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Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C. 20554

Federal-State Joint Board on
Universal Service

)
)
)

-------------)

CC Docket No. 96-45

AT&T REPLY COMMENTS ON USF LAG FNPRM

Pursuant to Section 1.415 of the Commission's Rules, 47 C.F.R. § 1.415,

AT&T Corp. ("AT&T") submits this reply to other parties' comments on the Commission's

Further Notice of Proposed Rulemaking and Order ("FNPRM"), FCC 00-359, released

October 12,2000 and published in 65 Fed. Reg. 67322,67371 (November 9, 2000), in the

Commission's Universal Service proceedings. 1

INTRODUCTION AND SUMMARY

In the FNPRM, the Commission seeks comments on revising the existing

assessment method for determining carriers' universal service contributions based on their

prior-year revenues.2 Such a revision is long overdue, both to restore fairness to the

universal service contributions borne by interexchange carriers ("IXCs") and their

Cellular Telecommunications Industry Association ("CnA"), Network Operator
Services, Inc. ("NOS"), Operator Communications, Inc. d/b/a Oncor Communications,
Inc. ("Oncor'1), Qwest Corporation CQwest"), Sprint Corporation ("Sprint"), Universal
Service Administrative Company ('1USAC"), United States Telecom Association
CUSTA"), Verizon Communications Corp. ("Verizon"), and WorldCom, Inc.
("WorldCom") filed comments.

The Commission adopted the prior-year assessment mechanism in Federal-State Joint
Board on Universal Service, 12 FCC Rcd 8776 (1997) ("Universal Service Order").
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customers, and to comport with Congress's mandate that such contributions be equitable

and nondiscriminatory. As AT&T showed in its comments, and as confirmed in Part I, that

methodology systematically disadvantages carriers with declining revenues, violates

statutory requirements, discourages local competition, and should be promptly rectified.

Part II shows that a carrier assessment based on current revenues is workable and can be

implemented promptly. By contrast, as shown in Part III, simply shortening the lag would

not cure the competitive inequity.

I. THE COMMISSION MUST REVISE THE PRIOR-YEAR ASSESSMENT
METHODOLOGY BECAUSE IT VIOLATES THE ACT.

As AT&T showed (at 2-5), Section 254(d) of the Telecommunications Act

of 1996 requires that all interstate telecommunications service providers make an equitable

and nondiscriminatory contribution to universal service support. The Commission's

existing USF recovery mechanism - which assesses carriers' USF contribution obligation

based on prior-year revenues - is profoundly anticompetitive and does not comply with this

statutory directive because it means that carriers with declining interstate revenues will be

systematically disadvantaged as compared to carriers with increasing interstate revenues.

Specifically, it will put IXCs, who must compete with Regional Bell Operating Companies

("RBOCS") as they gain entry into the long distance market, at a severe and untenable

competitive disadvantage because, under the Commission's prior-year assessment and

contribution methodology, the RBOCs will escape contributions for one year on their

increasing retail interstate long distance revenues after in-region entry.3 In addition, in

Instead, the RBOCs will make their USF contributions for the first year after in-region
entry based exclusively on their prior-year revenues from the subscriber line charge

(footnote continued on following page)
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subsequent years of their ramp-up in the long distance market, their USF assessments, and

corresponding contributions, will be based on their lower prior-year interstate revenues. To

the extent the RBOCs increase market share following in-region entry, the revenue base for

recovery of their USF obligations will always be greater than the revenue base on which

their USF obligations were assessed. In fact, the RBOCs will be able to use this

discrepancy to finance their market share growth. By contrast, IXCs will be in precisely the

reverse situation: they will be forced to recover the USF assessments made against a larger

prior-year revenue base from a diminishing long distance customer base.

Most parties recognize this fundamental problem with the Commission's

current rule. As WorldCom (at 1-2) points out, "the existing universal service assessment

methodology provides an unfair competitive advantage to new entrants in the long distance

market. Because new entrants are not required to make universal service contributions for

the first twelve months ofoperation, new entrants can charge prices that [are] purely a

regulatory artifact, not a reflection of superior efficiency."

As Oncor (at 2) demonstrates, "basing universal service contributions on

prior year revenues unfairly awards a competitive advantage to carriers that have

experienced revenue growth over the previous year and improperly imposes a significant

and unfair competitive disadvantage on those carriers that have suffered declines in

revenues over the previous year." This is because, as NOS (at 1-2) explains, for "carriers

whose revenues have increased since the preceding year, ... their contribution is a smaller

(footnote continued from previous page)

("SLC"), special access and such limited corridor service that an RBOC was previously
permitted to provide.



4

percentage of their current year's revenue" than for those carriers whose year-over-year

revenues have declined. In a year in which its revenues decline, the carrier's universal

service assessment will be a higher proportion of its current year revenue base than carriers

with increasing or stable revenues." ... "As a result, established providers or carriers with

declining revenues may need to charge their end-users non-competitive rates in order to

generate the additional revenue needed to meet their universal service contributions. In a

competitive sector such as the long distance market, pass-through of a carrier's inequitable

assessment will essentially price the carrier's services out of the market and cause the carrier

to lose customers. Furthermore, new entrants and carriers with increasing revenues can

either undercut the prices of other carriers or charge the same rates and earn an additional

profit. This discriminatory effect impairs the ability of certain carriers to provide

competitive telecommunications service because they will have to charge their end users

higher rates to collect the necessary fees for their universal service contribution." Id

Indeed, as Sprint (at 2) shows, the "current system confers a double

competitive benefit to the RBOCs - their federal USF contributions are based on their

lower, prior year revenue figures, which results in a USF obligation which is lower than it

would be if current revenues were used; and their USF obligation is spread out over a

higher base (current revenues), enabling the RBOCs to assess a lower surcharge (or in any

case, incur lower USF costs per dollar ofcurrent revenues). Of course, the opposite will

hold true for carriers whose interstate revenue base is declining; they have a higher USF

obligation, which they must recover from a smaller base, resulting in a higher USF

surcharge. . .. In the intensely competitive interexchange marketplace, with its razor-thin

margins, a regulation-induced cost advantage of only a few percentage points can mean all
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the difference to the individual carriers competing in the marketplace." Sprint at 2. In fact,

"the competitive imbalance between RBOCs and IXCs will be exacerbated over time, as the

RBOCs win an ever-increasing number ofcustomers (and thus revenues) from IXCs.

Furthermore, as the Commission itself recognizes (~ 11), the competitive advantage enjoyed

by the RBOCs under the current system may well have ramifications in the local markets as

well, 'by giving incumbent local exchange carriers entering the long distance marketplace a

competitive advantage in the provision of bundled local and long distance service

offerings.'" Sprint at 2-3. The Commission did not consider these particular impacts in

establishing the rule, even though, as Verizon points out (at 3), the prospect of eventual

long distance entry by the Bell companies existed since the Telecommunications Act of

1996 was passed.

Despite these indisputable effects, and Qwest's statement (at i) that it

"supports the goal of using more recent revenue data in ... applying the universal service

contribution factor, so that there is a closer relationship between a carrier's current revenues

and its contribution to the fund," Verizon (at 2), Qwest (at 4,8) and USTA (at 2), all of

whom are would-be beneficiaries of the existing rule, nonetheless contend that the fact that

AT&T and other carriers have declining revenues does not render the prior-year assessment

mechanism inequitable and that parties who advocate change to the existing assessment

mechanism are somehow attempting to insulate themselves from competitive losses.

Verizon (at 3), for example, asserts that "[t]he fact that the regional Bell operating

companies have been highly successful in gaining new customers in the states where they

have received in-region long distance authority while AT&T, for one, has continued to lose

long distance market share, is the result of each carrier's marketing efforts and cannot be
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attributed to an alleged new-entrant advantage in universal service assessments." To the

contrary, neither AT&T nor any other carrier operating in a competitive market can insulate

itself from competitive losses and modifying the universal service assessment mechanism to

one based on current revenues will not and cannot shield AT&T or any other carrier from

competitive losses. Thus, the very premise ofVerizon's contention is incorrect.

The fact is that the Commission's prior-year USF assessment mechanism

creates a distinct advantage to each RBOC after it gains in-region entry, an advantage that

cannot be explained away by the fact that other long distance carriers will likely rapidly lose

market share to these new entrants. As Hertz correctly explained, in comments filed on

AT&T's March 1,2000 petition for reconsideration (at 6), the fact that "some carriers are

experiencing declines in market share and revenues is undoubtedly attributable to market

forces that are independent of the Commission's rules. It does not/ollow, however, that the

Commission's rules, when applied to these pre-existing market conditions, have no separate

or distinct competitive effect." (emphasis added). The FCC rule itselfnecessarily "punishes

carriers with declining revenues and rewards those with increasing revenues." Id at 5.

Thus, the prior-year assessment mechanism when applied to BOC provision of in-region,

interLATA services is a far cry from the competitive neutrality demanded by Section 254.

The Commission must therefore modify its USF assessment mechanism to bring it into

compliance with Section 254(d),s requirements.

Verizon (at 2) cites to the Commission's fmding in the Seventeenth

Reconsideration Order, FCC 99-280, released October 13, 1999 (~21), that the "fact that

some carriers may have difficulty recovering their contributions from a declining customer

base is the product ofa competitive marketplace, not an inequitable, discriminatory, or
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competitively-biased Commission rule." The Commission did make this statement.

However, it is precisely because this finding is incorrect that the Commission has issued the

FNPRM so that it may examine the issue afresh. As AT&T, Hertz, NOS, Oncor, Sprint and

WorldCom have demonstrated, the existing prior-year USF assessment mechanism itself

has an independent anticompetitive impact that violates Section 254(d)'s requirements.

The Commission must now proceed to correct this problem by adopting a current-revenue

carrier assessment or a mandatory end-user surcharge.

II. A CARRIER ASSESSMENT BASED ON CURRENT REVENUES
IS WORKABLE AND CAN BE IMPLEMENTED PROMPTLY IN A
MANNER THAT WOULD ENSURE THE INTEGRITY OF THE USF
PROGRAM.

Although recognizing the inequity of the prior-year assessment mechanism,

several commenters oppose any significant modification because of the administrative

convenience of the existing methodology.4 The fact that a current-revenue assessment

would require more frequent reporting and thus would put some additional burden on

carriers is not an unreasonable trade-off to ensure competitive neutrality. Neither the

existing prior-year assessment nor any other mechanism that fails to redress the inequity of

the lag can be justified based on administrative convenience because it is flatly inconsistent

with the dictates of the Act. On the other hand, as AT&T demonstrated (at 6-10), a

methodology based on current revenues is workable and can be implemented promptly in a

manner that would ensure the integrity of the USF program.

4
CTIA at 8-9; WorldCom at 2. See also Qwest at 4,8; USTA at 9; Verizon at 2 (all
opposing significant change).
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To be sure, under AT&T's proposal there would be 14 carrier reports.

However, two of these are the already existing USF reporting fonns, namely, the

Fonn 499A filed April 1 and the Fonn 499S filed September 1. The twelve monthly

submissions to be filed 45 days after the close of the billing month would only need to

identify the carrier's billed assessable revenues multiplied by the Commission-specified

USF factor to confinn the correctness of the carrier's USF contribution. Thus, although the

frequency ofcarrier reports would increase under a current-revenue assessment mechanism,

as NOS (at 6) points out, monthly reporting is not unduly burdensome and in many

instances is consistent with state USF reporting requirements.

Moreover, various carriers' contentions that a current-revenue assessment

would be too burdensome for carriers is, at best, disingenuous. In earlier phases of this

proceeding all carriers had supported a mandatory end-user surcharge, which would have

similarly required carriers to provide a monthly revenue report with their USF contributions

and which would have assured that both assessment and recovery of USF obligations would

be based on current revenues.5 Indeed, GTE and Southwestern Bell appealedthe

Commission's failure to adopt such a recovery mechanism to the Fifth Circuit.6

As the FNPRM (~ 14-15) recognizes and as USAC (at 7) notes, with a

current-revenue assessment there is the possibility that changes in market conditions might

In the proceedings leading up to the Universal Service Order, AT&T and other carriers
had urged the Joint Board and the Commission to recover universal service costs
through a retail surcharge on end-users' bills, applied to customer-specific retail
revenues. See AT&T at 10-11 & n.11 (citing parties).

6
Texas Office ofPublic Utility Counsel v. FCC, No. 97-60421, Briefof GTE and
Southwestern Bell Tel. Co. at 96-99 (Feb. 20, 1998).
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result in a decline in interstate end-user teleconuTIlll1ications revenues which could generate

a shortfall in the USF. See also Verizon at 5. However, "Sprint does not anticipate

dramatic fluctuations (especially downwards) in total industry revenues in the period

between the dates on which carriers would file their Form 499, although there could be

shifts in revenue between carriers (which of course would not affect total industry

revenues)." Sprint 3-4. Although USAC indicates (at 7) that in 5 out of 13 quarters there

has been a decline in the USF revenue base, there have been no year-over-year negative

changes. Indeed, as NOS (at 4) shows, Commission data show that telecommunications

revenues have increased every year since 1992. Thus, as the Commission recognized

(~ 14), asswning this growth in telecommunications revenues continues, there should be no

shortfall.

Nonetheless, given quarterly fluctuations in telecommunication revenues, to

ensure the adequacy of support funds should a shortfall occur, the Commission needs to

establish a "reserve." AT&T believes that USAC's suggestion (at 8) of a $378 million

reserve, which represents an entire month of USF revenues, is far too large if it is going to

be funded by carrier contributions as opposed to a commercial loan which USAC is

authorized to obtain. 47 C.F.R. § 54. 709(c). AT&T suggests that a reserve of

$150 million, which is more than 10 percent of the quarterly support amount of

$136 million for the 4th Quarter 2000, would be appropriate. As USAC (at 8) reports,

10 percent is consistent with the TRS contingency fund.

Asswning that the Commission determines that a $150 million reserve

account or contingency to cover the transition to the current-revenue mechanism is the

appropriate amount, it can be set up as follows, assuming the transition begins on
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January 1,2001.7 Currently, USAC does not make the first distribution of Schools and

Libraries ("S&L") support until the end of February 2001, after it has received the

January 2001 USF contributions from carriers on February 15,2001. The S&L Fund is to

be funded at a rate of$527 million for the 15t Quarter 2001, or $176 million for each

month.8 Accordingly, there should be available in the S&L Fund $176 million on

February 15,2001 that can be used for intra-USF borrowing. By delaying the S&L

disbursements scheduled for the end of February until later on in the quarter, USAC can use

$150 million of the $176 million available to initially fund the reserve account. Then, as

the reserve account is funded by carrier payments with the January, February and March

assessments (which are collected on March 15, April 15 and May 15, respectively), USAC

can reimburse the S&L Fund at a rate of $50 million per month.9

The reserve account can be administered as if it were a separate and distinct

program within the USF. Thus, for funding purposes, the $150 million required for the

reserve account would be added to the total program collection requirement for the

151 Quarter 2001, and the assessment rate would be calculated accordingly. For example, an

updated 151 Quarter 2001 assessment rate, including a $150 million reserve account, would

be 0.074232 [($1.353795B + $150M) total program funding requirement! $20.258089B

7

8

9

WorldCom (at 3) asks for a six-month transition to any new USF assessment scheme.
As AT&T (at 8-9) showed, however, this is unnecessary as a current-revenue
assessment can be implemented in an orderly fashion commencing January 1,2001.

Public Notice, Proposed First Quarter 2001 Universal Service Contribution Factor,
DA 00-2764, released December 8, 2000.

The reimbursement may need to be spread out into the 2nd Quarter 2001 if USAC needs
to tap into the reserve account for other reasons.
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quarterly contribution base = 0.074232 USF factor], per Public Notice, DA 00-2764,

released December 8, 2000.10

As the carrier payments are submitted, USAC would fund the four USF

programs (high-cost, low-income, schools & libraries, and rural healthcare), with the

remainder of the monthly carrier payments targeted for the reserve account. USAC should

monitor the reserve account during the quarter, and should set the following quarter's

assessment rate to maintain a balance of$150 million in that account. 11 If there is continued

year-over-year growth of the assessment base, and barring any shortfall during the

transition, the reserve account should exceed $150 million at the end of each quarter. As a

result, the funding requirement of the reserve account for the succeeding quarter should be

zero. However, the Commission may want to establish a threshold amount above

$150 million whereby USAC would lower the following quarter's assessment rate in order

to reduce the reserve account to $150 million.

Once a reserve account of proper size is established, true-ups needed for the

USF would come from the reserve. Accordingly, contrary to Qwest's assertions (at 2, 7),

there would be no need for carriers to maintain large cash funds to account for a true-up

because the reserve would provide stability for carrier cash flow.

USAC (at 12) estimates that given the greater number ofcarrier reports

required under a current-revenue assessment mechanism, its tracking and compliance

10

II

Alternatively, the Commission may decide to recover the $150 million reserve over a
six-month period to minimize the increase in the contribution factor.

During the initial quarter, the reserve account may exceed $150 million prior to
reimbursing the S&L Fund for the initial loan.
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oversight duties would become more extensive. Specifically, USAC estimates that its

annual administrative budget would increase by $1.1 million, from $300,000 to

$1.4 million. This increase in administrative expense represents only 0.02 percent of the

annual USF support program of $5.5 billion and thus is a very small price to pay to ensure

competitive neutrality in how the USF is funded.

USAC (at 13, 16-19) also notes that with a current-revenue assessment the

carrier determines the proper support amount, instead ofpaying the USAC-billed amount.

Although this is true, even under the existing mechanism, the USAC-billed amount is based

on carrier-reported revenues on their Forms 499; thus, in each instance, carriers are in

substantial control. The Commission should continue with the two annual carrier revenue

submissions, the Form 499A submitted on April 1 and the Form 499S submitted on

September 1 and use these forms to reconcile the carrier payments. Specifically, USAC

should compare the January - June revenues that carriers submit in their Form 499S with

the monthly revenues as filed along with their carrier payments.12 Any discrepancies

between the filed monthly reports and the Form 499S may be trued-up by the carrier, with

settlements reflected in the reserve account.

As Qncor (at 7) shows, basing contribution requirements on current revenues

subject to true-up or reconciliation is neither unusual nor unduly cumbersome. In fact, it is

the precise model used by the income tax system, where payments are made periodically

during the tax year via payroll deductions or estimated taxes, subject to true-up (either a

refund ofan overpayment or an additional payment) based on the information shown on the

12
Under AT&T's proposed current-revenue assessment, the last payment ofthe first half
of the year, i.e., the June payment, would be made by August 15.
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tax return that is filed several months after the close of the tax year. As USAC suggests

(at 13, 18), the Commission should consider imposing stiff penalties on carriers for

under-reporting revenues and remitting incorrect support amounts.

USAC (at 14) also expresses some concern that under AT&T's proposal,

USAC would be required to make USF support disbursements the same day it receives

contribution amounts from carriers. Ibis is incorrect. Under AT&T's proposal (at 9),

carriers would submit their monthly contribution amounts within 45 days of the end of the

billing month. See AT&T at Att. A. USAC makes the January support distribution at the

end of February, not in the middle of month when payments are coming in.B Thus, under a

current-revenue assessment, USAC would not be required to do a same-day turnaround to

process collections and disbursements.

As Qwest (at 10-11) suggests, the Commission could opt to replace the

quarterly assessment factor with a semi-annual assessment factor and thus minimize the

administrative burden on USAC and carriers of implementing a new factor on a quarterly

basis. Ibis would reduce the need for carriers to adjust their USF line-item recovery factors

and provide associated customer notices.

AT&T strongly urges the Commission to immediately revise its USF

assessment methodology and adopt a contribution mechanism based on current revenues

which would operate in a competitively neutral manner. Specifically, the Commission

should require the USAC to set the USF contribution factor assessed against carriers (as it

13
Under AT&T's proposed transition, there would be a February 15,2001 payment based
on December 2000 revenues. Accordingly, USAC will have sufficient funds to make
USF support distributions at the end of February 2001. See AT&T at Att. A.
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does today) but require carriers to contribute to the USF based on the application of the

factor to their current retail revenues. 14 Such a carrier assessment would be competitively

neutral because, as end-user revenues shift among carriers, so would their USF contribution

obligation. In other words, the carrier contribution obligation would be portable, just as

USF support distribution is, under the Commission's program. Although this would not

insulate any carrier from competitive losses, it would ensure that no carrier is competitively

disadvantaged by the USF program and that customers are free to select carriers based on

the quality and price of their services, as contemplated by the Act.

III. MODIFYING THE PRIOR-YEAR ASSESSMENT MECHANISM TO A
SHORTER LAG INTERVAL WOULD NOT SOLVE THE COMPETITIVE
INEQlliTY OF THE EXISTING METHOD.

Qwest (at 9-12) suggests maintaining the existing mechanism but shortening

the lag by 3 months, leaving a lag of9-15 months as compared to the existing 12-18 month

lag. FNPRM, ~ 21. Such a shortening of the lag would not address the competitive

inequity in the current system given the sharp decline in traditional long distance revenues.

Accordingly, neither the Commission's nor Qwest's shortened lag proposal should be

adopted.

14
This is the method used by Texas and Colorado for their state universal service funds.
In Texas the factor is applied to montWy retail revenues, whereas Colorado applies the
factor quarterly to current revenues.
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CONCLUSION

To the extent and for the reasons stated above and in AT&T's Comments, the

Commission should modify its prior-year i:.l~sessmentmechanism for USF contributions by

adopting either: (a) U current-revenue l.:UITier i.l~sessmcntmechanism or (b) a mandatory

end-user surcharge.

Respectfully submilted,

AT&T CORP,

Room 1135L2
295 North Maple Avenue
R~lsking Ridge, New Jersey 07920
(908) 22 t -8984

Its AtlumtlYs

December 14, 2000

00, til J30 0(';19£06806: or flltn 1 '81t1
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