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SUMMARY

There is broad agreemer ! that, to meet the mandate of the '96 Act and satisfy its own objectives,
the Joint Board/FCC must undert ike a fundamental reform of the mechanism for assuring universal
service. Similarly, there is broad igreement on the principles that should govern adoption of a Federal
universal service plan. These pr wciples include: (1) the spirit of all regulatory efforts should be pro-
competitive: (2) where regulation s needed, the scope of the activity subject to regulation should be as
narrow as possible; (3) support s ould be limited to those necessary to enable users to purchase essential
services that are beyond their ec: nomic means.

GTE urges the Joint Boa 4/FCC not to even consider taking the supposedly easy way out --
patching together once again an bsolete system and burying the results in complexity so no one will know
how bad it is. Over the past twer: y years, government, industry and the public have all had to make do
with improvisations that do not ac Iress the fundamental issues. Following the mandate of Congress and
its own best judgment -- as reflec ad in the NPRM - the Joint Board/FCC must not let this opportunity slip.

To have any hope of suc ess. the plan adopted by the Joint Board/FCC must be grounded in
symmetrical treatment of all Carn:-rs of Last Resort. All service standards that apply to incumbent LECs
should apply to all local service p Hviders that seek universal service support as a condition of receiving
that support

GTE's plan, which offers 1 sound basis for carrying out the statutory mandate and addressing

constructively and realistically the essential underlying issues provides as follows:

1. It avoids the "laundry list" approach and defines "core” service in accordance with
Section . 54(c) of the '96 Act and the broad consensus of parties filing comments.

2. It funds « niversal service in a competitively neutral manner through an explicit
surcharg : applicable to all interstate and intrastate end user retail revenues.

3. ltinclude s an affordability threshold that would bring the Federal universal service

fund into play when costs cause prices for core service to exceed a certain
thresholc



4. It provides explicit, necessary and appropriate support to telecommunications
carriers that are found to be £/fe/s and that preserve and advance the universal
service pinciple of the '96 Act.

5. It initially establishes the core service cost based upon estimates derived from a
cost moc=l.
6. It replace s the estimates derived from the cost model with a bidding mechanism

that wou' 1 allow the market to determine the level of universal service support.

7. It rebalar ces ILEC prices on a revenue neutral basis.

GTE urges the Joint Boar #/FCC to give careful consideration to the foregoing plan, which would
carry out the intent of the '96 Act s well as long-established FCC policy in a practical and efficient way,
avoiding the endless morass of a Jument and counter-argument by challenging all participants to act in
accordance with their economic ir terests.

The importance of teleco: 1/munications to educational and rural health care entities is well

documented, and the Joint Board FCC plan must reasonably provide for discounted telecommunications.
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GTE's REPLY COMMENTS
GTE Service Corporation and its affiliated domestic telephone operating companies ("GTE"), in
response to the FCC's Notice of F -oposed Rulemaking and Order Establishing Joint Board (the "NPRM)
and comments filed thereon with ' zference to the Telecommunications Act of 1996 (the "96 Act") and the
universal service requirements en bodied in Section 254" thereof, submit the following.

DISCUSSION

L THERE IS BROAD AGRI-EMENT THAT, TO MEET THE MANDATE OF THE '96 ACT AND
SATISFY ITS OWN OBJi-:CTIVES, THE JOINT BOARD/FCC MUST UNDERTAKE A
FUNDAMENTAL REFORM OF THE MECHANISM FOR ASSURING UNIVERSAL SERVICE.

Parties filing comments a range themselves into rough groupings that are not unexpected in view
of their perceived and often-expre ssed interests. The states are concerned about the role they will be
expected to play and the impact ¢ the Joint Board/FCC plan on service to their citizens. Smaller
Incumbent Local Exchange Carrie s ("ILECs"), that principally serve rural areas, express concern with
maintaining the support they are ; resently receiving.? Interexchange Carriers ('IXCs") and Competitive
Access Providers ("CAPs") recog: ize -- as do various state commissions -- that there is an urgent need for
replacement of the current systen and indeed that this replacement is mandated by the '96 Act.

US WEST, Southwesterr Bell, BellSouth and GTE, urge the Joint Board/FCC to broadly reform the

entire process in order to reflect (- the reality of competition as well as the mandate of the '96 Act, and (ii)

! Unless otherwise stated, all - .ection references are to 47 U.S.C.

See, for example, comments of the ICORE companies.
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the continuing burden placed on t ECs required to serve as Carriers of Last Resort ("COLRs")’ for areas

that are costly to serve because ¢ thin population density, geographic characteristics, or other reasons,
often at rates set well below the le vels that would prevail in a competitive market.

The current system -- whe re the support mechanism is largely implicit so the public has no notion
of what it is being required to sup: ort and why -- relies primarily on support provided through the rates
charged for other ILEC services. i small proportion of universal service support comes today from
mechanisms such as the Univers: | Service Fund ("USF"). which is not competitively neutral, or related to
the size of the market interventior imposed on the LECs as COLRs. Moreover, because of the arbitrary
operation of that system, many IL -:Cs serve high cost areas but receive no support. The '96 Act, in
§254(b)(5), §254(d) and §254(e) ules out arbitrary and insufficient mechanisms of this kind;" it calls for
creation of an explicit and sufficie t mechanism to support universal service nationwide. Plainly, Congress
has mandated not a "quick fix" bu fundamental reform

Il THERE IS BROAD AGRi:EMENT ON THE PRINCIPLES THAT SHOULD GOVERN ADOPTION
OF A FEDERAL UNIVEF SAL SERVICE PLAN.

A great many parties wot d agree with the following suggestion by the Washington Utilities and
Transportation Commission ("WU C") (at 2):

[W]e urge the Joint Boarc and the FCC to look to a market-driven approach to meeting

universal service goals, w th an emphasis on market transformation and consumer

education, rather than su sidies, as the best means to achieve these goals.

Indeed, there is a remark ible degree of agreement from a broad range of perspectives on what
should be the objectives of the Jc nt Board/FCC universal service plan. For example, from the ILEC

perspective. the seven principles .uggested by US WEST (at 3) parallel GTE's recommendations (at iii-iv).

Viewing these issues from the pe spective of the consumer, the California Department of Consumer Affairs

GTE defines the term COLR ‘0 mean an Eligible Telecommunications Company (" £#tel') as defined
under the '96 Act that undert akes obligations established by a state agency, within Federal guidelines,
as a condition for receipt of f ederal universal service support.

This rules out the false solutins -- presented by such parties as AARP at i-ii -- that essentially call for
continuation of the current s. stem. The statute dictates a new system meeting new criteria.
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(the "Cal-DCA") suggests (at 8) th ee principles should guide the Joint Board/FCC and other regulatory

bodies in moving toward a compe itive telecommunications market: (1) the spirit of all regulatory efforts
should be pro-competitive; (2) wh: re regulation is needed. the scope of the activity subject to regulation
should be as narrow as possible; 3) support should be limited to those necessary to enable users to
purchase essential services that ¢ e beyond their economic means.

Speaking from the perspe :tive of state regulation. comments filed by the People of the State of
California and the Public Utilities © ommission of the State of California (the "CPUC") -- taking into account
facts presented in extensive proct edings in California -- join U S WEST, GTE and Cal-DCA in calling for
fundamental reform. As do many sther parties,” the CPUC (at 3) urges the Joint Board/FCC to stress the
principle of competitive neutrality s a guide to development of the universal service plan. Accordingly, the
CPUC (at 8-9) rejects the existing mechanisms for calculating and distributing assistance for high-cost
areas -- the USF and Dial Equipr 2nt Minute ("DEM") programs -- because they are not competitively
neutral and are not the sort of ex; icit mechanisms contemplated in §254(e).

New entrants stress reliar ce on competition. "[R]obust competition is the best way to promote the
widespread availability of services affordable prices, service quality and innovative new services."
Consumers of telecommunicatior - services also urge the Joint Board/FCC to "rely to the maximum extent
possible on free competition and  rivate sector initiative to achieve the statute's objectives." CompuServe
(at 4-5),

Accordingly : The Joint Br ard should base its recommendations to the FCC on the broadly
accepted principles that: (i) heavy reliance must be placed on the force of competition; (ii) the scope of
regulation should be as narrow a« possible; and (i) competitive neutrality should be a capstone of

governmental policy.

See Ameritech at 5; AT&T at i, 21; ALTS ati; GTE at 16-18; CompTel at ii.
Florida Cable Telecommunic ation Association at 8. See also, e.g., MFS at 4; LDDS WorldCom at 2-3;
CompTel at 9; Time Warner it 5; AirTouch at 5.

b
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. TO HAVE ANY HOPE Ot SUCCESS, THE PLAN ADOPTED BY THE JOINT BOARD/FCC
MUST BE GROUNDED N SYMMETRICAL TREATMENT OF ALL LECs.

Under the '96 Act, the Jor 1t Board/FCC plan must be competitively neutral in alf respects. Thus,
as a crucial element of the criterie under which E/fe/s receive Federal universal service support, the same
obligations must apply to all provi iers that seek funding, whether incumbent LEC or not.” This would
include any rate ceilings found ne :essary, requirements to serve all of a specific geographic area, and the
various aspects of service quality Any such requirements may be established by state regulatory
agencies, as part of their ongoing “egulatory authority, subject to the condition for Federal funding that they
be applied equally.

The consistent applicatio: of a rate ceiling is necessary to ensure that rates are affordable, and
that universal service policy is cor petitively neutral. This is not to suggest that a binding rate ceiling is
necessary in every market. No C JLR obligation at all is necessary in areas where the market outcome will
lead to ubiquitous supply at an aftyrdable rate. Nor is it necessary that the rate ceiling be the same
everywhere *

With regard to service qu.ility, the CPUC (at 3) recognizes the importance of treating symmetrically
ILECs and new LECs. Thus, a ke y part of fundamental reform for the CPUC is (/d) the requirement that

new LECs must meet the same q :ality of service standards that are imposed on ILECs, including such

Congress mandated that the Joint Board/FCC fashion a program that is "specific, predictable and
sufficient ... to preserve and idvance universal service." §254(b)(5). New programs must connect the
payment of universal service support to actions and offerings of local service providers that will
promote universal service.

As the CPUC notes at 8, it m ay be reasonable to expect rural, high cost customers to pay more than
urban customers, within som 2 reasonable limits. However, where a binding rate constraint is
necessary, it should be appli=d symmetrically to all carriers that receive funding. The CPUC at 3
stresses the importance of tf is neutrality, and says at 8 that it plans to base support on the difference
between the cost of providin:- service and "the rate that local exchange carriers will be authorized to
charge "
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things as dialtone speed, operato: answering time. and repair service answering time.® There must be

some assurance that the public's westment in universal service programs are effective. And absent

symmetrical treatment of all COLF s, there cannot be competitive neutrality

All COLR obligations shoi Id be made "bilateral” in this sense; that is, the COLR should be

compensated as in the case of ar s other vendor the government hires to perform a desired function.”

This is necessary to ensure comp :titive neutrality, not only among COLRs. but also between COLRs as a

group and non-COLR carriers Tt 1s is particularly important because, at the start of this process, the

COLR responsibility itself has bee 1 assigned asymmetrically -- it lies entirely with the ILECs. If COLRs are

not adequately compensated. thic will remain the case, since other providers would have no incentive to

become COLRs.

In light of the foregoing, & 1d because competition will bring increased service quality, the CPUC

(at 3) suggests it will not be neces sary for the Joint Board/FCC to impose further service quality

requirements. GTE wholeheartec y supports the CPUC on this point. The state commission is in the best

position to follow quality of service "' GTE is not suggesting that there should be an aggregate increase in

service quality regulation. In GTE s view, regulation of ILECs' service quality should diminish as the very

See a/so "The OPUC has determined that service providers must meet minimum service quality
standards in order to qualify or universal service support funds.... The service quality standards set
by the OPUC are not a requi ement for market entry; they are a requirement for obtaining universal
service support." Emphasis idded. Oregon Public Utility Commission ("OPUC") at 2-3. "The VSCC
required new entrants to con ply with the service quality criteria that have been applied to incumbent
LECs for many years.... We 1:rge the FCC to base its quality measurements on existing standards in
the states." Virginia State C. rporation Commission Staff ("VSCC") at 1. The VSCC adds at 6: "We
have long held in Virginia thet poor service at any price is no bargain. Affordable rates must always
be based on good service.” "he Public Utility Commission of Texas at 2-5 expresses special concern
with maintaining levels of qu. ity

See Ameritech's discussion f unilateral requirements as opposed to bilateral requirements.
Ameritech at5andn6and: 7.

The Communications Worke s of America at 7-9 discussed the quality of service provided by GTE.
Their concerns were appare:tly shaped by the data available in the Commission's ARMIS 43-05
reports. GTE had already n« tified the Commission that it had discovered an error in the automated
system that generates data ! »r the ARMIS reports. This error caused an overstatement of repair
measurements during the reorting period (4Q1994 through 3Q1995). Seeletter of Edwin J. Shimizu,
Director-Regulatory Matters o Mr. William F Caton. Acting Secretary, dated April 12, 1986.
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same regulation is applied to new _ECs. It would be irresponsible for governmental agencies to funnel

great amounts of money to carrie: s of all kinds without solid and supportable grounds to believe that the
public -- the ultimate source of the funds -- will get its money's worth. And to create an environment in
which an ILEC and a new LEC re eive the same amount of support per customer when the new LEC is
subject to no performance regulat on. while the ILEC -- which is heavily regulated in all aspects of its
business -- must serve the custor er at the highest level, would be anything but competitively neutral.

In discussing the applicat on of rate and quality requirements, the comments of the state agencies
mentioned suprarecognize that s ates have the ability to establish conditions for £/fe/s beyond those set
forth in the '96 Act. These requirc ments would, as OPUC says, not be conditions for entry, but conditions
for obtaining universal service sui port. NYNEX (at 11) agrees that "an eligible carrier should be required
to provide these core services wit 1 a level of quality that is at least comparable to the quality provided by
the incumbent LEC, and at rates 1at are no higher than are charged by the incumbent LEC for that
service.”

Accordingly: To achieve "he object of competitive neutrality the Federal plan should require, as a
condition of Federal funding, that any COLR requirements state regulatory agencies may establish should
apply symmetrically to all COLRs n the same area
V. GTE's PLAN OFFERS A SOUND BASIS FOR CARRYING OUT THE STATUTORY MANDATE

AND ADDRESSING CONSTRUCTIVELY AND REALISTICALLY THE ESSENTIAL
UNDERLYING ISSUES

Within the framework dec -eed by Congress, the Joint Board is empowered to recommend and the
FCC to adopt a plan that accomp shes and balances several interrelated objectives: (i) assuring universal
service at an affordable price. (i) romoting competition; and (iii) promoting deregulation. GTE offers its
integrated plan designed to perm the Commission, on Joint Board recommendation, to carry out the
fundamental reform mandated by the '96 Act This plan would permit the Joint Board/FCC to avoid the
endless complexity of the current system, which would drive the Harvard faculty to distraction. By

comparison GTE's plan is straigh forward



7.
Under this plan, the Joint 3oard/FCC would set out the guidelines under which an E/fe/

(designated under §214(e)) that 1 eserves and advances universal service will receive an appropriate level
of support. This support would be available on the same basis to any carrier that agrees to become a
COLR, and meets any requireme: ts established by the state agency within Federal guidelines as a
condition for the receipt of funds. The Federal support mechanism, together with those adopted by the
states, will replace the current sy<iem of implicit support for universal service contained within ILEC rates
for access, toll, local business ser /ices, and vertical services -- a mechanism inconsistent with the
requirement of §254(e) that supp: rt for universal service be explicit.” The key elements of the GTE plan
are the following.

1 GTE's plan defin-»s “core" service in accordance with Section 254(c) and the broad
consensus of paities filing comments.

As to the Joint Board/FC: task under §254(c) of identifying core service to be supported by the
Federal fund, the WUTC (at 9) is¢ 1es a very sensible warning against "focus[ing] inappropriately on the
'laundry list' approach "™ It adds

The guiding principle sho ild be that the market rather than regulatory mandates should
determine the definition ¢ universal service. A fundamental difficulty with selecting
services for inclusion as Hasic' or “core' is that regulators run great risk of choosing
technological winners an: losers. The more prescriptive the approach, the greater the risk
to competitive and technc logical neutrality. In addition, to the extent that more new
services are added to the definition, the costs and burdens of universal service become
proportionately greater .

GTE recognizes that a reascable transitional period may be necessary to implement this program.
See USTA at 18, NARUC at 11, OPUC at 6, Florida Public Service Commission at 12, WUTC at 11-
12, NECA at 14, and the Mis souri Public Service Commission at 8.

See also Sprint at 8: "Itis cr tical that only services that a majority of consumers have subscribed to
be funded because ultimatel : it is the consumer that funds the subsidy."

Emphasis added. While WL TC warns against regulatory action picking technological winners and
losers, MCI at 16 would plur: je regulation into precisely that morass, since MCI would have
technology specified as part f the plan: "[T]he LECs should be required to use all digital switches and
provide SS7 signaling throuc hout their network." As correctly stressed by the wireless carriers, the
definition of core service shc ild not be linked to any particular technology. See Western Wireless at
7-9, AirTouch at 10, and PC A at 14-16
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In fact, the extent of agre::ment on what should be defined as core services is striking. While

terminology employed by the com menting parties varies, few parties argue for defining the core service
pursuant to §254(c)(1) beyond th: t proposed by GTE, namely: (1) residence voice grade access to the
network with the ability to place a' d receive calls, including long distance calls; (2) touch-tone; (3) single
party service; (4) access to emerc ency services, such as 911 and (5) access to operator services."” There
is no warrant in the record of this roceeding for including in core service anything that falls outside the
bounds of the guidelines set out « - §§254(c)(1)(A)-(D). GTE suggests that the foregoing list includes those
services that would properly com« within the intent of Congress

A few commenters have - uggested that a distinction should be made, for support purposes,
between “first" and "second" resic 2nce lines.® GTE opposes any attempt to restrict support to primary
residence lines only. Even if suc' a distinction were desirable -- a proposition not supported by the record
- it would not be practical to impl ment

In many states there is n: tariff distinction between first and subsequent residence lines. If only

one line per household is to be st oported, the COLR must have a definition of a "household" that can be

These features are used by + "substantial majority” of residential customers, but not all features are
ubiquitously available today A transition plan will be needed to meet these standards nationwide.
For example, locations wher:- the transition to single party service has not yet been completed should
continue to receive support tr party line service.

See, for example, NCTA at ¢ and Attachment A at vi. lllinois Commerce Commission ("lllinois CC") at
5; Ad Hoc at 12. NCTA’s Atrachment A at 101-106 develops an elaborate argument that ascribes
virtually all of the costs of an + spare capacity in the network to second lines. In fact, any network is
engineered to provide a comaination of services. Spare capacity simply represents the engineer's
trade offs between the frequ::ncy and magnitude of network additions, given that it is usually very
costly to add actual distributi ) plant. Factors that affect the achieved level of utilization in a network
include growth in demand, ir Jivisibilities of basic network resources (such as minimum cable sizes),
uncertainty concerning dem::nd (based perhaps on competition for basic service), and the need to
provide additional lines. The engineer cannot distinguish between two lines provided to a single
family dwelling, and two line provided to a dwelling that is shared by two households.



9.
reasonably applied. Certainly the e can be more than one "household" at a single address, or in a single

building. Examples could include 2 person renting a room in a house; or unrelated persons sharing a
house or apartment. When a cus amer calls and requests service, the COLR should not be put in the
position of having to determine wt ether the customer is a separate "household" or not."® Further, once
customers discover the basis for * 1e support decision, it is reasonable to expect that orders will be placed
in such a way as to meet the pres :ribed criteria. And if such a distinction could be enforced, it would run
the risk of denying affordable ser ice to genuine "households "™

2 The proposed aftordability threshold of GTE's plan would bring the Federal universal

service fund into play when costs cause prices for core service to exceed a certain
threshold.

GTE (at 7-8) suggests th: t the Federal plan should include two threshold rate levels that trigger
the availability of funding for the ¢ »re service Both threshold levels should incorporate automatic inflation
adjustments, both to prevent the « ffect of support from being diluted over time, as happened with the

frozen EUCL, and to avoid future :oncerns regarding growth in fund size.

A broadly expressed concert is to avoid "haves” and "have-nots” with respect to information services
and access to the Internet. . .ccess to most such services is possible today, using "core" service and
a computer equipped with a nodem. However, any prolonged access to such services using a single
line would preclude the use : f the line for other purposes -- such as receiving calls in emergency
situations. Parties proposing that the definition should be limited to a single line simply assume --
without any supporting argurient, or evidence of Congressional intent -- that the national policy
objectives will be fully satisfie d by the provision of only a single line per unit.

In recent testimony before th 2 CPUC, Dr. Nina Cornell, appearing for AT&T and MCI, suggested that
one line be provided to each "household." When asked how a household should be defined, she
suggested such criteria as wether a person commonly took meals with other household members.
Dr. Lee Selwyn, also appear ng for AT&T and MCI, proposed a different criterion, in which one line
would be provided to a "dwe ing." He suggested that a COLR, in responding to a customer request
for service, should consult m snicipal zoning records to determine if the customer occupied a separate
"dwelling." In cases where = room or other portion of a structure were rented, he suggested that the
COLR should inspect the rer tal agreement. Any of these suggestions would be not only burdensome
but unworkable for the servir y COLR.

Indeed, households with mo:iest incomes, or who have recently moved to a new area, are probably
the most likely to be living in some shared arrangement that would make it difficult to distinguish one
household from another Th :se are also the households for whom concerns over the need for
affordable service are the gr -atest
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The first threshold shoulc be the desired maximum rate level ® Costs that would lead to prices

exceeding this threshold should tr gger a combination of state and Federal funding to maintain the
affordable level. ' However. if cos ts cause prices to exceed a second threshold at a higher level, the
Federal plan alone would provide ‘unding. This second threshold is necessary to avoid undue burdens on
contributors in states with higher osts and limited funding sources. Each guideline could be established
as a percentage of median family ncome or expenditure. This two-threshold approach allows the Federal
plan and any state plans to opera e in a complementary way while avoiding conflict or redundancy.

Parties proposing an affo dability threshold generally agree with GTE that this should be applied to
the service as a whole, not to sor e arbitrary interstate portion  The division of responsibility for funding,
between state plans and the Fede ral plan, would then be determined by setting of the threshold levels.
This would be a policy decision b the Joint Board/FCC, and would not be driven by the current
separations process. AT&T prop: ses a very similar mechanism (at 15, with illustrations in Appendix B), in
which the amount by which the ¢« st estimate exceeds the nationwide affordable rate would be provided by
the Federal fund, and the amoun’ by which the state-established rate fell below the threshold would be

supported explicitly by the state *

% The NPRMseeks comment it §24 as to whether the Federal plan should be designed to achieve an

objective rate. A wide range of parties joined GTE in proposing that the Federal plan should establish
rate thresholds based on pol-.cy determinations as to what rate level is affordable. See Michigan
Department of Commerce at 2; lllinois CC at 7; MFS at 18; General Communication at 9; Time
Warner at 7; US WEST at 8 Ad Hoc at 17-18, MCl at 4, Sprint at 4, 9, AT&T at 14 and Appendix B.
States that restrict the rate te COLR may charge to a level less than the affordable level should fund
the entire difference betwee: the permitted rate and the cost, not just the difference between the
threshold and the cost. The ~ederal plan could include a guideline which requires the state plan to be
"sufficient” in this sense, as . condition for the provision of Federal funding toward offsetting
reductions in state rates. See also AT&T at 15.

The separations treatment ¢ the support can then be adjusted to match the policy judgment made by
the FCC in setting the threst olds. Such an adjustment for LECs would be similar to the way USF
works today. However, sepirations should accommodate the FCC's policy, not drive it. See, for
example, US WEST at 13

2
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3. The GTE plan furds universal service in a competitively neutral manner through an
explicit surcharge applicable to all interstate and intrastate end user retail revenues.

Section 254(d) requires p oviders of interstate telecommunications to contribute to the funding of
Federal universal service mechar sms. The statute does not restrict the basis for determining these
contributions to interstate demanc units or revenue alone. If as GTE proposes, the Federal plan is based
on the entire core service on a no ~jurisdictional basis, and is used to fund offsetting reductions in both
state and interstate rates, then th¢ basis for funding should be all end-user retail revenue, both state and
interstate.® This approach is con etitively neutral, will provide the largest possible funding base, the
lowest possible "rate” for the surct arge, and hence the least distortion in customer behavior. As new firms
enter the market, and as the rates of the ILECs are less closely regulated. it will become increasingly
difficult to identify interstate reven ie separately * An interstate-only surcharge may also create incentives
for gaming and arbitrage. The us - of total retail revenue, both state and interstate, will be simpler and
more efficient.

Moreover, a surcharge or retail revenue will meet the requirements of the '96 Act more effectively
than the other funding approache discussed in the AMPRM (at |[f[122-124) or proposed by parties. In order
to be competitively neutral, and st ucturally neutral, a funding mechanism should avoid double-counting
wholesale transactions.” Double sounting of wholesale transactions would unfairly burden providers of

wholesale services, and would cre ate an uneconomic incentive for the retail provider to eliminate the

# It will be essential that the Jc nt Board/FCC plan approach with great skepticism any claim to be

entitled to receive support ar d/or be eligible for reciprocal compensation under §251 combined with a
denial of obligation to pay the appropriate contribution to the universal service fund. See
Telecommunications Reselle s Association at 6 and 9.

See AT&T at 9: The use of « urcharge on both interstate and intrastate retail services "obviates
altogether the potentially diff ;ult problems associated with having to make jurisdictional
determinations.”

AT&T at 8 says: "A surcharc 2 on all retail telecommunications services, both interstate and intrastate,
creates a fair, simple and eff sient recovery mechanism." Fooinofe omitfed. CompTel at 15
recognizes that "a tax asses: ed on end user retail revenues” would be the "most equitable way to
collect universal service func ; .

2
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wholesale transaction by self-supiilying the input.®® A retail surcharge provides a simple and easily

administered way to avoid such duble-counting. The practicality of a retail surcharge has been amply
proven by experience in the state '

The surcharge proposed )y GTE is also clear and explicit. Retail customers would actually see, in
aline item on their bills, how muc - they are contributing to universal service; while a "net revenue”
approach would not make the cor tribution explicit, but would continue to bury it in the rates customers pay
for service. Further, this retail sur sharge would ensure that the contribution is uniform across providers,
and across services. The retail ¢ stomer could not affect this contribution by changing suppliers, or by
changing the mix of services purc 1ased. Because of this, the retail surcharge approach would maximize
neutrality by minimizing the effec' of the contribution on the customer's purchase decision.

A net revenue method. u'der which the carriers would recover their contributions through their
service rates, would not have this same neutrality, because such recovery is unlikely to be uniform across
all service rates. This will influen: e customers to choose different services, in different amounts. Further,
a system in which carriers must a {just their rates to recover their contributions to universal service is
inherently not competitively neutr |, because some carriers (ILECs) are not free to adjust their rates in the
same way as their competitors

In contrast, the surcharge would create an automatic mechanism that would generate each
carrier's remittance to the fund, w thout the need for any adjustments to prices themselves to recover the

necessary contributions. This me ans that customers' service choices will be unaffected. It also means

that carrier's choices to offer new services. or enter new areas. will be similarly unaffected by the

“ The current TRS method dot's not satisfy this requirement because ILEC access revenues are

counted twice: once as ILEC access revenues, and a second time through the price for interexchange
service that must be set to re cover those input costs. While the resulting distortion may be tolerable
in a relatively small fund, suc h as TRS, it would certainly present a major problem in a mechanism
large enough to support the equirements of the '96 Act. NPRMat {122.

The CPUC already employs what it calls an "All End User Surcharge” to fund its state lifeline program,
which requires more than $20 million per year. Vermont has also implemented a retail surcharge to
fund its universal service prc yram
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surcharge, since each dollar of re-ail sales will automatically generate the necessary amount to be remitted

to the fund *

There is also a fundamer al difference between a retail surcharge and a net revenue approach in
terms of the opportunity it affords o correct current implicit support flows. A net revenue approach serves
chiefly to raise the cost level of th: contributors. It therefore tends to ratify, rather than correct, rate levels
for services like access and toll, wnich are contributing to support today. On the other hand, a retail
surcharge will immediately put in - {ace a new source for the necessary funding which is completely
separate from carriers’ rates. For the ILECs, this means that the full amount of the fund would be available
to make offsetting reductions in rees that are too high today, allowing those rates to be brought closer to
their efficient market levels.

Finally, as the NPRM (at *1124) itself recognizes, it would be impossible to establish a contribution
method based on demand units, - uch as minutes or lines, that would be competitively and technologically
neutral. Since carriers would pro: ide service in different units. equivalency formulas would have to be
applied; these would inevitably fa or some carriers over another. The retail surcharge approach assures,
as a demand-based system cann ., that every time a customer spends a dollar on telecommunications, a
given percentage of that dollar wii go to support universal service This will be true regardless of who the
retail customer is, what services ¢ e purchased, or what carrier supplied them.

4 The GTE plan prvides explicit, necessary and appropriate support to

telecommunicatic ns carriers that are found to be Effe/s and that preserve and advance
the universal ser vice principle of the '96 Act

Support for Elfels should e based on the market intervention imposed on the Effels that serve as
COLRs. This would be measurec by the difference between any ceiling imposed to allow rates to remain

"affordable” and the rate the COL ? would otherwise set in a competitive market. Where the rate ceiling is

#  Using a retail surcharge, the zarriers are simply the "tax collectors" for the fund. Issues raised by

some parties as to which car ier should "contribute” more or less are thus moot. The retail surcharge
approach recognizes that all -evenues come ultimately from customers.
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less (/ e., where the regulatory cor straint is binding), the support should fund the difference.” A proxy cost

measure should therefore serve & the means for estimating what the market price for the "core” service
would be in a competitive market t should include those costs a firm in a competitive market would be
able to recover through its price  Ince other carriers enter a given market. and are willing to become
COLRs subject to an identical set >f requirements, then a competitive bidding process should replace this
cost-based comparison to determ 1e the support amount.™

A number of parties recor /mend that the Joint Board/FCC require that the price for the core
service be set equal to the Total ¢ ervice Long Run Incremental Cost ("TSLRIC").*" This proposal must be
rejected. Claims that TSLRIC rep esents the price that an efficient firm would choose in a competitive
market grossly exaggerate the roi-: of TSLRIC in setting prices

TSLRIC studies are usefi in identifying the price floor that a firm would choose so that revenues
from a service support the direct « ssts of providing that service * Thus, TSLRIC is just one of several
Inputs to a pricing process A reg ilated multi-product firm has several different types of costs -- including
incremental costs, joint or commc ' costs, averhead costs -- that must be considered when setting a
price

The TSLRIC of a service :quals the difference in the firm's total costs with and without the

provision of that service. This me ans that all incremental costs of a service are avoidable by ceasing the

29

Proposals that ILECs meetin j the criteria of the Joint Board/FCC plan but falling within certain
arbitrary regulatory classifica-ions be ineligible for universal service support are clearly in conflict with
the '96 Act. See, e.g, Time Narner at 11-12 (only rate-of-return ILECs should be eligible for support)
and NCTA at 13 ("must seric isly consider whether support is required for price cap LECs").

Under the bidding approach the sum of the required COLR rate and the support determined through
the auction process will be a i estimate of the market rate

T See eg., AT&T at6-7: MCl it4; TCG at 7.

TSLRIC studies also may be useful to regulators in determining if cross-subsidies exist. TSLRIC is
not useful in establishing a ¢ st floor for individual rates. Instead, it establishes a floor for the revenue
that all rates for the service 1 ust generate. This will be equivalent to a price floor only in the special
case where there is a single uniform rate for all units sold

30
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provision of that service. The firm s joint or common costs are those costs incurred in the provision of two

or more services (but not the colle tion of all the firm's services) that are not incremental to any individual
service. The firm's overhead cost are those costs incurred in the provision of all the firm's services that
are neither incremental to any ind ndual service nor joint or shared to any group of services.

Any multi-product firm tha would set all prices for all services equal to TSLRIC would not remain in
business for very long, for TSLRIC does not include three of the four possible types of costs that must be
recovered. Simply put, prices set 2qual to TSLRIC do not allow the firm to recover common and overhead
costs. Therefore, the process of « 2tting a price for the "core" universal service must entail not only
consideration of the TSLRIC cost¢ but also the other legitimate costs of the firm.

In a competitive market, ¢ ach firm would set its prices using "Ramsey" pricing principles. The firm
would establish a markup over the direct cost of each service based on the elasticity of demand for that
service. In order to survive for an length of time, the firm must be able to set these markups to cover its
total cost. Two important points r ay be drawn from this.

First, it is not reasonable > suppose that the market outcome for a service, representing the firms’
largest single output, would be pr: :ed at equilibrium to generate no contribution over direct costs. On the
contrary, since local service is ger erally less elastic than other telecommunications services, it is
reasonable to expect that the con oetitive process would result in a higher level of contribution from the
"core” service than the average i arkup for all services. Therefore, if the proxy cost measure is developed
using an average loading for shar :d and common costs, this approach would yield a conservative estimate
of the true market price.

Second, the embedded c¢ st of the firms in the market is relevant in the setting of the market price.

While no competitive firm is guarz 1teed recovery of its embedded cost, the level at which the firm can set

* There is a fourth possible co:t -- a "residual" cost. A regulated multi-product firm may have residual

costs caused by assets that emain on its books through the actions of regulatory requirements even
though they have no current 2conomic value These assets remain as a cost even though they
cannot produce any positive :ash flow



16 -
its prices is determined by the ave rage cost level in the industry at any given time. Today, that average

cost level is the cost of the ILECs  This average level of cost -- and price -- does not change simply
because a new technology is disc 1ssed in the trade press. or because someone runs a forward-looking
cost model. It changes over time 1s firms actually supply service at a lower cost level. If a firm introduces
a cost-reducing innovation into th: industry, initially the firm will earn rents, since the average cost level in
the industry will still be dominatec by the older technology These transitory rents are the return to
innovation. As more firms -- both 2ntrants and incumbents -- adopt the new technology, seeking to share
in these rents, they will bid them : way. Over time, as more capacity to supply at the new cost level enters
the market, the average cost in th 2 industry is driven down. At the end of this process, the average cost is
set at the new level, the market p- ce reflects this, and all of the benefits of the new technology have been
passed to consumers.

Therefore, when setting t' e correct markups for their services at any given time, firms will choose

markups that reflect their actual le vels. For these reasons, the price measure the Joint Board/FCC must
use in determining the amount of iniversal service support is the price that would be found in a competitive
market. TSLRIC is not that price A price that allows a firm to recover all direct costs plus a reasonable
amount of all other costs is an ap ropriate price.* Better yet. the price set through an open competitive
bidding process will be a market ; rice

5 GTE's plan initiai y establishes the core service cost based upon estimates derived from
a cost mode!

The NPRM (at |1131-33) - eeks comment on proxy cost models that would be available for use in
developing a cost measure. As rted supra, the objective of universal service policy should be to
compensate the COLR to the ext: nt of the market intervention applied to its local service rate. The
purpose of the cost measure, the: 2fore, is to serve as a basis for estimating prior to actual entry by a new

competitor what the local service ate would be in a competitive market. The difference (if any) between
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this market rate and the required ' ate is what should be funded. This means that the cost measure should

represent the average level of cor ipensation the ILEC would expect in a competitive market, including a
market-determined level of contrit ution toward shared and common costs.

The cost measure should be estimated, and support calculated, for small units of geography. GTE
suggests that a unit smaller than  wire center is necessary, since the evidence from existing models
indicates an order-of-magnitude v ariation in cost within many wire centers * GTE supports the use of
Census Block Groups ("CBGs") a . a reasonable geographic unit for purposes of identifying a support
need.® The use of small geograr nical units will best allow the Federal plan to target support to areas with
high cost, and will send more acc rate price signals to potential new entrants.”

Some parties, however, | -opose that CBG-level results should be aggregated to a "zone" level
before the level of support is calc: lated.® GTE emphatically opposes this suggestion. It will simply lead
to the averaging of results within :ach zone - which is just the kind of inaccuracy the use of small areas
like CBGs is intended to avoid * -urther, aggregating will not lead to any meaningful advantages in the

administration of the fund. The e 1sting proxy models produce results by CBG today, the calculation of

This approach is also consis ent with the FCC's current rules for the pricing of new access services,
which is based on direct cos' plus a uniform overhead loading.

NCTA suggests at 10 that th : use of CBGs will somehow "fail to recognize the economies of scale of
serving several CBGs from & single wire center... " NCTA therefore proposes that costs be estimated
at the wire center level. NC™ A fails to understand the design of existing proxy models. Both the
Benchmark Cost Model ("BC V") and the Pacific Bell model ("CPM") engineer plant at the wire center
level for all of the CBGs assi jned to the wire center. They therefore capture the economies NCTA is
concermed about.

NPRMat {|34. Many parties agree on the use of small units such as CBGs. See, for example, CPUC
at9 . NYNEX at 10, US WE! T at 8, Sprint at 15-16, MCI at 10-11.

Use of a small geographic a:2a makes academic consideration of changes in the definition of study
area. MPRMat 145.

See, for example, AT&T at £opendix B; NCTA, Attachment A at Appendix 8B.

Within a limited number of z« nes, the actual density of each CBG could vary widely. Further, every
existing proxy model conside rs explanatory variables other than density. Variations in cost
attributable to these factors :vill not be captured when CBGs are grouped according to density. Within
each zone, CBGs with lower costs and/or higher revenues will offset CBGs with higher costs and/or
lower revenue. The effect o CBG aggregation would be to underestimate the true funding
requirement, and to target si pport inaccurately.

35
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support for each CBG is relatively simple, and computers are good at repetitive tasks. Why introduce the

likelihood of error into the support salculation when there is nothing to be gained by doing so?

The NPRM (at 32) seek: comment on whether a proxy cost model can be made technology-
neutral. GTE's submissions in C( Docket 80-286 ("D.80-286") have previously discussed why it is not
reasonable to expect a proxy cos' model to represent all possible technologies or network arrangements.
None of the proxy cost models nc # available is in any sense an optimizing model. Each simply represents
the best practice used by ILECs 1 placing equipment today. They do not, nor should they, attempt to
select cost-minimizing solutions ¢ rtside the range of this "best practice;" neither do they consider
technology not used today ** The bidding process proposed by GTE obviates these concems, since it
would automatically incorporate b dders’ own estimates of their costs, and avoid the need for regulatory
agency review of cost estimates.

6. GTE's plan replaes the estimates derived from the cost model with a bidding

mechanism that vould allow the market to determine the level of universal service
support.

GTE urges the Joint Boar 1/FCC to make provision for a competitive bidding process in its Federal
plan, since bidding would provide 2 far better, and market-based, approach for determining the amount of
support. This would make the ou >ome hinge on economic reality as actually estimated by the parties
involved in the bidding process. = would also be more consistent with the overall intent of the '96 Act to
maximize reliance on market forc: s and to minimize regulation  Further, bidding furnishes a sound
approach to reducing the amount >f support over time; as the NPRM (at §35) recognizes, it would "harness

competitive forces to minimize the level of high-cost assistance "

* The lllinois CC at 6 explains ‘hat any attempt to make a model technology-neutral would cause it to

lose its ability to estimate me aningful costs. The CPUC at 12 also recommends starting with "a
wireline model" because this approach would "encourage the carrier with the least-cost technology to
offer service, without prejudc ing which technology should be used "
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An auction proposal -- a ¢ Jncept that received qualified support from CPUC,*' the Florida Public

Service Commission (at 11), NCT « (at 11-12), LDDS WorldCom at (12-13), PCIA (at 15), and Time
Warner* -- and specifically GTE's plan would eliminate the need to modify a cost model over time in order
to reflect changes in technology, -  to accommodate changes in the definition of core service, or to apply
ILEC technology to other carriers It would also capture any non-price considerations that would affect a
carrier's decision to serve as a C( LR -- something a cost model cannot do. These considerations might
include the burden on the carrier - f any requirements the state may impose, as well as the benefits of any
complementarity of demand or co .t with other services the carrier may provide.

As the MPRM (at n.84) re :ognizes, bidding cannot take place until competitors enter the market
and are willing to become COLRs in a given area. GTE has proposed a flexible approach that would set
the initial level of support based ¢ ' cost. Bidding would be introduced in each area as competitors enter at
their own initiative and nominate . reas for bidding. The plan allows this flexibility, and permits the use of a
great number of small geographic areas, yet will be reasonable to administer because it would group the
bidding for all areas nominated in 3 given year within pre-announced bidding cycles.”

GTE proposes that the F+ deral plan provide for state administration of the auction process, within
Federal guidelines, in order to en: ure that each COLR selected will be able to receive universal service

support under both Federal and s ate regimes. Responsibility for funding the support determined by the

" While the CPUC at 12 says 1 1at market conditions may not warrant the introduction at present of a

competitive bidding process o determine high-cost support amounts, it does not foreclose possible
support for a bidding proced: re in the future. Indeed. it says (/) it is "considering using competitive
bidding to determine subsidy amounts once they come up for review" because of "the level of difficulty
experienced in getting partie - to agree on a proxy cost model.”

Time Warner at 10 rejects a »idding procedure that would award the lowest bidder exclusive high cost
support for a particular area. 2ut this does not describe GTE's plan. It adds at 11: "Absent such an
alternative [a non-preclusive sidding procedure like GTE's proposal where bidders are provided "with
the greatest incentive to bid :fficiently, ensuring that support would be provided at the least cost'}, it is
imperative that the Commiss on implement a bidding mechanism that will provide a similar incentive "

47
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auction could then be divided betvreen the state and Federal mechanisms in the same proportion as the

cost-based support had previousl' been divided.

The resultis a plan that i« competitively neutral. Indeed, any carrier seeking to receive support
payments would be able to pursur this goal through the bidding process. This means, instead of hiring
squadrons of lawyers and accoun ants to submerge the state and Federal decision-makers in quasi-data,
the entrant into the competition tc be an ILEC would have to make commitments of real economic
consequence. By the same toker the ILEC and the state agency and the FCC and all the other parties to
the bidding transaction would be : bliged -- simply because of what is at stake -- to make decisions of real
economic consequence. GTE's ¢ an replaces empty rhetoric with economic decisions.

7 The GTE plan re»alances ILEC prices on a revenue neutral basis.

To ensure that the new F «deral plan is revenue neutral, and that it does not provide a windfall to
LECs, new explicit funding must t 2 applied toward reductions in rates for services that provide implicit
support today * This process of - rice rebalancing must occur simultaneously with implementation of an
explicit universal service support rogram. Thus, there is a pressing need for the Joint Board/FCC and
state regulatory agencies to link ¢ 2cisions in the instant docket to a process of reform of interstate access
charge rules and revisions to intre state pricing structures. This matter should be addressed in this
proceeding.

The NPRM (at §§1112-11* ) seeks comment on proposals to reduce or eliminate the current
interstate Carrier Common Line (' ZCL") charge, and to fund these reductions through increases in the cap

on the interstate End User Comm in Line Charge ("EUCL") charge. GTE joins the CPUC and many other
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See (i) Appendix C to GTE's comments for a description of GTE's proposed bidding process
submitted in £.80-286 and (1} GTE's comments at 10-12. The NPRM at 36 proposes that a winner's
preference, or "incentive bor us,” could be provided to the lowest bidder in an auction as an incentive
to bid aggressively. GTE ha proposed a process wherein the size of this incentive bonus is itself
determined through the bidd ng process

For LECs that receive USF tday, the offsetting rate reductions should be based on the net change in
support caused by the new | ian. For non-LEC Effefs, no offsetting reductions will be required, since
these carriers do not provide implicit support through their rates today.
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