Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, D.C. 20054

In the Matter of )
) CC Docket No. 96-45
Federal-State Joint Board )
On Universal Service )
)
Access Charge Reform ) CC Docket No. 96-262
REPLY

The National Exchange Carrier Association, Inc. (NECA) files this Reply to
comments submitted in response to the Commission's Further Notice of Proposed
Rulemaking in the above-captioned proceeding.'

The proposals described in the FNPRM generally focus on support mechanisms
for non-rural incumbent local exchange carriers (ILECs). Comments submitted by the
United States Telephone Association (USTA)* and the Rural Telephone Coalition (RTC)?
express concern, however, that rural carriers may unintentionally be harmed when non-
rural carriers move to a proxy model. Both USTA and RTC suggest that the Commission
examine potential effects on rural companies prior to implementing new non-rural
support mechanisms on January 1, 2000.

In response to these concerns, NECA has analyzed universal service fund (USF)

data submitted for the current payment year. NECA's analyses show that, if new

! Federal-State Joint Board on Universal Service, and Access Charge Reform, CC Docket Nos. 96-45 and
96-262, Seventh Report & Order and Thirteenth Order on Reconsideration in CC Docket No. 96-45 Fourth
Report & Order in CC Docket No. 96-262 and Further Notice of Proposed Rulemaking, FCC 99-119 (rel.
May 28, 1999). (Further Notice of Proposed Rulemaking or FNPRM)

% See USTA Comments (July 23, 1999)(USTA Comments).

? See RTC Comments (July 23, 1999)(RTC Comments).



mechanisms proposed for non-rural companies had been implemented on January 1,
1999, rural carriers would have received approximately $30 million dollars less in high
cost funding than they receive under the current mechanism.* NECA believes that it
would be reasonable to expect that similar reductions will occur next year, should non-
rural carriers shift to a proxy-based system on January 1, 2000, as planned.

The reasons for these reductions are complex. Traditionally, high cost loop
support for all ILECs has been calculated by comparing each individual ILEC's study
area loop cost to the national average cost per loop (NACPL). Under the Commission's
Part 36 rules, all ILECs currently submit data regarding costs associated with subscriber
"loop" plant. NECA is then required to compile these data, calculate a NACPL, and
submit the results to the Commission and the universal service program administrator.
Carriers' with loop costs that exceed 115 percent of the national average are allowed to
recover an additional portion of these costs from the interstate high cost fund.’

Concern over growth in the fund led the Commission to institute an "interim" cap
on universal service funding in 1994.° The indexing methodology chosen by the
Commission limits the fund's growth each year to annual growth in nationwide loops.’

Under the Commission's rules, the administrator is required to compare growth in actual

* Using the Commission's Public Notice that identified carriers that would be treated as non-rural for
universal service support purposes, NECA used the calendar year 1997 and 1998 results contained in its
October 1, 1998 USF submission to isolate the non-rural carriers and test the impact of the rule revisions
on the rural carrier population. See Common Carrier Bureau Sends Updated Lists of Rural and Non-Rural
Telephone Companies to the Universal Service Administrative Company and Changes 1999 Self-
Certification Filing Deadline, Public Notice, DA 99-459 (Mar. 16, 1999).

* See generally 47 C.F R. Part 36, Subpart F.

¢ See Amendment of Part 36 of the Commission’s Rules and Establishment of a Joint Board, Report and
Order, 9 FCC Red 303 (1993).

7 See 47 C.F.R. § 36.601(c).



fund requirements (as determined by ILEC cost submissions) with indexed levels. When
actual fund requirements exceed the cap on available funds, the administrator implements
the cap by imputing a higher NACPL than the actual.®* The higher imputed NACPL,
when applied to USF cost data submissions, produces smaller individual ILEC expense
adjustments that, in total, do not exceed the cap.’

When the Commission determined that non-rural carriers should move to a new
forward-looking cost mechanism for determining high-cost support, it made two changes
to the NACPL calculation rules, that affect rural telephone company payments in the year
2000. Specifically, the Commission amended section 36.601(c) of its rules to specify
that, effective January 1, 2000, the interim "cap" will be computed based on growth in
rural company lines (not nationwide lines). The Commission also amended section
36.622(d) of its rules to specify that, beginning January 1, 2000, the NACPL will be the
greater of (a) the 1997 NACPL plus an annual inflation adjustment based on the Gross
Domestic Product Chained Price Index (GDP-CPI) or (b) the amount necessary to
implement the interim "cap" limitation described above.

Adjustments to the NACPL made pursuant to these rule provisions will have a
significant effect on high cost rural carriers beginning January 1, 2000. Current universal

service calculation methods were designed to apply to all ILECs, a group that serves over

¥ See 47 CF.R. § 36.622.

® For example, in 1999, the funding requirement for high cost support for the industry is approximately
$926.9 million. (This funding requirement includes the limitation on the assignment of corporate
operations expense to the loop cost calculation, which if lifted, would raise the industry expense adjustment
requirement to $970.6 million). Under the interim cap rule, available funding based on year-over-year
growth in loops equals only $864.1 million. To produce individual expense adjustments that do not
exceed the capped amount, a revised NACPL of $251.39 was developed to replace the actual NACPL of
$245.47. Use of a higher imputed national average accordingly required that the level at which support
begins to become available increased from $282.29 (115% of 245.47) to $289.10 (115% of $251.39).



173.9 million access lines nationwide. The preponderance of lines receiving support in
the current environment is associated with non-rural carriers, however (23.2 million non-
rural lines versus 8.2 million rural lines receiving support).

Although the Commission appears to have intended that support for rural carriers
remain stable when new mechanisms are implemented for non-rural carriers,'® this result
will not likely be achieved. Vast differences in cost characteristics between these
different groups of carriers virtually guarantee that unintended shifts in support levels will
occur when the "current" rules (modified as described above) are applied to the much
smaller universe of rural carriers.

For example, the average reduction in support among all high cost carriers
attributable to the interim "cap" was about $0.14 per loop per month in 1999. Even
under the current system, the "cap"” tends to have a higher proportional impact on rural
carriers. For example, one rural high cost carrier serving 1,319 lines with annual study
area loop costs equal to $308.73 per line, ' experienced a reduction in support due to the
cap from $1.40 to $1.06 per loop per month ($0.34 per loop per month).

When the interim "cap” rule is applied to rural companies alone, however, the
proportionate impact on small rural companies increases significantly. This effect can be
demonstrated by examining the Universal Service Administrative Company’s (USAC)

April 1999 quarterly filing, which anticipated that non-rural carriers' support would be

' See, e.g., FNPRM at 9 21 and Federal-State Joint Board on Universal Service, Report and Order, 12 FCC
Red 8776, 8889 (1997).

" NECA’s October 1, 1998 Submission of 1997 Study Results provides study area detail of the impact of
the cap on individual companies. See USF 1998 Submission of 1997 Study Results by the NECA at Tab 8
(Oct. 1, 1998).



calculated based on a forward-looking model beginning July 1, 1999." In that filing,
USAC estimated that a NACPL of $259.99 would be needed to comply with the cap on
funding. If such a mechanism had gone into effect on July 1, 1999, as expected, this
same rural telephone company would have experienced a reduction in support from $1.40
to $0.81, approximately $0.59 per subscriber per month, or 73.5% more than if the cap
had been applied both to rural and non-rural carriers.”

Under the current mechanism, the "cap reduction" amount (i.e., the amount by
which universal service funding is reduced to avoid exceeding the cap) is about $62
million in 1999. One would expect that, if non-rural carriers were moved to a new
funding mechanism, the "cap reduction" amount would be reduced roughly in proportion
to the overall fund. ' 1In fact, the opposite occurs. If non-rural carriers are removed from
the current funding mechanism, the cap reduction amount increases from $62 million to
$69 million. As this larger reduction is applied solely to rural carriers, the overall result
is a significant reduction in funding for these companies compared to amounts available
under the current system.

Even if the interim "cap" is removed, as RTC and USTA have suggested,"’
rural companies are likely to experience reductions in universal service support over

current levels caused by the operation of section 36.622(d)(1) of the rules. As noted

'? See USAC, Federal Universal Service Programs, Fund Size Projections & Contributions Base for the
Third Quarter 1999 (Apr. 30, 1999).

¥ The $298.99 level at which support would have been available on July 1, 1999 is 121.8 percent of the
actual NACPL of $245.47 reported by NECA in its October 1, 1998 submission.

' If non-rural carriers were removed from the 1999 fund, overall funding (uncapped) would shrink from
about $926 million to $782 million.

5 See USTA Comments at n. 14 and RTC Comments at 21.



above, this provision requires the administrator to increase the NACPL each year based
on the percentage growth in the GDP-CPI. While it would seem reasonable for the
Commission to assume that an inflation-adjusted NACPL for rural carriers would be
equivalent to a NACPL calculated using actual data from all carriers, this is not the case.
In fact, the actual NACPL has remained relatively stable over the past three years,
decreasing at an annual rate of 0.60 percent. In contrast, the GDP-CPI over the same
period has increased by an average of 1.45 percent per year.'® Thus, substituting an
inflation-indexed NACPL for the actual average effective January 1, 2000, will likely
cause a reduction in universal service support for rural carriers compared to current
methods, even if the interim "cap” were to be removed.

If the Commission wishes to assure that rural carriers are not adversely
affected by the introduction of new universal service support mechanisms, further
revisions or waivers of Commission rules regarding the calculation of the NACPL appear
necessary. As RTC and USTA have suggested, the Commission could resolve problems
associated with the calculation of the interim cap by eliminating it.

If the Commission wishes to continue applying the interim cap to USF
expense adjustments of rural companies, it could consider waiving sections 36.601(c) and
36.622(d) of the rules insofar as they require changes to current methods of calculating
the NACPL. Specifically, as an interim step to avoid unintended reductions in payments
to rural carriers in the year 2000, the Commission could allow the administrator to
continue calculating universal service funding and the NACPL as if all carriers continued

to participate in the high cost fund. To accomplish this, the administrator would calculate

' U.S. Department of Commerce, Bureau of Economic Analysis, Press Release, April 30, 1999



the NACPL based on cost data submitted by all ILECs, both rural and non-rural."” The
administrator would then determine an expense adjustment amount for each carrier,
regardless of whether it participated in the system. A total USF funding requirement
would be determined by summing the total of individual expense adjustments for all
carriers, as required under current rules.

Concurrently, the administrator would utilize prior-calendar year support
payments of ($864.1million in 1999), grown by total industry growth in lines, to establish
a support funding cap for the industry as a whole. Should the total funding requirement
for 2000 exceed the cap, the NACPL would be increased to a level that would satisfy the
cap requirement, as required by section 36.622(c)."®

Under this proposal, the effect of the cap on rural carriers' support levels
would continue to be determined by their portion of the total support amount, calculated
pursuant to § 36.631." This approach would assure that reductions associated with the
interim cap would be apportioned to rural companies consistent with current methods,
thereby avoiding unintended reductions resulting from the elimination of non-rural

carriers' data from high cost calculations.”

17 As required by section 36.611 of the Commission's rules, NECA continues to collect cost data from both
rural and non-rural ILECs for purposes of computing USF expense adjustments, for the year 2000
payments. Since administrative processes are currently in place for the collection of these data, no new
administrative burdens would be incurred by carriers in reporting data.

'* Optional quarterly updates would utilize the existing process as well, i.e., the data submitted by
companies providing quarterly updates would be combined with the data for all carriers in determining
their support amounts.

47 C.F.R. § 36.631

** For consistency purposes, if the Commission adopts NECA's proposed interim rule waiver, NECA
proposes that the adjustment to Long Term Support (which, as defined in Section 54.303(b)(4), is also
scheduled to begin using the GDP-CPI chained index) for the year 2000 continue to reflect the actual
change in the national average cost per loop as well.



CONCLUSION

As the Commission moves forward with its evaluation of a new universal service
mechanism for non-rural carriers, it should keep in mind the potentially negative effects
its actions could have on universal service in areas served by rural carriers. The
Commission should consider adopting NECA’s suggested interim methodology, which
produces results that essentially hold rural carriers “harmless” through the provision of
consistent treatment in their support calculation once the non-rural carriers move to a

proxy model.
Respectfully submitted,

NATIONAL EXCHANGE
CARRIER ASSOCIATION, Inc.

By: M

Richard A. Askoff U
August 6, 1999 Its Attorney

100 S. Jefferson Road
Whippany, NJ 07981
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