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Western Wireless Petition for Rulemaking
To Eliminate Rate-of-Return Regulation of ILECs

Top Ten Reasons o Eliminate Rate-of-Return (“ROR”) Regulation

Save Money. By far the largest causc of the growth of the high-cost universal serviee fund 1s
disbuisements to rural ILECs pursuant to ROR formulas - Consumers across the country would
save hundieds of milhions. possibly billions, of dollars 1if ROR were eliminated and replaced with
a system better targeted to suppoit affordable service for consumers 1n high-cost areas

Stop Waste. Fraud and Abuse. Regulators and independent auditors rarely, 1f ever, look at the
accounting books of most ROR carriers, und opportunitics abound tor carners o oveistate theur
costs and thereby mercase their aceess charges and high-cost support  The Supreme Court
tecognized that the ILECY “book costs may be overslated by approximately $5 Billion ™

[ Verrzony FCC, 535U 8 407, 518 (2002)]

Prevent Cross-Subsidies and Cost Misallocation. In the few cascs where the FCC or a state
commission exannned carrers cost submissions, they found nulhons of dollars of misallocated
costs cludig costs of untegulated atfiliates assigned to the ILEC 1 order to inflate high-cost
support In most cases, the FCC may lack authority to order remedies for such over-carnings
"I an e ol corporate governance problems and accounting depredations,” | Adelstein/Copps
statement, FCC G3-111, 5, 19/03], the FCC should change the rules to climinate the rewards for
such anft-competitive misconduct

Create Incentives for Etficiency. ROR regulation gives camiers incentives “to adopt the most
costly, rather than the most efficient, investment strateges,” [3 FCC Red 3195, 3219-20]
Ending ROR would creale incentives for more efficient networks, and would benefit consumers

Enhance Incentives for Innovation. The FCC has recognized that ROR “may have 4 negative
¢hlect on imnovation because 4 carriet’s reward for such innovation 1s a reduction n its
dollar carnings ™ {3 FCC Red 3195, 3223 Ehminating ROR regulation would enhance
incentives to specd the deployment of new technologies, benefitting rural consumers

Remove Barriers to Competition in Rural Areas. Rural customers bencfit from access to
compettve telecom alternatives, but ROR regulauon s a barmer to full competition ROR
targets RLECY revenues to achieve d guaranteed return on investment on all listorical costs
mcurred, while the RLECs” competitors recetve portable funding only 1f they can obtain ETC
designation, and even then only with respect to the hnes that they provide — and unlike the
RLECs, compenitive carriers” investments arc at risk

Fia Distorted Intercarricr Compensation. lininating ROR would cnable the FCC to remove
implicit subsidies from the RLECS™ access rates, as the Actrequires The RLECS” current,
anreasondbly high access charges distort locat and long-distance compeution in rural arcas,
deprive rutal consumers of access to long-distance alternatives, and interfere with the
desclopment of o comprehensive rational system of intercarrier compensation

Rationalize and Modernize High-Cost Support. The current high-cost support syslem 1s an

mational hodge-podge that gives rural ILECs vastly mote support than larger carrters for serving
- ] -
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lentical geograpiie arcas, rewards them simpty for being small, and 1ignores whether they are
cfticient ornot The ROR paradigm must be replaced with a compeutively neutral system that
ensures sufficient funding of customers, not providers,” as the 1996 Act requires  [Afence, 201
E 3d 6O8, 620 (5th Cir 2000) |

Remedy Unhealthy Dependence of RLEC Sector. Many RLECs receive 70% or more of their
lundmg tom universal serviee subsidics o1 ntercarrier payments, rather than from their own
customers  This unhealthy dependence msulates these canners from any incentive to be
tesponsive to ther own consumers’ needs  Elmimating ROR and rebalancing rates would put
these carniers on a healthier financial footing

The FCC Was Correet and Should Keep [ts Promises. In the 2001 RTF Order, the FCC
reallirmed its 1997 comnutment to adopting forward-looking cost-based support mechanisms for
1¢ Comnussion to deliver on this worthy commitment

tural carriers los ume for t

In suin, ROR regulation bloats the umiversal service fund, creates opportumities and incentives for
wdaste, Naud and abuse, and inhibits the development of efficient, innovative, and competitive
serviees for rutal consumers ROR regulation has outhived 1ts tune and must be replaced with a more
appropriate form of regulation based upon today’s competitive environment

* %k ¥ %k X%

Western Wireless proposes 1o repluce ROR regulation with a forward-looking cost-based system to
determine umversal service high-cost support and access charge rate levels

Cost Methodology. Develop a model or other cost analysis methodology that accuately estimates
the forward-looking cost of wirehne service in high-cost arcas  Develop a symilar model or other
methodelogy to estimate the forward-looking cost ol wireless service  Support would be bused on
the lower of the witehne or wueless forward-looking cost i each geographic areu

Support Methodology. Provide two types of support  the first based on a stmple comparison of the
cost of service with a national benchmaik. and the second based on statewide averages As an
iducemenr to rate rebalancing and elimmating imphicit subsidies 1n retad rates, limit support to
cartiers with retar rates that are below nunnmum “aflTordable™ levels

Phase In the New Svstem. Implement the new rules in 2006 (at the end of the 5-year period
provided by the B 7'F Ordes ) for competitive ETCs, non-rural ILECs, and rural ILECs owned by
retatively Targe holding compamies  Phase tn the rules over the following 6 yecars tor smatler rural
ILECs

Establish “Salety Net” and “Hold Harmless™ Mechanisms. To avoud rate shock, implement the
plan so that no study area loses more than a specified percentage of the umount of support 1t
previously received in any one year Offer additional suppoit 1f 4 cartier can prove that the forward-
[voking support amouni s insufficient given s partucular circumstances

Reform Access Charges. Rebalance access charges by moving non-traftic sensilive costs and other
implicil subsidies out of access charges paid by long-distance carriers, and into subseriber line
charges Set RLEC aceess rates based on forwmd-looking costs, price cap mechanisms, and/or
genenc intereantier compensation rules

-11 -
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Ehmination of Rate-of-Return Regulation of
Incumbent Local Exchange Carriers

Foderal-State Joinl Board on Universal CC Docket No. 96-45

Service

PETITION FOR RULEMAKING
TO ELIMINATE RATE-OF-RETURN REGULATION
OF INCUMBENT LOCAL EXCHANGE CARRIERS

Western Wireless Corporation ("Western Wireless”), by counsel and
pursuant to Section 1 401 of the Commassion’s rule, hereby submaits this Petition for
Rulemalking to climinate rate-of-return (“ROR”) regulation of rural incumbent local
exchange carrmers ("RLIECS”), for purposes of determining their federal high-cost
universal service support and interstate access charges Thas petition seeks to
facihitate the transformation of the local telecommunications market from a
monopoly to a competitive environment by replacing a highly mefficient,
non-competitive system of regulation with an efficient, competitively neutral
approach to regulating RLECs By granting this Petition, the Commission will
rcelease rural consumers from the monopoly grips of the RLECs, whose dominant

pusition in the local market threatens the ability of rural America to have access to

basic and advanced services comparable to those available m urban arcas.



Ag the Commission has previously recognized “rate of return
regulation provides regulated firms with very strong incentives to pad their rates,”
leads them “to adopt the most costly, rather than the most efficient, investment
strategies because 1ts primary means of increasing dollar earmings under rate-of-
return constraints 1s to enlarge its rate base,” and “may have a negative effect on
mnovation because a carrier’s reward for such mnovation 1s a reduction 1n 1ts
dollar earnings 7 1/ Morcover, ROR regulation 1s based on an outdated monopoly
parachgm of guaranteeing that a favored group of carriers “recover their investment
in the total network facilities needed . .. 7 2/ This paradigm of protecting selected
carricrs’ Investments must be replaced with a paradigm of ensuring “sufficient and
competitively-neutral funding to enable all customers to reeeive basic
telecommunications services,” since the 1996 Act “requires sufficient funding of
customers, not providers ” 3/ ROR regulation has outlived its time and must be

replaced with a more appropriate form of regulation based upon today’s competitive

cnvironment

1. INTRODUCTION AND SUMMARY

Western Wareless provides commercial mobile radio service (“CMRS”)

1 18 Metropolitan Statistical Areas ("MSAs™) and 88 Rural Service Areas ("RSAs”™)

1/ Policy and Rules Concerming Rates for Dominant Carriers, Further Notice of Propused
Rulemakme, 5 FCC Red 3195, 3219-20, 3223, 19 39, 46 (1988) (“Price Cap FNPRM”)

2 Natwnat Telecommunications Cooperative Association (‘NTCA”) Initial Comments,
CC Docket No 96-15 (Joint Board Portability Proceeding) (hled May 5, 2003), at 7

3 Alenco Communications, Inc v FCC, 201 F 3d 608, 620 (5th Cir 2000) (“Alence™
(emphasts in origanal)



1 14 states  The Company has also been designated as an eligible
telecommunications carricry ("ETC”) 1n 14 states, plus the Pine Ridge Indian
reservation More and more consumers today rely on wireless services for the
telccommumecations needs Wireless and wireline services are becoming largely
interchangeable, with both services increasingly competing to serve a consumer’s
telecommunmications needs  The ability of Western Wircless to effectively compete
with the RLECs 15 serously compromised by a system of regulation - Rate-of-
Return regulation — that essentially guarantees the RLECs dominant position in
the marketplace

Western Wireless, like any business in a competitive environment,
takes investment risks and receives revenues only to the extent that it 1s able to
attract customers By contrast, RLECs are the beneficiaries of ROR regulation that
provides them a perceved entitlement to recover all their operating expenses and
deprecintion on capital expenditures, plus a specificd rate of return on mvestment.
Western Wirceless and other competitive carriers operate in a much dafferent
market, a market without entitlements, guarantees, or immunity from marketplace
forces In the competitive market in which Western Wireless operates, consumers
determane a carrier’s fate

As explained below, ROR regulation disserves the public interest by

mmibinng competition, enabling incumbent carriers to maintam a dominant

position 1n the local exchange market, and creating an mnefficient universal servicc



funding mechanmism that 1s growing too fast and exposes the public to serious risks
of fraud and abuse

First, the system of ROR regulation, designed for a monopoly
envivonment, has no place 1n an environiment of local competition. The ROR system
targets R1L1SCs™ access rates and high-cost support to achieve a guaranteed return
on nvestment on all historical costs incurred, while RLECs’ emerging ETC
competitors receive funding only on a per-line basis for those lines served Unhke
metembent carriers, competitive entrants’ investments are at risk. ROR regulation’s
rehance on the RLECs' historical costs 1s also inconsistent with the advent of local
competition, since — as the Commission has long recognized, and as the Supreme
Court recently affirmed, forward-looking costs are the only true measure of the
fuctors that drive economic decision-making

Sceond, as the Commssion has repeatedly recognized, ROR regulation
interferes with incentives for carriers to operate cfficiently, deploy new
technologies, and reduce their operating costs. In today’s increasingly competitive
environment, 1t makes no sense to retain a system that gives carriers mcentives to
operate inefficiently and discourages them from introducing technological
innovations The ROR system, which rewards carriers for being small and
wefhicient, also creates artificial and nefficient incentives for RLECs to remamn as

small as possible, and for larger ILECs to sell exchanges to smaller carriers, even if



it would be economically efficient for RLIECs to combine or for larger carriers to
operate those exchanges 4/

Third, ROR rcgulation 1s the true cause for the growth of the high-cost
unmversal scrvice fund, which threatens the long-term wviability of the fund A
universal service funding mechanism based upon ROR regulation, the almost
complete lack of independent oversight over the RLECS cost reporting, and legal
restrictions on the Commission’s abihity to require refunds or other remedies 1f and
when 1t detects ROR over-earmings, leaves the public exposed to a very sertous risk
of fraud, waste, and abuse In this “era of corporate governance problems and
accounting depredations,” 5/ this risk should be unacceptable. 6/

This petition proposes eliminating and replacing ROR regulation of the

larger RLECs beginming 1n 2006, and of smaller carriers over a gradual transition

A/ Ideally, regulation should neither ereate mceentives tor concentration nor create
meentives for de-concentration, but should allow the marketplace to determine the optimal size

ol telecommunications carriers

b/ Section 272(f)(1) Sunset of the BOC Separate Affthate and Related Reguirements,
Further Nolice of Proposed Rulemaking, WC Docket No 02-112, FCC 03-111 (released May 19,
2003) {separate stalement of Commssioner Michacel J Copps and Commissioner Jonathan S
Adelstem, concurning)  See also 2002 Regulatory Review — Requirements Governing the NECA
Board of Directors under Sechion 69 602 of the Comnussion’s Rules and Requirements for the
Compuitation of Average Schedule Payments under Section 69.606 of the Commussion’s Rules,
Report and Order, CC Docket No 01-174, TCC 03-151 (released July 3, 2003) (statement of
Commussioner Michael J Copps dissenting)

6/ In Attachment A to this Petition ("Rate of Return Regulation Problems That Can No
Longer Be Ignored™ we supply evidence of such malleasance that state commissions 1n
Caldurnmia Kansas, and olher states have identificd  This information builds on additional
evidonee i a report submitted with Western Wireless' Reply Comments filed June 3, 2003 1n
the Jornt Bourd Portability Proceeding, and included as Attachment B to this Petition (“Rate of
Return Regulation A Failed Model for Economie Regulation™ Morcover, record evidence
ahready belore the FCC shows that ROR TLECs earned at least $400 millon of dollars 1n excess
ol what the existimg ROR system allows over the past few years See AT&T Ex Parte Filing,
CC Docket Nos 00-256, 96-45, 95-77, and 98-166 (Liled May 9, 2005)
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period 1n subsequent years This petition also calls for instituting extensive new
safeguards during the transitional time period during which ROR will remain 1in
effect The time 1s right for a rulemaking to replace ROR regulation, particularly in
light of the following closely related, pending and soon-to-be-mitiated rulemaking
proceedings

e lirst, the rulemaking proposed here 1s closely related to the pending
Joint Board Portability Proceeding, which addresses “the methodology
for calculating support for ETCs” — including incumbent as well as
competitive ETCs — “in competitive study arcas ” 7/ This rulemaking
proceeding would develop 4 comprehensive record for the
establishment of a new high-cost support system for all ETCs in lieu of
ROR regulation and would be helpful in addressing 1ssues 1n the
pending Jownt Board Portability Proceeding Given the relationship
among these issues, Western Wireless would support a referral to the
Federal-State Jomt Board on Universal Service of many of the 1ssues
discussced here Western Wireless would also support referral of
related separations wissues to the Federal-State Joint Board on
Separations

e  Second, the rulemaking sought here raises issues that are highly
relevant to the forthcoming “comprehensive review of the high-cost
mechanisms for rural and non-rural carriers as a whole,” in which the
Commussion has committed to “consider all options, including the use
of forward-looking costs, to deterimine appropriate support levels for
both rural and non-rural carricrs ” 8/

e Thurd, the rulemaking sought here dovetails with the Further Notice of
Proposed Rulemaking accompanying the Tenth Circuit Remand Order,
in which the Commission seeks comment on additional targeted
federal support to advance the goal that “states [ | be encouraged to
replace implicit support with expheit support mechanisms that will be
sustainable 1n a competitive environment,” which should help “achieve
Congress’ universal scrvice goals by creating an expheit support fund

i Portabidity Referral Order, 17 FCC Red at 22645-46, 9 7, Jownt Board Portabiulity Public
Nolice 18 FCC Red at 1948, 915

o Feaeral-State Joint Board on Unwversal Sermce, Fourteenth Report and Order, 16 FCC
Red 11244, 11310, 9 169 (2001) ("RTF Order”)



Lo benefit consumers who need 1t and by eliminating the vestiges of
mmplicit support that nusallocate resources and distort competition.” 9/

e Fourth, a rulemalang proceeding to ehminate ROR regulation will help
the Commission achieve 1ts objectives with regard to intercarrier
compensation. 10/ Elimmnating ROR regulation of the RLECs’ access
charges wall enable the Comnussion to eradicate the implicit subsidies
currently embedded 1n those rates, as the Act requires. 11/ Tt will also
help the Commission to end the economie distortions in the local and
long-distance marketplace caused by the RLECs' excessive access
rates

¢  Finally, the recently opened Total Element Long-Run Incremental
Cost (“TELRIC”) review proceeding will address forward-looking
costing questions that may also be relevant to the development of a
new forward-looking cost-based umiversal service support system for
RLECs, non-rural incumbent carriers and competitive ETCs. 12/

Yy Federat-State Jownt Board on Universal Service, Order on Remand, Further Notice of
Proposed Rulemaking, and Memorandum Opnuon and Order, CC Docket No 96-45, FCC 03-249,
4127 (Tenth Cucurl Remand Order FNPRM') (released Oct 27, 2003), 1d , Separate Stalement
of Chairman Michael K Powell. at 1

10/ Developing a Unifred Intercariter Compensation Regrme, Notice of Proposed Rulemaking,
16 FCC Red 9670 (2007) (“Telercarrier Compensation Nolwee”) The Intercarrier Compensation
Notiee specthically sought comment on moving the aceess charges of all local exchange carriers,
mcluding RLECs subject to ROR regulation, toward a lill-and-keep system  fd , 16 FCC Red at
9611-45. % 97 Tt also addressed the possible impact of such reforms on end-user rates and
untvetsal service support mechanisms fd | 16 FCC Red at 9654-55, 19 123-24

11/ Texas Office of Public Uttty Counsel v FCC, 183 F 3d 393, 406 (5th Cir 1999), Alenco,
201 F 3d at 624, Texas Office of Public Utility Counsel v FCC, 265 F 3d 313, 318 (5th Cir 2001)

12/ Review of the Commusswn's Rules Regarding the Pricng of Unbundled Network
Elements and the Resale of Services by Incumbent Local Exchange Cariiers, Notice of Proposed
Rulemaking, 18 FCC Red 18945 (2003) ("TELRIC NPRM"Y To be sure, the forward-looking
ecunomic rost methodology used for pricig network clements 1s different 1n important respecis
from the forward-lookmg economic cost model used 1n the context of unmiversal service suppert.
and e two mcthodologres need not be wentical  TELRIC NPRM, ¥ 46, Federal-State Joint
Buara on Ui crsal Serviee, Tenth Report and Order. 14 FCC Red 20156, 20172, 9 32 (1992
CUSE Inputs Order ), aff'd sub nom Quest Corp v FCC, 258 F 3d 1191 {10th Cir 2001}
Nonetheless, there are important methodological and mput questions that could affect both
networ k element pricing and umversal service, 1n particular the models and mputs used to
determuie forward-lookimg costs



We offer herein a brief history of ROR regulation, including the FCC’s
stated commitment to transition all high-cost universal scrvice support to a
forward-looking system Next, we provide more detailed support for why the
obsolete and anti-compelitive system of ROR regulation should be brought to an end
as expeditiously as possible We discuss possible replacements for ROR regulation,
inciuding a forward-looking cconomic cost-based system to set high-cost unmiversal
service funding amounts 1in rural areas, and rate rebalancing and an overhaul of
RLEC access charges as part of comprchensive intercarrier compensation reform.
Finally, we offer a transition plan for phasing out ROR regulation and introducing a
system of regulation bascd on forward-looking economic cost.

As demonstrated herein, ROR regulation has outlived 1ts usefulness.
Now 1s the time for the Commission to mifiate a rulemaking proceeding to
ehiminate ROR regulation of the RLECs and replace 1t with a new system based on

forward-looking economic costs

11. BACKGROUND

A. Rate-Of-Return Regulation Has Its Historical Roots In The Era
Of Monopoly Local Telephone Service That No Longer Exists

ROR regulation based on historical, embedded costs was first
mmtroduced tn the context of regulating a monopoly power company’s return on
mvestment  In 1944, the Supreme Court upheld the Federal Power Commission’s
deersion to use ROR regulation based on historical costs, and rejected a utility’s
argument that the agency should have used a “fair value” (based on reproduction

costs) methodology (one form of what 1s now referred to as a forward-looking

-8 -



ceonnomie cost methodology) 13/ The Supreme Court, however, specifically rejected
the notion that ROR 1s the only legally permissible approach to regulating even 1n a

nwonopoly environment

[t 15 not theory but the impact of the rate order which counts. If the
total effect of the rate order cannot be said to be unjust and
unreasonable, judicial inquiry under the Act1s at anend. * ** * [T]o
declare that a particular method of rate regulation 1s so sanctified as to
make 1t highly unhkely that any other method could be sustained
would be wholly out of keeping with this Court's consistent and clearly
articulated approach to the question of the Commission's power to
regulate rates 1t has repecatedly been stated that no single method
need be followed by the Commassion in considering the justness and
reasonablencss of rates 14/

The FCC did not begin to formally develop 1its ROR system for
regulating the then-monopoly incumbent local exchange carriers (“ILECs”) untal the
mid-1960s, and conducted a number of major ROR ratemaking proceedings
regarding the Bell System durtng the 1960s, 1970s and early 1980s 15/ However,
the Commussion never directly regulated the costs or rates of the small and mid-size
[LECs (also known as “independent” carriers because they were not affihated with

the pre-divestiture Bell system).  Prior to divestiture, the independent ILECs

13/ FPC v Hope Nalural Gas Co, 320U 5 591 (1944)

1.4/ Seeid at 602, 609 See also Puquesne Light Co v Barasch, 488 U S 299 (1989); Verizon
Communications, Inc v FCC, 535U S 467, 497-501 (2002) (“Verizon v FCC') (affirming FCC’s
use of forward-looking costs as the basis for setting UNE rates), Alenco, 201 F 2d at 620 (“The
Act only promises universal service, and that 1s a goal that requires sufficient funding of
cusinmers ot providers  Solong as there 1s sullletent and competitively-neutral funding to

¢ nable adl custumers Lo reeeive basic lelecommunications services, the FCC has satisfied the Act
andd (~ not lurther 1equired to ensure sufficient funding of every local telephone provider 48

well ) femphasis in ongimal)

15/ Poliey and Rules Concerning Rates for Dominant Carriers, Report and Order and
sccond Further Notiee of Proposed Rulemaking, 4 FCC Red 2873, 2884-89, 19 18-28 (1989)
(CAT&T Price Cap Order”) (desembing hustory of ROR regulation)

9.



reccived a share of long-distance revenues from the monopoly long-distance carrier,
AT&T, through a “settlements” process that was “industry devised” and barely, 1f at
all, overseen by the Commassion 16/ The 1LECs simply reported their costs to
AT&T or 1ts Bell company affihiates, which reviewed their cost studies, albeit with
no mdependent regulatory oversight, and a settlement amount was negotiated

What the Commssion did oversee, beginning in the 1960s, was the
Separations Manual, which controlled the allocation of costs between the state and
interstate jurisdictions 17/ The Separations Manual was utilized as an elaborately
complex mechamsm to funnel impheit umversal service subsidies from long-
distance to local rates. 18/ The separations rules (now 1n Part 36) continue to serve
that purpose to this day

The system of “division of revenues” and “settlements” became
unsustainable with the emergence of long-distance competition 'Thus, the FCC
replaced that system wath access charges, and created the National Exchange

Carrier Assocaation "NECA™), consisting of ILEC members and run by the ILECS

16/ MTS and WATS Marlet Struciure, Notice of Inquiry and Notice of Proposed Rulemaking,
G7 PCC 2d 757, 759, 1 8(1978) Similarly AT&Ts TLEC affilhiates — the Bell Operating
Companics - vecerved a share of long-distance revenues through a “division of revenues” process

17! See Amerrcan Telephone & Telegraph Co and the Associated Bell System Companies
Charpes for Inlerstale and Forewpn Communication Service, 9 FCC 2d 30, 90, 1 246 {(1967) (first
Commssion order addressing separations rules) (“Although the content of the ‘Separations
Manual’ 1s the product of cooperative studies and consultations involving the NARUC, this
Commission and the telephone mdustry, {prior to this order] 1t has never been formally
cvialuated, approved, or adopted by this Commussion 1n the context. of exther a ratemaking or
rulemaking proceeding )

18/ Sec generally P Huber, M Kelloge, and J Thorne, Federal Telecommunicalions Law

13010 (2d ed 1999)

- 10 -



representatives, 19/ to take over certain functions previously handled by AT&T.
tanit coordimation. momtoring of individual ILECs’ cost studies, development of
averaged rales, and pool admimstration  No independent regulatory authonty ever
thoroughly reviewed the cost submissions by the small, independent ILECs,
although the FCC excrcised a degree of oversight over NECA’s tariff filings and
other operations

Gradually, the rules were relaxed, and the larger ILECs were
permitted to exat from NECA's rate pools and averaging. However, three
mcchamsms were established to prescerve the pre-divestiture subsidies that the
small, independent 1LECs had enjoyed under the old “settlements” system. After
the 1996 Act was enacted, contrbutions from the telecommunications carriers
beeame the source of funding for these mechanmisms (replacing some, but not all, of
the mterstate access charges paid by long-distance carriers). The disbursement
rules for rural ILIECs, however, remain essentially the same as they were prior to
1996. with only mimimal exceptions, such as.

e First, for rural ILEC study areas that reported loop costs that were

above the national average, the ILIEC was allowed to recover a

significantly hagher proportion of its loop costs than it would have

recelved under the standard separations rules. This mechanism,

originally known simply as the “Universal Service Fund,” survives
today as “High-Cost Loop” support, and amounts to over $1.1 billion

annually. 2/

19/ See 47 CF R Part 69, Subpart G (rules governing NECA membership and board).

207 Nee 17 CF R Part 36, Subpart ' The support amounts hsted in this and the following
text are drawn from the Umversal Service Administrative Co 's 4th quarter 2003 filings with
the FCC, available al hitp #www universalservice orgfoverview/lilings/

211 -



e Sccond, for rural ILLEC study areas with very small numbers of lines
(regardless of the total number of lines provided by the holding
company’s other affiliates), the ILEC was also permitted to recover
increased access charges This was orginally implemented through a
tweak 1n the jurisdictional separations rules known as Dial Equipment
Minutes (“DEMs”) Weighting, which assigned a significantly higher
proportion of those ILECs’ switching costs into the interstate
jurisdiction than would have been justified by their relative interstate
switch usage. This “DEMs Weighting” mechanism survives today as
“Local Switching Support,” amounting to over $400 million per
vear 21/

e 'Third, low-cost ILECs that departed from the NECA cost-averaging
pools were required to make payments into the pools to support the
high-cost 1LECs remaimng 1n the pools These payments, which were
phased down during the 1990s but never entirely ehiminated, survave
today as “Long Term Support,” and amount to over $500 million
annually 22/

While the Commission has adopted some reforms to the RLECs
interstate access charge structure, such as reducing those charges from their pre-
existing, absurdly high levels to levels that are still high, but more closely
approaching those charged by larger ILECs, the ROR system remains the basis for
setting the RLECSs’ access rates  In fact, 1n order to perpetuate the ROR regulatory
system, the Commission estabhished the Interstate Common Line Support (“ICLS”™)
fund turgeted to guarantee revenuc neutrality for the RLECs at the time of access

charge reform 23/ The ICLS fund distributes over $400 million annually.

21/ Seed7CFR § 54301

«

[

2/ See 1T CFR § 54303

24 Muit-Assocration Group (MAG) Plan for Regulation of Interstate Services of Non-Price
Cap {ncumbent Local Exchange Carriers and Interexchange Carriers, 16 FCC Red 19613 (2001)
CMAG Order™), subsequent history omutted see also 47 C F R Part 54, Subpart K
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By contrast, the Commission long ago eliminated ROR regulation for
AT&T and the large ILINCs, and replaced that system with price cap regulation. In
that proceeding (discussed at greater length below), the Commission found that
ROR regulation gives regulated carriers inetficient investment incentives, impedes
mnovation, and creates opportunmities for carriers to pad their expenses and
misallocate costs in order to improperly increasc their revenues  On this basis, the
Commission decided to elimnate ROR regulation as the basis for AT&Ts long-
distance rates m 1989, and as the basys for the large ILECs interstate access
chatges in 1990 24/ Stale comnmussiwons shared the FCC’s aversion to ROR
regulation of telecommunications carriers, and all but s1x of them have abolished
ROR for the Bell Operating Companies 25/

In cnacting the 1996 Act, Congress specifically rejected ROR as the
basis for setting rates for unbundled network elements (“UNEs”). Section
252(d)(1)(A)) directs the FCC and state commussions to set rates for
mmterconnection and network clements “based on the cost (determined without
vefercnce to a rate-of-return or other rate-based procceding) of providing the
Interconnection or network element .. .7 26/ To be sure, the Commission has made

1t clear that the methodology for setting UNE rates differs from that used for

24 See AT&T Price Cap Ovder, supra, ILEC Price Cap Order, supra

ao Natwonal Regulatory Rescarch Institute, Retail Eegulation of Local Telecommuniculions

Providers fus of Aprid 2002), Jan 2003, available at http /www nrri ohio-
slate eduw/programs/markets/pdi/reg-regime-adoption-by-state-map pdf

26/ 47U S C § 252(d)(1) A
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determmnming universal scrvice support 27/ Nonetheless, 1t 1s notable that the
Supreme Court, in upholding the Commssion’s mitial order rejecting the use of
embedded costs in setting UNE rates, specifically noted the problematic nature of
ROR regulation 28/ The Commsston again “reaffirm{ed] [1ts] commitment to
torward-looking costing principles” and declined to open any inguiry into
“nlternanve pricing methodologies that rely in whole or in part on embedded costs”

in s recent THLRIC NPRM 29/

B. The Commission Has Repeatedly Committed to Transitioning
High-Cost Universal Service Support To A Forward-Looking
Cost-Based System.

In implementing the 1996 Act’s universal service policy, the
Commission has repeatedly committed itself to eliminating the pre-1996 high-cost

mechanisms based on embedded costs and ROR regulation, and replacing them

2%/ TELRIC NPRM, 1 46, USF Inputs Ovder, 14 FCC Red 20156, 20172, 9 32

i Verrzon v 1°CC, 5335 U8 at 312 (*[TThe temptation would remain to overstate book costs
to ratemahing commissions and so perpetuate the intractable problems that led to the price-cap
tnovation ™), id at 517-18 (“the ‘book” value or embedded costs of capital presented to
traditional ratemalking bodies often bore little resemblance to the economic value of capital™), id
at 518 ("[Bluuk costs may be overstated by approxamately $5 billion ™) (quoting FCC Releases
Atedit Report on RBOCs” Property Records, Report No CC 99-3 {rel Feb 25, 1999} See also
TELRIC NPRM Y 40 n 82, Implementalion of the Local Compebition Provisions in the
Telecommunicaltions Act of 1996, First Report and Order, 11 FCC Red 15499, 15846, 679
(1996) (“Local Competitton Order™), subsequent history omitled (“‘Adopting a pricing methodology
based on forward-looking, economic costs best rephcates, to the extent possible, the conditions of
a competitive market  Tn addition, a forward-looking cost methudology reduces the abihity of an
mcumbent LEC to engage 1in anti-competitive hehavior ™)

29, TELRIC NPRM, 19 29,37 Sve also id , Separate Statement of Charrman Michae] K
Powell (fOfur commitment to retapung a forward-locking approach is unwavering — what we
are debating 1s the extent to which reahistic assumplions about the mneumbent’s network should
be mcluded 1 our pricimg rules ) (emphasis added), Separate Statement of Commissioner
Kevin JJ Martm (*I beheve that the prices for unbundled network elements should be based on
the foreard-looking veplacement cost of the ILEC™S network "y (emphasis added)
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with high-cost support based on forward-looking cost  In the Universal Service First
Report and Order, the Commission concluded that the pre-1996 mechanisms
"neither ensure that L1LKCs arc operating efficiently nor encourage them to do so”
and are “contrary to sound economic policy 7 30/ The Commission found that, for
small rural carriers as well as for non-rural carriers, “basing support on forward-
looking cconomic cost . will require telecommunications carriers to operate
cfficiently and will facilitate the move to competition in all telecommunications

markets 7 31/ The Commission elaborated on 1ts view that a forward-looking

mechamsm would be consistent with the Act and better serve the statutory
objectives

Consistent with the Joint Board's recommendation, we anticipate,
however, that forward-looking support mechanisms that could be used
for rural carrers within the continental United States will be
developed within three years of release of this Order. We conclude
that a forward-looking economc cost methodology consistent with the
principles we set forth 1n this section should be able to predict rural
carriers' forward-looking economic cost with sufficient accuracy that
carriers serving rural areas could continue to make infrastructure
improvements and charge affordable rates lake the Joint Board, we
conclude that calculating support using such a forward-looking
ceonomic cost methodology would comply with the Act’s requirements
that support be specific, predictable, and sufficient and that rates for
consumers 1n rural and high cost areas be affordable and reasonably
comparable to rates charged for similar services 1n urban areas
Moreover, such a mechanism could target support by calculating costs
over a smaller geographical area than the study areas currently used.
In addition, we find that the use of mechanisms incorporating forward-

AU Federai-State Joint Board on Universal Service, First Report and Order, 12 FCC Red
8776, 8931-35, 1 292 (1997) ("Unwersal Service First Report and Order”), subsequent hisiory
omiticd  See ulso td at 8934-35, Y 292 (‘Indeed, by guarantecing carriers recovery of 100
pereent of all loop costs 1n excess of 150 pereent of the national average loop cost, the current
high-cost funding mechanisms effectively discourage efficiency ™)

A/ fd
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looking cconomic cost principles would promote competition in rural
study areas by providing more accurate investment signals to potential
competitors 32/

The Comnussion reatfirmed 1ts long-term commitment to the use of
Inrwiard-looking costs to sel unwversal service support levels 1n 1ts recent RTF Order
The Commission specifically stated that 1t “disagree|d|” with rural ILEC
representatives who argued “that the forward-looking cost mechamsm should not be
used to determine rural company support and that only an embedded cost
mechanism wall prowvide sufficient support for rural carriers.” 33/ Rather, the
Commussion reaffirmed 1ts previous conclusions regarding the transition from a
universal service system based on rate-of-return to one based on forward-looking
costs

The Commuission previously determined that support based on forward-

looking cost 1s sufficient for the provision of the supported services and

sends the correct signals for entry, investment, and innovation

While the Rural Task Force demonstrated the inappropriateness of

using input values designed for non-rural carriers to determine

support for rural carriers, we do not find that 1ts analysis justifies a

reversal of the Commission’s position with respect to the use of

forward-looking cost as a general matter. 34/

The Commassion indicated that 1t would soon mnitiate a “comprehensive review of

the high-cost mechanisms for rural and non-rural carriers as a whole,” 1n which 1t

32/ Id at 8935, Y 293 The Commission, however, declined to move rural ILECs
immediately into a forward-looking cost-based system immediately due to concerns about the
appheability of the cost imodels to rural ILECs  Id at 8935-37, 99 294-95

34 RTF Order, 16 FCC Red at 11311, 9§ 174 (2001) (emphasts added)(citations omtted)
3 Id  Accord, Texas Office of Public Utility Counsel v FCC, 183 T 3d 393, 412 (5th Cir

1998) (allirmmyg that forward-looking support satisfies statutory “sufficicney” eriterion), Alenco |
201 T° 3d al 620 (same)
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would “consider all options, including the use of forward-looking costs, to determine
appropriate support levels for both rural and non-rural carriers.” 35/

It 1s ime for the Commission to dehiver on these commitments. The
Commission should promptly open the rulemaking Western Wireless proposes, and
should work toward eliminating ROR regulation and replacing it with a system

bascd on forward-looking costs

II1. THE FAILED SYSTEM OF RATE-OF-RETURN REGULATION MUST
BE ELIMINATED AND REPLACED EXPEDITIOUSLY

In adopting the 1996 Act, Congress challenged regulators to adopt a
new regulatory paradigm that would be consistent with the emergence of
competition throughout the telecommunications industry, including in rural and
high-cost areas, while also preserving and advancing the goal of universal service
Up to now, the Commission has delayed the inevitable changes to the ROR system
of regulating RLECs, perhaps due to concerns about the umpact of this competitive
transformation on rural carrmers and their customers and the need for a gradual
(ransition However, the time has come to begin making the changes necessary to
focus universal service policy on “sufficient funding of customers, not providers.” 36/

As discussed below, the existing ROR system 1s pernicious for three
reasons (1) 1t precludes the development of competition on a level playing field,

and thereby harms consumers 1n rural areas who are deprived of the benefits of

33 RUEF (hder 16 FCC Red at 11310, 99 169-70

36/ Atenco, 201 F 3d at 620 (¢cmphasis in o11g1nal)
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such competition, (2) 1t gives carriers mcentives to operate mefficiently and
discourages them {rom 1ntroducing technological innovations, to the detriment of
tural consumers, and (3) 1t creates opportunities for waste, fraud and abuse and
causes the unwarranted expansion of the universal service fund, harming

consumers nationwide who ultimately pay into the fund

A. ROR Regulation Artificially Interferes With Competition

ROR regulition harms consumers in rural areas by artificially
mterfering with competition Competition in the universal service market benefits
consumers by “increasing customer choice, innovative services, and ncew
technologies,” by promoting “the deployment of new facilities and technologies”™
while providing “an incentive to the incumbent rural telephone companies to
mmprove ther exasting network to remain competitive,” and by “creating incentives
to ensure that quality services are available at Just, reasonable, and affordable
rates ' ” 37/ But such competition on a level playing field is impossible under the
current ROR rules.

First, the current funding mechanism asymmetrically provides full
historical cost recovery for incumbents, but per-line recovery for new entrants. It
therchy creates a bias i favor of the incumbent  This can distort competitive
outcomes and reduces cconomic effictency There can be no level competitive

piaving field when the incumbent not only enjoys the natural advantages of

REL Federal-state Jownt Board on Universal Service, Western Wireless Corp Petilion for
Designation as an Eligible Telecommunications Carrier in (he State of Wyoming, 16 FCC Red 48,
56 9 17 (Com Car Bur 2000), affd 16 FCC Red 19144 (2001)
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wmcumbency, but also enjoys a government-guaranteed return on mvestment, while
compettive KTCs  mvestments are completely at risk. ROR regulation provides
revenue guarantees for ILECs, but not competitive ETCs, whach is fundamentally
antagorustie to compelition 38/

Second, ROR concepts drive a fundamentally unbalanced high-cost
regime for cural ILECs and competitive ETCs. Rural ILECs are assured a
particular level of support even 1f they lose access hines and market share to a
competitor The Commission onginally adopted a rule that would have taken
support away from ILECs as competitive ETCs gain market share, but abandoned
this competitive market-based rule for a return to ROR regulation. 39/ Competitive
ETC- recerve support only for the customer connections they serve — that 1s, they
recewve support only to the extent they garner market share, and 1if they lose
customers, they lose support Competition on a level playing field 1s impossible
when one class of competitors recetves such unbalanced regulatory advantages. 40/

Third, ROR-based access charges and unversal service support create
mnaccuarate and incfficient incentives for competitive entrants, as well as for

meumbent carrers The Commission’s recent condemnation of the use of historical

35/ Rather than creating revenue guarantees for competitive ETCs as well, as some parties
suggest, the Commigsion should ehminate such guarantees for all carriers

A9 Federal-State Jornt Board on Universal Service, Nainth Report and Order, 14 FCC Red
20132019990 sevd 1tn part on other grounds sub nom Gwest Corp v FCC, 258 F 3d 1191 (10th
Cne 2001y Sec also Rural Task Force, RTF White Paper #5° Competilion and Universal Sernice
At thaSept 2000y (avatlable at hitp /www wute wa gov/rtf)

e See Western Wireless Corp Pelitwon for Preemption of Statutes and Ruies Regurding the

Kansas Stute Universal Service Fund Pursuant 1o Seciion 253 of the Communications Act of
7934, 15 FCC Red 16227, 16231, 9 10 (20000

.19 -



costs 1n UNE rate setting applies with equal force to the use of historical costs 1n

setting rural ILECs  access charge rates and universal service support levels:

In addition to the problems associated with reliance on incumbent LEC
accounting records, the use of historical costs does not necessarily
provide efficient investment signals to potential entrants. As many
economists have noted, 1t 1s forward-looking costs, not historical costs,
that are relevant 1n setting prices 1in competitive markets. If historical
costs are higher than the forward-looking costs an entrant would face,
setting rates on the basis of historical cost could result in UNE prices
that deter entry generally, or cause entrants to build theiwr own
facilities even when 1t 18 1nefficient to do so. Conversely, if historical
costs are lower than forward-looking costs, UNE rates based on
historical costs might cause entrants to lease facilities when it was
more efficient either to build theiwr own or not to enter a particular
market. 41/

ROR Regulation Creates Incentives for Inefficiency and
Impedes Innovation

ROR regulation creates incentives for ILECs to operate inefficiently

(even 1n a monopoly environment), because 1t entitles them to cost recovery

regardless of how mefficient the investment The Commission recognized this

problem over ten years ago

First, as a profit-maximizer, the firm 1s led to adopt the most costly,
rather than the most efficient, investment strategies because its
primary means of imercasing dollar earnings under rate-of-return
constrants 1s to enlarge 1ts rate base * * * Second, since all operating
expenses arce included 1n a firm's revenue requirement under rate of
return, management has little incentive to minimize operating costs.
*** In both cascs, consumers suffer becausc these distorted
Incentives increase the cost of doing business — and thus the rates

consumers must pay for service * * ** *

The distorted effictency wncentives established by rate-of-return
regulation also may have a negative effect on innovation Clearly, rate-
of-return establishes no 1ncentive to ‘do the same old thing a bettor

1/ TELRIC NPRM at § 32
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way’ — for example, by providing the same service at lower cost —
because a carrier’s reward for such innovation 1s a reduction in its
dollar earnings Such regulation may well have similar effects on
incentives to produce new products and services. 42/

The Commission expanded on this analvsis 1n its 1989 order
chminating ROR regulation for AT&'T and proposing to eliminate it for the large
ILECs, concluding as follows.

Under rate of return, however, “normal” profit levels are established 1n
advance by regulatory fiat  The dynamic process that produces socially
beneficial results 1n a competitive environment 1s strongly suppressed
In fact, rather than encourage socially beneficial behavior by the
regulated firm, rate of return actually discourages 1t.

The distorted incentives created by rate of return regulation are easily
1lustrated. In a competitive environment, where prices are dictated by
the market, a company’s unt costs and profits generally are related
mversely  If one goes up, the other goes down. Rate of return
regulation stands this relationship on its head. Although carriers
subject to such regulation are himited to earning a particular
percentage return on investment during a fixed period, a carrier
secking to increase 1ts dollar earnings often can do so merely by
increasing its aggregate investment. In other words, under a rate of
return regime, profits (¢ e, dollar carnings) can go up when investment
goes up. This creates a powerful incentive for carriers to “pad” their
costs, regardless of whether additional investment 1s necessary or
cfficient. And, because a carrier’s operating expenses generally are
recovered from ratepayers on a dollar-for-dollar basis, and do not affect
sharcholder profits, management has little incentive to conserve on
such expenses. This creates an additional incentive to operate
mefficiently Moreover, in situations 1n which carriers providing more
than one service face competition for one or more of such services, rate
of return regulation enables carriers to distort the competitive process
by mampulating their reported cost allocations.

A svstem that establishes such incentives 1s unlikely to encourage

ethicrency  Morcover, administerig rate of return regulation in order
12/ Price Cap KNPRM, 3 TCC Red at 3219-20, 3223, 49 39, 46, see also Harvey Averch and
Leland To Johnson, “Behavior of the Firm under Regulatory Constraint,” 52 Amer Econ Rev
105211962, Allred . Kahn, The Economucs of Regulation Prinaiples and Inshitutions, vol 2. at
1759 (1971)




to counteract these meentives 1s a difficult and complex process, even
when done correctly and well. This 1s so primarily [because] ... . a
regulator may have difficulty obtaining accurate cost information as
the carrier itsclf 15 the source of nearly all information about 1ts costs.
Furthermore, no regulator has the resources to review in detail the
thousands of individual business judgments a carrier makes 43/

The Commission went on to observe the difficulty of preventing cost misallocations
and cross-subsiches, particularly 1n an environment of technological advancement,
tncreasing competition, and “a continuing shift in the boundaries betwecen the
competitive and less competaitive segments of the telecommunications
marketplace ” 44/

Thus, rate of return regulation 1s widely recognized as eliminating

incentives for carriers to operate efficaently, improve productivity, or introduce

innovative technologies and services 45/ As the U S Court of Appeals for the D.C.
Chircunt explained 1in upholding the shift from ROR to price caps for larger 1LECs,
“hecause # firm can pass any cost along to ratepayers (unless 1t 1s 1dentified as
imprudent), its 1incentive to imnovate 1s less sharp than if 1t were unregulated.” 46/

This conclusion 1s supported by empirical econometric research, which confirms that

3/ ATET Price Cap Order, 4 FCC Red at 2889-90, 49 29-31 (emphasis 1n original).

1/ fd 4 FCC Red at 2890-91, 9, 34

sy Price Cap Performance Review for Local Exchange Carriers, 10 FCC Red 8961, 8973,
127 (1995), subsequent hnstory onutted, ILEC Price Cap Order, 5 FCC Red at 6789-90, 19 22,
29-32

15 Natronal Rural Telecom Assn v FCC, 985 F 2d 174, 178 (D C Cir 1993)
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“using rate-of-return regulation does have the unintended consequence of
decreasing the firm’s expenditures on R&D 7 47/

[n the Universal Service First Report and Order, the Commission
spectfically recognized the imefficiency of the current embedded-cost support
mechanismes 1n the context of rural ILECs operating under ROR regulation:

We find that the current support mechanisms neither ensure that
ILKCs are operating efficiently nor encourage them to do so Indeed, by
guaranteeing carriers recovery of 100 percent of all loop costs In excess
of 150 percent of the national average loop cost, the current high-cost
funding mechanmsms effectively discourage efficiency. Thus, we agree
with [Citizens for a Sound Economy]| that calculating high-cost support
based on embedded cost 1s contrary to sound economic policy. We
conclude that basing support on forward-looking economic cost or
perhaps competitive bidding will require telecommunications to
operate efficiently and will facilitate the move to competition in all
telccommunications markets, 48/

In addition. the current unjustifiable disparity between the regulatory
svstems Lor ureas served by so-called “non-rural” ILECs and areas served by rural
LLLECs creates very strong, uncconomie mcentives for large ILECs to sell exchanges
to small ones, even though there are economies of scale that can be achieved by the

larger carriers 49/ While sparsely populated rural areas undoubtedly are more

17/ See, ¢ . Mark W Frank, The Impact of Rate-of-Return Regulation on Technologieal
{nnovefion at 124 (Asheate Publhishing Ltd, Aldershot, England and Burlington, VU 2001)

18/ Universal Service Fust Report and Order, 12 FCC Red at 8934-35, 1 292, The
Comnussion, however, declimed to move rural ILECs into a forward-looking cost-based system
immediately due to concerns about the applicability of the cosl models to rural ILECs  Id at
H4935-37. 1Y 293-95

19 See RTE Order, 16 FCC Red at 11310, 9 169, see also Western Wireless Opposition to
Valor T'elecommunications of Texas, I. P Petition for Waiver of Section 54 305, CC Dockel

No 96-45 (hled May 30, 2003), at 2-3 Therc are dozens — possibly hundreds — ot cases in which
=mall TLECs nave purchased exchanges from larger T1.ECs and realized economic gams from
ncreased umversal service support. with the FCC's sanction  See, 2 g, Nemont Telephone
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costly to serve, there 1s nothing unique about the rural ILECs, and no economically
principled reason to provide differing amounts of high-cost support to small ILECs,
large TLECs. or competitive K'TCs, if the carriers serve similar or identical

goographic areas. 50/

C. Embedded Cost-Based Universal Service Support Generates
Excessive Funding And Is Highly Susceptible to Fraud, Waste,

and Abuse,

iimbedded-cost-based support 1n a system of ROR regulation is
arbitrary and not properly reflective of true costs  First, as a theoretical matter,
cmbedded costs are economcally 1rrelevant to economie decision-making, and
therefore the use of embedded costs 1in setting rates and high-cost support 1s
mnaccurate  There is a consensus among economists that “it 1s forward-looking costs,
nol historical costs, that are relevant in setting prices in competitive markets.” 51/
Forward-looking costs — not sunk costs — represent the costs that, 1n the real world,

dirive the cconomic decision-making of both incumbent providers and prospective

Cooperalive, Ine, et al | Jownt Petriton for Waiver of the Defination of "Study Area,” 18 FCC Red
838, 842-454, 9 11 (Wirehine Comp Bur 2003) (noting that the acquiring companies expect to
recenve additional interstate common hne support as a result of the transfer), Criizens Ulilibtes
Fural Co, Ince and Quest Corp |, Joint Peltlion for Waiver of the Definttion of “Study Area,”
(hder. 16 FCC Red 13032, 13036, 4 10 (Com Car Bur 2001) (permmtting Qwest to transler 38
telephone exchanges to Citizens and noting that “the transferred exchanges may receive
mereased mnterstate access universal service support as a result”)  See also 47 CF R § 54 902

S Whule there are differences between rural areas and other geographic areas — it costs
mote o setve dreas where the population 1s sparse, whether using wireline or wireless
technology, rtegulation should be neutral on (he 1ssue of carrier wdentity and size, and certainly
should not reward a carmer just {o1 bemng small or for being an mecumbent

5l PELRIC NPRM at 9 32
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new entrants regarding mvestment, production, and pricing 52/ Thus, a truly
“rost-based” system would utihze forward-looking costs, not embedded (or
hackward-looking) costs

Second, even 1if embedded cost-based regulation were appropriate as a
theoretical matter, in practice the existing ROR regulatory system 1s fatally flawed
by generations of regulatory distortions ROR regulation 1s driven by FCC rules
(principally Parts 32, 36, and 69) that were designed for the primary purpose of
senerating cross-subsidies and/or shifting revenues between the state and federal
jurischictions 53/ There 1s no reason to think that the revenues driven by these
existing rules have any relationship to the “reality” even as generated by accounting
cosls

Third, and perhaps most significantly, the ROR regulatory system 1s
likcly to be highly maccurate because 1t depends heawvily on the ILECs’ self-
reporting based on their own accounting records, which have never been audited or
scrutimized by mndependent auditors or regulators. As the Commassion recently

pointed out,

Traditional rate-base/rate-of-return ratemaking has generally been
based on the use of historical costs, r.e., the costs the regulated firm
incurred 1 buillding 1ts network and providing service and that it

532/ Id at 4 30 Sce also Local Competiiion Order, 11 FCC Red at 15813, 9 620, Walter
Nicholson, Microvconomue Theory Baste Principles and Extenstons. pages 279-82 (3rd ed , 1984)
reaphamng difference between economists’ focus on forward-looking costs and accounting focus
on sunk costs). Thomas T Nagle, The Stralegy & Tactics of Pricing: A Guide to Profitable
Decisron Making, 14-28 (1487) (at page 15 “Only forward-looking costs are relevant tor pricing
Lecause onity Thev represent the true cost of downg business ™)

353/ See Peter W Huber, Michael K Kellogg, and John Thorne, Federal Telecommunications
Law at 551-560 (2d cd 1999)
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recorded inats books of account. As an initial matter, an historical cost
approach s highly dependent on the accuracy of an incumbent LEC’s
accounting records, which potentially creates a significant information
asymmetry that benefits the incumbent LECs, 54/

But no comprehensive audit of the regulatory accounts of the vast majority of rural
ILIECs has been conducted m the past decade, either by the FCC, state commissions,
NECAL 55/ the Universal Serviece Adminmistrative Co (“USAC”), or independent
auditors retained by the ILECs themselves Thus, there 1s no reason to presume
the accuracy of the regulatory books of account (kept separately from the books of
account maintained and audited for tax purposes)

Indeed, there 1s good reason to think that the rural ILECs’ costs may
be sigmficantly overstated, which would result 1n a bloated high-cost fund The
existing regulatory system provides ample opportunities and incentives for ROR-
regulated ILECs to misreport costs 1n a manner that would improperly augment
unmversal service disbursements and “pad their rates,” 56/, such as by improperly
allocatmyg costs to LLEC regulated operations that more properly should have been
allocated to other activities  As demonstrated in Attachment A to this Petition,

ceriain state commigsions have unearthed extensive 1incidents of cross-subsidization

and other improper accounting practices

51/ TELRIC NPRM at 9 32

33 A oaile NECA does review ROR carrers cost study and high-cost fund submissions, the
scope una vutcomes of these reviews are not made public. Moreover, NECA does not have
sulhicient statf {o conduct siringent reviews or audits of all carriers’ cost data, and given that
NECA (thyough 1ts Board of Directors) 1s run by and for the ILECs themselves, NECA 1s not
sufficiently independent of rate of veturn ILEC mterests Lo support a strong oversight function

A/ Price Cap FNPRM, 3 FCC Red at 3219-20, 9 39
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The California Public Utihities Commission found that a mid-sized
company had (1) improperly misallocated corporate/managerial costs,
regutlatory costs, land and building costs, and other expenses to the
ILEC that should have been allocated to the company’s cable television,
wircless, long-distance, and alarm monttoring affiliates, 1n violation of
the FCC’s Part 64 rules, (1) expensed software development costs in a
single year, contrary to Generally Accepted Accounting Principles, and
(111) improperly booked the costs of institutional and goodwall
advertising 1in the ILEC’s regulated accounts.

The Idaho Public Utilities Commission reduced an ILEC’s claim to
recover the cost of payments to affihates and certain software capital
leases, since those expenditures were related to the provision of
unregulated services. The Idaho comimission also rejected recovery of
the costs of equipment that was no longer 1n service and costs of fiber
that had not yvet been placed into service, and 1t disallowed recovery of
corporate 1mage advertising costs and a depreciation reserve deficiency.

The Kansas Corporation Comimission reached a settlement with two
RLEC subsidiarics of one holding company that precluded them from
receving any state umversal service support. based on a finding that
the holding company had improperly allocated the entire cost of
management stock incentives and financial advisory fees paid to the
owners of the holding company to the regulated ILEC, and had
allocated no corporate costs to unregulated subsidiaries.

The Kansas commssion found that another ILEC had claimed
depreciation expenses on plant that had already been fully depreciated,
misallocated deferred immcome taxes relating to non-regulated affihates,
and improperly booked consulting fees that had no relationship with

regulated operations

The Kansas commaission found that a carrier had claimed more
property tax expense than 1t had actually paid during the test year,
utilized depreciation rates 1n excess of those permitted by the
commission, and improperly included lobbying and corporate 1mage
advertising expenses.

The Oregon commission disallowed an ILEC’s claim to depreciation
recovery for equupment that had already been retired, rejected recovery
of executive bonuses paid for achieving corporate financial goals that
benefited shareholders rather than ratepayers, and made adjustments
for the company’s faillure to reflect the reduction 1n expenses realized
through the sale of scveral exchanges.



e The Vermont commission rejected an ILEC’s attempt to recover the
non-recurring costs of operational support systems (“OSS”), which had
already been recovered through interconnection rates, and of local
number portability implementation, for which the FCC had already
developed an interstate cost recovery mechanism.

e The Washington commission disallowed an ILEC's recovery of
corporate image advertising costs, rejected its attempt to use
depreciation rates that the commission had already rejected, and
disallowed the costs of purchases from an affiliate at prices that
exceeded market prices.

Other examples are discussed 1 Attachments A and B.

(riven the very strong perverse incentives and the lack of effective
audinmg or oversight of their ROR accounting, undoubtedly a far greater number of
incidents are never detected, resulting in excess support flowing to the ILECs. The
Commission cannot ignore the ROR ILECs interstate overearnings (1.e., revenues
from interstate access charges plus umversal service fund disbursements that
exceed the 11.25% allowed rate-of-return) of over $218 million 1n the 2001-2002
period, $92 million in 1999-2000 and $121 million 1in 1997-1998 57/

Moreover, even if and when the Commission does detect ROR carners’
over-earmngs, the Commission may not be able to remedy them In a reccnt case,
ithe Commssion found that an ILEC had earned excessive amounts by improperly

allocuting certan costs to the interstate jurisdiction that applicable rules required

to be treated as intrastate  The reviewing court upheld the Commission’s

27 Sce AT&T Ex Parte Filing, CC Docket Nos 00-256, 96-45, 98-77, and 98-166 ([1led May 9
2003} (demonstrating that numerous rate-of-return ILECs are earning 1n excess of the 11 25%
authorlzed rate of reuurn)

»



conclusion that the ILKEC had misallocated these costs. 58/ Nonetheless, the court
held that, because the Commission had not suspended the tarff rates and
established an mvestigation at the time the relevant tariff was filed, the rates were
conclusively "deemed lawtul” under 47 U S.C § 204(a)(3), and therefore the
Commussion was without authority to order rate refunds or damages 59/ Thus,
cven with respect to those incidents of ROR malfeasance that the Commmassion
detects (most hikely a small minority), in most cases the Commaission may lack
authority to order an effective remedy. In effect, this could well mean that ROR
regulation 1s unenforecable 1n the context of tartffed interstate access charges An
alternative regulatory framework 1s urgently needed

“In an era of corporate governance problems and accounting
depredations, this Commission has an especially high burden” of responsibility to
cstablish and enforee accounting safeguards “that help prevent and detect
anticompetitive behavior” by rural ILECs 60/ The most effective way to preclude
such waste, fraud, and abuse would be to climinate the ROR regulatory system,
which provides the opportunity and incentives for such misconduct. However,

during the time pertod when ROR regulation remains in effect, we propose a

a8/ ACS of Anchorage, Ine v FCC, 290 F 3d 103 (D C Cir 2002), affirming tn part and
reversing and remanding in part General Communication, Inc v Alaska Communications

Systems Holdings, Ine, 16 FCC Red 2834 (2001)

39/ Id

60/ Scparate Jont Statement of Comnussioner Michael J Copps and Commissioner
Jonatnan 3 Adelstem, Concurring, Section 272(F)(1) Sunset of the BOC Separate Affiliaie and

Reiared Requurements, WC Docket No 02-112, Further Notice of Proposed Rulemaking, FCC 03-
11T (released May 19, 2003)
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number of interim steps that the Commission should take to oversee the ROR
regulatory process more stringently, enhance the transparency of the process, and
lunie the potential for abuse. Speaifically, the FCC should make the following
changes immediately

= Carners’ cost studies. work papers, and other data submissions
supperting their high-cost funding should be made publicly available,
given that high-cost support 1s a form of pubhic funding.

= As with the 1999 audits of the Bell companies’ Continuing Property
Records, 61/ the results of any reviews of cost studies or other data
submissions 1nvolving high-cost funding conducted by the NECA or
USAC over the past three years should be made publicly available

=  Truly independent auditors (t.e., public accounting firms) should be
retained under the supervision of the Commission and/or USAC to
conduct audits of the data underlying the high-cost submissions of
ROR ILECs no less frequently than every three years, and more
frequently i there 1s a sigmificant 1ncrease in a company’s year over
vear funding requests. Companies should be required to provide full
aceess to their books and records, and the results of the audits would
be made puhlicly available

*  Among other matters, audits should focus on whether the subject ILEC
15 properly classifying its loops and other facilities 1n reporting loop
counts and network investments, whether the carrier has proper cost
accounting manuals, with adequate internal controls 1n place; whether
the carrier complies with affiliate transactions rules; and whether
costs are booked to the correct Part 32 accounts, and other factors such
as interest expense on debt and interest during construction, and cash
working capital are recorded and accounted for correctly 62/

61/ Ameritech Corporation Tel Op Cos Continurng Property Records Audit, 14 FCC Red
1275 (1999), BellSouth Tel Continwng Property Records Audit, 14 FCC Red 4258 (1999), Bell
Atlantic (Souih) Tel Cos Continuing Property Records Audil, 14 FCC Red 5541 (1999), Bell
Atlartic (Northy Tei Cos Continuing Properly Records Audit, Qrder, ASD File No 99-22 (Mar
127999} Pacifte Beill and Nevada Bell Tel Cos Continuing Property Records Audit 14 FCC
Red 5839 (1999), 75 West Tel Op Cos Continuing Property Record Audits, Order, ASD File No
M9z Mar 12, 1999), Southwestern Bell Tel Co Continuing Property Records Audut, 14 FCC
Red 1212 (1999) (collectavely, *RBOC Audit O ders”) (subsequent history omitted)

484 See Allachment B, at 10-11
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The Commission should immediately suspend and investigate alf tariff
filings of ROR carriers in order to avoid the statutory “conclusive
presumption” that the rates are “deemed lawful,” and thercby preserve
the Commuission’s ability to order refunds or damages 1n the event that
over-earnings are later detected

* % Ok %k K

In sum, the current system of embedded cost-based support for rural

[1.ECs and ROR regulation artificially inhibits the development of competition,

encourages 1nefficiencies, and creates opportumties for ILECs to improperly expand

the size of their funds through fraud, waste, and abuse. Rather than making

1egulatory changes that would impose further artificial constraints on competition,

such as elimnating portability, 1t 1s time to eliminate embedded cost-based support

and ROR regulation

V.

THE COMMISSION SHOULD ESTABLISH A COMPETITIVELY
NEUTRAL, PORTABLE HIGH-COST FUNDING SYSTEM BASED ON
FORWARD-LOOKING COSTS

The Comnmssion should open a procceding to develop a more

appropriate high-cost funding system based on forward-looking costs to determine

wlentical support amounts for alt ETCs serving a particular geographic area. As the

Commssion recently explained

A forward-looking costing methodology considers what 1t would cost
today to build and operate an elficient network (or to expand an
existing network) that can provide the same services as the
mcumbent’s existing network. The benefit of a forward-looking
approach 1s that it g1ves potential competitors efficient price signals 1n
deciding whether to invest 1n their own facilities or to lease the
meumbent’s facilities That 1s, 1if construction of new facilities by a
competitive LIEC would cost less than leasing facilities at prices based
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