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REPLY COMMENTS
OF THE

UNITED STATES TELEPHONE ASSOCIATION

The United States Telephone Association ("USTA") hereby submits its reply

comments in response to the comments filed regarding the Commission' s Further Notice of

Proposed Rulemaking ("FNPRM") in the above-referenced proceeding' USTA filed comments

in which it addressed certain issues raised regarding the inputs to the model and the high cost

mechanism.

With regard to model inputs. USTA urged the Commission to use a lower productivity

factor throughout its cost model deliberations and to apply an inflation ratio to the factor.

Carriers also should be allowed to account for plant that is built to demand. With regard to the

high cost mechanism, USTA continued to advocate the adoption of its Universal Service plan

for non-rural carriers and the use of actual costs to size the fund. The USTA plan should be

adopted if the Commission defers implementation of universal service reform for a long period

of time. lfit defers implementation for a short period, the current universal service mechanisms
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should be employed. USTA also urged the Commission to extend the implementation date for

any new universal service fund mechanism for rural carriers to three years beyond the time that

the non-rural plan is effective.

USTA advocated that the Commission adopt its proposals to only require carriers whose

rural status changes to file certifications. The determination of "rural telephone company" under

criterion (A) of Section 153(37) should be based on Census Bureau data. Criterion (0) should be

determined on a study area basis and apply to regulated carriers. The Commission's current

distinction between rural and non-rural carriers for universal service support should be retained.

USTA addresses three issues raised by various other parties in their comments.

1. Cost of Capital and Rate-of-Return

In the FNPRM, the Commission concluded that the current federal rate of return of 11.25

percent "is reasonable for determining the cost of universal service.,,2 In reaching its conclusion,

the Commission determined that proponents who favored a different rate-of~return to calculate

the cost of universal service had "failed to make an adequate showing to justify rates that differ

from the current 11.25 percent federal rate ofreturn.'" The Commission also concluded that ifit

"in a rate prescription order, adopts a different rate of return, ... the model should use the more

recent determined rate ofreturn.'" Clearly, the Commission's conclusions are well reasoned.

Some parties, however, have urged the Commission to inappropriately place the cart

before the horse by suggesting that the current authorized rate-ot~return of 11.25 percent be

1 FCC 99-120, released May 28.1999.
, FNPRM at 96. ~ 239.
; IJ.
~ Id.
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lowered even before the Commission has issued an Order in the rate prescription proceeding.'

As in the rate-prescription proceeding, GSA recommcnded a "prescribed rate-ot~return of 9.5

percent. .... ,(, In their joint comments, AT&T and MCI WorldCom recommended "Changing the

cost of capital from 11.25 percent to 8.64 percent. ... ,,7 Contrary to the arguments raised in their

comments. GSA and AT&T/MCI WorldCom have failed to establish a basis for the Commission

to lowcr the authorized rate-of~return for ILECs below the current 11.25 percent level.

Moreover. the Commission has correctly concluded that no action should be taken to lower the

existing I 1.25 percent rate-of~return absent an order in the rate prescription proceeding. Thus,

there is no factual or procedural basis for the Commission to adopt the untimely and reckless

rccommendations of parties to lower the rate-of-return in this proceeding.

On a factual basis, USTA has provided irrefutable evidence in the Commission's rate

prescription proceeding that the authorized rate-of~return should be raised. not lowered, from the

currcnt 11.25 percent level. In ajoint filing with other ILEC trade associations. we stated:

As the Associations have demonstrated, and contrary to the claims
of AT&T, GSA, and MCI WorldCom, the capital costs of
incumbent LECs are increasing because they reflect the substantial
risks posed by regulatory uncertainty, the continued growth of
competition, and technological change in the telecommunications
industry. The present authorized interstate rate of return of 11.25%
is low based on the magnitude of these risks. Dr. Billingsley's
13.95% to 14.15% estimate of the incumbent LECs' cost of capital
is a quantification of the high risks faced by incumbent LECs. It
also highlights the conservative nature of the present authorized

" Prescribing, the Authorized Unitary Rate (?lReturnfor Interstate Services qjLocal Exchange Carriers,
CC Docket No. 98-166.

,. Comments of GSA at 6.
Comments of AT&T and MCI WorldCom at 50-51.
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rate of return. This estimate properly uses market values, rather
than book or historical values, to determine the LECs' average
capital structure. cost of equity, and cost of debt. ... [T]he only
relevant measure of the cost of capital is the expected cost of
capital based on market values .... Past rate-of-return proceedings
relied on historical data on the assumption that LEes were
operating in a stable. franchise monopoly environment. However,
given the sweeping legal and industry changes due to the
Telecommunications Act of 1996 (the" 1996 Act"), measures of
past performance and capital structure cannot be used to estimate
prospective capital costs. Only a market-based analysis, including
a market-based capital structure, can properly estimate incumbent
LECs' risks so as to produce a fair and reasonable rate ofreturn as
required by laws

The Commission has made the correct decision not to lower the 11.25 percent rate-of-

return for the purpose of determining forward-looking costs. The Commission's Rate

Prescription proceeding is the appropriate venue for resolving issues relating to the ILEe's

authorized rate-of-return, and that the existing 11.25 percent level should not be lowered. Should

the rate-ot~return be modified by the Commission, the evidence is overwhelming that the

authorized rate-of-return should be raised to between 13.95 percent to 14.15 percent.

2. Aggregation of Holding Company's Operations

AT&T and MCI WorldCom advocated that a holding company's operations within a state

should be aggregated for purposes of applying the criteria of Section 153(37)9 in determining a

"local exchange operating entity."'o USTA opposes this position and urges the Commission to

use the determination of the term "local exchange operating entity" as an operating telephone

~ Joint Rebuttal Submission of the United States Telephone Association, National Telephone Cooperative
Association, National Rural Telecom Association, Organization for the Promotion and Advancement of Small
Telecommunications Companies. and Independent Telephone and Telecommunications Alliance National Exchange
Carrier Association in PrescriMng the Authorized Unitary Ratc ofReturn for Interstate Services (?fLacal Exchange
Carriers. CC Docket No. 98-166. tiled April 8, 1999 at 3-4.

., 47 U.S.C. ~ 153(37).
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company operating at the study area level, as defined in Part 36 of the Commission's rules."

This issue of whether to retain the current rule regarding "study area," particularly where

telephone companies own and operate more than one study area in a state, has already been

raised by the Commission in the pending Separations Reform proceeding. 12 USTA has

consistently advocated that the Commission's current definition should be retained." The AT&T

and MCI WorldCom arguments in this proceeding are misplaced and should not be considered

here.

3, Hold-Harmless Provision

AT&T and MCI WoridCom argued that Universal Service support docs not include

residential second lines or multiple business lines." This position would have an adverse impact

on the Joint Board's recommendation in the Second Recommended Decision 15 that a hold-

harmless provision should be adopted to prevent immediate and substantial reductions of federal

support and potential rate increases. Furthermore, USTA has advocated a hold-harmless

provision on a carrier-by-carrier basis, I!> If the AT&T/MCI WoridCom position on not including

second residential lines or multiple business lines were followed, individual carriers would be

adversely affected in their level of Universal Service support. This result would be contrary to

'" Comments of AT&T and MCI WoridCom at 51.
" 47 C.P.R. Part 36.
12 Notice of Proposed Rulemaking, Jurisdi<.:tionul Separations Re:;j(Jrm and Referral to the Federal-State

.loin! Bourd, CC Docket No. 80-286, FCC 97-354, released Oct. 7. 1997 at ~~ 52-54 (Separations Reform
proceeding).

" See Comments of USTA in Separations Reform proceeding, tiled Dec. 10. 1997, at 13-15.
" Comments of AT&T and MCI WoridCom at 22.
I' Second Recommended Decision, Federal-State Joint Board on Universal Service, CC Docket No. 96-45,

13 FCC Red 24744 (1998).
ii, S'ee Comments of USTA in Seventh Report & Order and Thirteenth Order on Reconsideration in CC

Om,'kef ,\"0. 96-45 Fourth Report & Order in CC Docket No. 96-262 and Further Notice o/Pfoposed Rulemaking,
FCC 99-1 19. released May 28. 1999, filed July 23, 1999 at 4-6.
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the public interest and should not be allowed to occur. USTA urges the Commission to adopt a

policy of including all lines in any revisions to its Universal Service plan.

Conclusion

USTA urges the Commission to fully consider its reply comments.

Respectfully submitted.

UNITED STATES TELEPHONE ASSOCIATION

Its Attorneys

August 6. 1999

Lawrence E. Sarjeant
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Keith Townsend
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Legal and Regulatory AtTairs
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