OfM-out argument 1nat L=7 ICStS exceed "sconomic costs”.  While economic cost
stuQies are userful !Cr Taxking cenain cusiness decisions. they will fall short of being
apie toigenuty ai LT 22315 (nat are perunent to providing a ubiguitous teiephone
network  ~gain ne maiontv <1 the LECS' cests are fixea casts that are common to
MOSt services provigeqa ¢~ iné puthc network. ' herefore. an economic cost analysis
S NOU 3Ny mcre aCCulale '-r analvzing sucn cosis than any other costing method. In
fact. an economuc cost siudv intenuonaily ignores the majonty of the joint and common
Casts (because these zare :2ivisiole C3sts that cannot be unampigucusty assigned to
any parucuiar service ) ~micn s crecisety wny MCl is so focused on its use to analyze
‘he croplem Iy eaquaung :me crice for LEC services to economic cost. MCI could
conveniently avoid Caving !Zr the Costs necessary for providing the network.

MC! states that 'zaav. v wriue of ther internal subsidy, the individuat LEC
possesses @ nuge aavantage cver any potenuail competitor vying for the same
cusicmers © Zne «<rimese ~rernai sucsigies s rate averaging and contrary to MCl's
ssserucn culle me coogsse s rue T me current requlatary structure has handicapped
-ECs oy stncuy ccnirciAd LZo Cnices. ~rice averaging has caused LEC prices to be
aruficially rign in migner L ciume 'Cw CCSlL &reags. A competitor 1s not constrained to
average cricing ang can chien easilv cnarge a price lower than the LECs. Further,
Zompentors Can CiCk &nd Cnsose wnicn customers they want to serve. This enables
them 1 serve customers sna areas tnat will provide the highest profit margins.

MCI! unfainy assesses inat L=Zs nave crofiteg the maost from universal service funding
ang would ke (o sae me svsiem csnunue. Zveryone, including MCl has profited from
universat service  “-<rirstance were it not for the ubiguitous network. Interexchange
Zarners ang ciners STwig nct ermciently provige their services to atl customers.
Surtner it 1s the LEZ3 crcat 'avels that have and are currently restricted by regulation,
not Compeutors’ crotnt levets

I Basic Universat Service
A. Oefining the Service

MC! croposes (nat Easic _niversatl Service would provide residential local exchange
service at rates no nigner nan tne existing nationwide average of approximately $18
per montn. 'ACIHs canniucn ¢ services to be inciuded in basic universai service
appears reasonaple —owever. \Nere goes Not appear to be a compeliing reason why
rates for the basic sarvice snould be no greater than the nationwide average. Local
service rates snouig renect 'svels tnat are commensurate with the level of cost to
serve (ne customer © .s gl necessary that everyone. nationwide. pay no more than
318 per montn  Those wno can affora to pay for higher local service costs should pay
nose cost. F tnese ricner r3tes are unafforcable for lcw income consumers, targeted
subsidies (ifeliney can 2 creviged
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B. Determming the Amount of the Required Subsidy

MC! states tnat Lacer tmerr crooosal. the cost of performing specific network functions
would 2e 1gentned zna cuanufied using an economic model that accounts for each
funcuon anag reczcnizes ine vanaples that affect cost. like popuiation density. MCl
further states. .c2cai cnone ccmpeanies aireaay ccnduct simifar cost analysis without
Jnaue narasnic

With this procesai *'Cl makes yet another attempt to “sell* its buiiding-block cost
approacn. _contrarv 1o s siatement this method is not simiiar to any type of cost
analysis acne 22av cv «ne L=Cs

Funther. MCIl's cennitcn ¢t supsiay is narrow. Confining the universatl service funding
to locat service 1s insurficient  _niversal service not onty requires that househoids and
susinesses ce equiccea with facimues to provide access to the local network, but also
3 Network (nai Crovic@s LZiSuItcus connecuvity tetween all subscnbers. Providing this

cnnecuvily r2Iurras S.CsSianna: investments in facitities necessary te transmit calls
aeyono local czmirt 27233 -Av Lniversal service supsidy calculation must take these
COsSIS iNto accTunt

C. Generaung Funaing in a "Competitively Neutral* Way

SWET agrees witn L1C! =3t universatl service should be funded on an "equitable and
compeutively neutral C3sis “he proposat made by MCI is, however. a far cry from
being equitable anc czmreutvely neutral.

MCL croposes (nat =3Cn Zarmer would contribute a percentage of its total
tetfecommunIC3tions F3NSMISSION anad switching revenue. mius any payments to other
carners. 'MCl's cian essenually requires ail telecommunications providers to
contribute. :nCiucing (ne L= Ts. T his proposal will impose a double burden on the
LECs: frst. L=CTs wwncur costs for facilities and employees necessary for meeting
Jniversat service ZCZLE In7C reaqiness-io-serve requirements: and second, they will
nave 1o pay fcr a ccruon <t their own and other tocal exchange providers' universal
service ccsts  Tis s untair in that LEC competitors are not required to incur facility or
operauonal ccsis T crovice vnuversal service. They are more likely to rely on the
existing LET networks icr uoiquitous transmission capability and for provision of
'ajecommunicsucns s=nvices o tess efficient areas.  Quite obviously, 1N the guise of a
‘reasonapte progcasai’ "MCl has advanced a proposal to benefit its pbottom line and
campeutive pasiion e only downside of this trojan horse proposal is that it would
impose an extreme ccmoenutive aisadvantage on the LECs. since. they would incur
facility ang cperaticnal CCsts that thewr competitor does not incur, and would have to
raise rates substantaily (2 funa the added costs associated with their universal service
payment amount ~~is .1 ine end. would likely jeopardize not enhance universal

service.
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A more equitatie mecnanism would allow iocal exchange providers credit for switching
anag transmissicn CZsis &ssociated with proviaing ubiquitous telephone service or
exempt upiguiicus network croviaers (LECs) from funding requirements.

D. Distmbuung Funaing in a3 "Provider Neutral” Way

SWBT agrees wan *1C1 inat iunaing snould be aistributed in a “provider neutral” way.
MCI claims tnat crnce enecuve tocal competition 1S achieved, current monopoly
providers wni have 'c snare subsidy benefits with new competitors. MC! proposes the
use of vinual voucners supphed to end users for end users to select which local
gxchange Ccroviger snouig recelve the subsigy.

SWBT believes nat tnis is a seif-serving and inappropriate mechanism to selectively
siphon supsigy amcunts 1o MCl's bottom line. In fact. this voucher system is a
Jdisguised means ic <o 1St nat. SWBT s internal subsidies such as rate averaging,
CCL. etc.. zre necassary ' mainam the ubiquitously avaliable network which is used
"2 provige universat sE2mvice ~eolacing the implicit subsiaies in SWBT's rates with
voucners wnicn ccuic now ¢ MCI ana others will not atlow SWBT to continue its
carrier of last rescn zommument to the uoiquitous network. Consequently, universal
service wul te jeocardized f thus propasal was implemented.

E. Reguiatng the Transition to Effective Local Compettion

MCI claims that it «wm take saveraf years before the locai exchange achieves true
viaple compeution -—owever continuead strict reguiatory oversight is not necessary for
effective comoeutcn ic ticurisn. In fact. continued reguiation of LECs may stifle
2ffective ccmpeuucn  -2rinstance. MCl is concerned that it cannot compete
assuming current L= crice tevels that include subsidies. However, if LEC prices are
repatanceag to remove tne :mpacts of subsidy amounts. a much more competitive
marketplace wni gaveioc  --30. for effecuve competition to exist. LECs should be
sllowea non-aiscrimingiory aCCess to competitive service providers' networks, which
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F. Fuffilling Camer Responsibility: Consumer Safety Net

The fact that MCl finas a neea for a consumer “safety net" in 1ts proposed plan
suggests that 1ACi's crocosat contains frailties that do not currently exist.  Simply, a
consumer "safety net” :s not needed to assure universal service today.

MCI suggests inat uncer its proposail customers would be able to choose the type of
service ana specific croviaer to recetve their universal service subsidy. Unfortunately,
a problem witn tnis soproacn s that it over-simplifies the situation and does not
aadress the ISSUe <7 varving costs between urban and rural areas. According to MCl's
exampte. cusiomer ~ cculad setect MCI to provide its service. What MCl apparently
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doesn't understang cr cnocses not to aiscuss is what would happen if the actuail cost
of providing service to customer A s $1.000 instead of the averaged rate of $25
estimated in the cian? Z.nce the pian atlows for the customer to be billed $18, and
‘ne remainder ¢t 37 £2 reccverea in suosidies. then apparently MCl would be wiiling
10 spena $8E3 cut ¢r ccexet 1o croviae service to customer A, SWBT expects that
this nign cast. likety rurai cut cossiole interurban. customer is not the customer that

ng ~nen they realize the cost involved they would catt for a
Zsiomer A
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Jnaer MCIl's ptan carniers wni nave a cnoice to-serve or not-to-serve particuiar areas.
MCI suggests an zucucn teature” similar to the Teleport proposal. [t would be used if
a carner refuses o serve an area with the subsidy provided under the Basic Universal
Service ptan. 'n trus crcumsiance. ‘carners would 'bid' the level of per-line subsidy at
WwnICh they are wuing < serve tne enure customer base within the local exchange.”
However. 'NIS 30prsacn (s 3iso croblematc. For exampie, a carners' refusat to serve
3 market cculad mean "3t Loiversal service may not exist for the customers in that
market s it 2oes tccay ~nere service 1s provigec by LECs. MCI's soiution of
auctoning off these zreas ¢ces not gadress the possibiiity that for some areas there
may oe no oiaders

1R Advanced Universal Service

MCI's Advanced Universai Service aadresses the availability of the emerging
technolocgies anag the anucicated cost associated with technological development and
aeivery MCl s ccrrec: in saving that it would be imprudent to impose a large
subsidy burgen to ensure wigespread delivery of such services in the immediate future
WRNICT wOould INncrease ra:2s 'Cr alt customers.” However. MCl's proposal for an
investment tax creait nas a narrow focus and does not address the fact that pricing
Texipility 1S aiso neegeg ~aaiionally, the Advanced Universal Service requires further
Jevelopment t0 aaaress xev i1ssues sucnh as: (1) Which tecnnologies wiil best suit
customer needs: (J), .vould ccnsumers need or want digital technology; (3) Will there
ve sufficient demana ! cetrav the cost of some technologtes: (4) How would the cost
of such aavanceag udiquilcus networks be recovered: and (5) Is the creation of yet
anotner ‘voucner sysiem he answer?
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