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Western  Wireless Petit ion for  R u l e m a k i n g  
To Elitni l late Kste-of-Return Regulation o f  ILECs 

Top Ten Reu,win.$ lo Elinrinule Rule-of-Relrrrrr (“ROR”) R e ~ r r l a h n  

Sa\c Rlonck. By f a r  the largc\t cause of tlic g iowt l i  o f  tlic high-cost univcrsal scrvicc fund i s  
d i rbu i~c i i icn~: ,  lo I ural I L W s  ptirsu;int to ROR ~or inu la\  Consumcrs across the country would 
a v e  lhtindicds of iniIli~~ii\. pos\ibly billions, o fdo l lar \  if ROR wcrc eliminated and replaced with 
<I iybtcm hcttcr tuyc lcd to suppoi t affordablc sciv icc for coiisumcrs in high-cost area5 

Stuii Waste, F r a u d  and Abuse. Rcg~ilalor.; ;ind iiidcpcndcnt auditors rarely, i f eve r ,  look a t  thc 
.iccouiiting books of inost ROR cdimcr\, and opportiinitics abound for carricrs lo ovc imte  their 
c ‘ u j h  :inti thcrcby incrciisc lhcir iicccss charges and high-cost support The Supreme Court 
i c w y n i ~ c d  t l ial  Llic ILTCb’  “book cos111 may be oucrhlatcd by approximately $5 Hillion ” 
I L ’ ~ I . I w ) )  I LC(’ ,  535 IJ S 467, 5 I X  (2002)] 

Prebent Crotc-Subsidies autl Cost Misallucatiun. In the few cases whcrc the FCC or a statc 
~o i i i i i i i i \ i o i i  cuiiii i incd c ~ r r i e r s  cost siibinissions, thcy found millions of dollars of inisallocatcd 
c o \ h  iiicltiiliiig cojl5 of tinicgtil,i~cd a t ’ l i I i a ~ ~ x  ahsigned to the I L K  i t1 order to Inflate high-cost 
>iilip(ii 1 111 i i i < J \ t  ciisc\, tlic FCC imiy lack iiuthority to order rcmcdics Tor sucli over-earnings 
“111 i i i i  c ia  ol‘coi pol-atc governance pi-ohlciiis a n d  accounting depredations,” LAdelslein/Copps 
i ~ ~ l c i i i ~ i i ~ ,  FCC 03.1 I I. S ,  19/03], tlic FCC should change the rulcs to cl i i i i inate tlic reward5 for 
> i d 1  :iiiti-c.utiipctitivc inisconduc~ 

Create  I i tccnt ivo for Efticiency. ROR rcgu1;itioii gives ciii-i iers i i icentives “to adopt the inoht 
costly, ratlicr tlinii tlic i i i os l  cfl icicnt, i n v o l i n c n l  htratcgies,” [3 FCC Rcd 3 195, 321 9-20] 
liiiding ROR w o d d  crcnlc inccnt ivcs foi inioic ef l ic icn l  wtworks, and would benetit consumers 

Enhauce Incentives tor Iuuovation. The FCC l i i is  recogtiired that ROR “may have a negative 
ellLTt 011 Illllo\’atlon 
dolldr c.iining, ” 13 FCC R L ~  3 10.5, 32231 Eliininaliiig ROR rcgulalion would cnhancc 
i i icc i i t i \c \  to speed the dcployiiiciit o f i i c w  tcchnologies, bcnctittii ig rurill consumcrh 

I<cinovc B:irriers to Coinpetitinn in  Rura l  Areas. Rural customers bcncfit from access to 
c ~ ~ i i i p c t i t i v c  lclccoin al tc i i ia l ivc\ ,  but ROR i cgu lawn i s  a bariicr Lo rull compctition ROR 
taigcti RI.rCs’ rcvc i iuc:~ tu ~ICII ICVC a guaranteed rctiirii oii investmcnt on all liistorical costs 
iiicurrcd. wli i lc  llic RLCCs’ compditors receive poi-table funding only if thcy can obtain ETC 
dc~ign:iticiii, and cvcn thcn only \ \ i t l i  respect to the I i i ic \  that lhcy provide ~ and unlikc the 
RLEC\, co i i i pc~ i t i uc  carricrs’ inucstmcnt~ arc at risk 

FI\ I)iw.wtcd lutcrcarricr Compensation. Lliiiiiniiling ROR would cnablc the FCC to rciiiovc 
i i i ipl tci t  hiibsidich froin the RI.EC‘>’ ~ I C C U ~ Z  rittcs, a s  the A c l  icquircs Tlic RLECs’ current, 
: ~ i ~ ~ r c ~ i ~ ~ i i i ~ i t ~ l ~  liigli riccc>s ~ l i ~ i r z c \  i l i r lor t  loclil and long-distaiicc compctition in rural aicas. 
3cp1 11c r~ii:11 coiiwinei-\ ot‘;icccs\ to long-distance altcrt iat lvcs, and ilitcrfcrc will1 the 
<le\ clopi i ici i r  of.i comprcliciisivc riitioiial :~ystcm o f  intcrcarricr com~~cnsat ion 

R;ltiunalize and Modernize High-Cost Support. The currc~i t  Iiigh-cost support sysiem IS  an 
i i i ; i t ional  hodge-podgc ~h:it g ives  r i i rd  I L K ‘ S  vnhtly inoie suppoit than larger c~irr icrs for scrv~ng 

bcciiusc a carrici’s rcward for sucli innovation is a reduction in i t s  
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idc i i t ic~ i l  gwgt aphic m a s ,  reward\ them simply ror being sinall, and ignores whcthcr they are 
clficiciit or 110t I‘hc ROR patmJigm must be Icplaccd with a cotnpctttively neutral system that 
ct ist i t~c\ “ \uf l ic ic i i t  funding o f ( ~ i \ l o n r e r s ,  i i o ~ ~ ~ r n i ~ ~ ~ l ~ ~ r ~ , ”  as thc 1‘296 Act rcqutrcs [Alenco, 201 
F 3d 608, 620 (5th Ctr 2000) J 

Rcmedv llnhealthv Dewndrnce  of RLEC Sector. M a n y  RLECs reccivc 70% or more o f  thcir 
l’iinding l iom u i i i vc~~s i i I  \crv icc siibsidtc\ oi tntcrcarrtct paytnents, rather than froin their own 
~ t i ~ t o i n c r s  Thi, unhcaltliy dcpcndcncc 111sulatc.i t l i c ~  cai i tcrs from any incentive to be 
i ~ ’ y ~ o t i ~ i \ c  to tlictr own con~ti incrs’ nccds Elttninariiig ROR and rcbalancing ralcs would put 
t h c  ( i i r r i c i ~  oii a l ical l l i icr linaiictctl foo~ing 

(1 

10 The  FCC Was Correct and Should Keep Its Prnmisey. In  the 2001 RTF Order, the FCC 
1c;rllitiiictl i ts  I Y Y 7  cointiiiti i icnt to adopting forward-looktng cost-based suppori niec l iant~ms for 
iitriil c u r i c r ~ ;  I1 I\ Lttnc fot t l ie Coiiitn~sstoii to dcltver 0 t h  t l i t ~  worthy cominttincnt 

1 1 1  h i i i i i ,  ROR ircgul;ilion bl i ia l \  l l ic  uiiivcrsiil scrvicc fund, crcalcs opportuiitttcs and incentives for 
\ i c i s t ~ ’ ,  Iivtid :iiid abu\c, and t i i I i ib i t \  tlic dcvclopmenl ofef f ic icnt ,  iiinovattve, and competitive 
\ C I ~ I L C \  I‘or i.uiiil con\umcrb ROR rcgulalion l ias outlived i t s  t ime and tnusl be replaced wil l i  a more 
:ippiopi I;IIC li)i ti1 o l rcgula l ion b a d  ulion today’s competitive cnvironincnt 

* * * * *  

Lbc\tcrii Wirclcss proposcs ICI rcpliicc KOR regulation with B forward-looking cost-bascd systctn to 
dctcrtiiinc tiii~vcr’;al ccrvicc I i ig l i -co~t  supporl and access chiirge r;rtc levels 

Cost Ilc*thudolo$y. Dewlop a inodel or ol l ier cmt a n a l y m  inethodology that accutately estimates 
the f ~ i i ~ ~ a r d - l o o l ~ i i t g  eo51 ~ l ~ t r e l i t i c  service in high-cost arcas Develop a ~ i n i l a r  inodcl or other 
ini6tliodology to esti inatr the li)rwrrd-looktng cos1 01 
t l ie h c i  u f i l i c  \vttcI inc (11 w i te lc \s  ~~~~~~~~~~~~looking cost it1 r i i c l i  geogiaphic area 

b u w u r t  i \ l r t l i u d u l u ~ .  I’rovidt. two iype‘ o f  support tlic lirsl bascd on a simple cotnparison of ihe 
co\t o l ~ c i ~ i c c  wit11 a natioiiitl bcnchtniiik. and the second based on statewide averages As a n  
i i iduccinent tu riite rebalaiicirig m d  el t in i i ia~t i ig implicit subsidics ti1 retail rates, l m i t  support to 
c‘iiri ier\ w t h  rei:iiI rates tha1 arc below tiiiniinuiii “athrdable” levels 

Phase I n  tlir New Svstrni. Itnpleinenr tlie i lea’ rulez, iii 2006 (at tlie end of tlie 5-yenr period 
~pi(ivtdt.d hy t l ie 1<7PO~dc,i) for coit ipeti t ive ETCb, iit)ii-rural ILECc, and rural ILECs owned by 
i c l ~ t t v c l y  Iiiige holding coiiipiitiie, Phase in the r t i leh  ovet the lollowing 6 years for sin311er rural 
I L E(‘? 

Ettablish “SaTelv Net” and “Hold Harmless” Mechanisms. To avoid rille shock, implement the 
plan so that no study iirea lose\ inure tliiin ii  specified percetitage of t l ie amount of suppoit i t  
i tevioiisly received i n  any oiie y u r  Offer additional siippoit t f a  car i ier  can prove that the tbrward- 
Iod,in~ \upport ,itntiuni I \  in \~ i l~ l ic ic i i i  given 11s pariiciilar ~ ~ r ~ u i n s t a n c e s  

Kdurin A r c e r ~  Charws. Kcb;ilaiicc iiccesc cliargeh by iiiovtng non-traffic sensitive costs atid otller 
II~~IIIICII x ibs id ies otil of i icccs  charges paid by long!-dist:in~e carriers, and inlo subccribcr line 
~li+W Set RLEC ~iccc\z, r i i t a  b.iscd on foi w~i id- look i i~g costs, price citp tncchanisms, and/or 
:ciici IL i i i i c ica i  I i e i ~  ~oti ipeiisaltot~ rulcs 

hervice Support would be based 011 
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Before the 
FEDERAL COMMUNlCATIONS COMMISSION 

Washington, D.C. 20554 

I n  the Matter. 01 ) 
? 

Incunibcnt Local Exchange Carriers ) 
? 

Scrv1ce ) 
? 

E1imiii:ition of Rate-of-Return Regulation of ) RM-- 

Fcdvra-Statc Joinl Board on Univcmal 1 CC Docket No. 96-45 

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

Western Wireless Corporation (“Western Wireless”), by counsel and 

p~irsu:rnt t l i  Section 1 401 of the Commission’s rule, hereby submits this Petition for 

Kulernaking to cliininatc rate-of-return (“ROR’) regulation of rural incumbent local 

exchange carriers (“RLECs”), for purposes of determining their federal high-cost 

univcxrsal service support and interstate access charges This petition seeks to  

facilitate the t,ransforma tion of the local telecommunications market from a 

monopoly to a conipetitive environment by replacing a highly inefficient, 

nc,ii-I:l)mprtitive system of regulation with an  efficient, competitively neutral 

approach LO regulating RLECs By granting this Petition, the Commission will 

rclcasc ruriil consiiiners from the monopoly grips of the RLECs, whose dominant 

~Jl~~!tl~lli 111 rhr  1oc:rl m:irltet threatens the> ability of rural America to  have access LO 

i ~ s i c  , I n t i  d v a n c e d  services comparable to those available in urban areas. 



As the Commission has previous1.y recognized “rate of return 

i.cxgul:ition pi ,uvi t lcs  regula~ed tirnis with very strong incentives to pad their rates,” 

l r a t i s  thcrn “to adopt  the most costly, rather than  the most efficient, investment 

hl ixtcgics  because its pr I mary means of increasing dollar earnings under rate-of- 

1 c I ~ i r n  wnstr:riiits is to ciilnrgc- its rate base,” and “may have a negative effect on 

111110V;11 1011 

tlollar earnings ” l i  Morcovcr, ROli regulation is based on a n  outdated monopoly 

piaradigin or guar;rnteeing that  a favored group of carriers “recover thew investment 

in the total network facilities needed . . . .” 2/ This paradigm of protecting selected 

c i i r n c x ’  investiiients must he replaced with a paradigm of ensuring “sufficient and 

cciiiipctitivc.l\,-n~L~tral funding to enable all customers to receive basic 

telectrmnittinc;~tions se~viccs,” since (.he 1996 Act “requires sufficient funding of 

becauw A carrier’s wward for such innovation IS a reduction in its 

C U s t < J i i l C ~ S ,  not p w u i d e r s  ” 31 ROR regulation has outlived its time and must be 

rqdacccl wi th  a inore appropriate Curm 01 regulation based upon today’s competitive 

1. INTRODUCTION AND SUMMARY 

Western Wireless provides commcrcial mobile radio service (“CMRS”) 

111 18 Metropolitan Statistical i2re;rs (“MSAs”) and 88 Rural Service Areas (“RSAs”) 
- 

~ 1’ 
R ~ i I e i ~ > i ~ k ~ i i g ,  :i IT(‘ Rcd 3195, :321%2O, ,‘3223, T T  3Y, ,I6 (1988) ("Price CUP FNPRW)  

~ ” I  

Pul ic j ,  uiid Kules  C‘vrrc<,riiing Rates /or Duininunt Curriers, Further Notlce of Proposed 

Natloild ‘I‘t,lt.comil>u ~ l ~ c i i t ~ ( ~ n s  Cooperative i\ssoclatlun (“NTCA”) Initla1 Comments, 
CC‘ 1 ) w k d  No %-.I5 ( Jo in t  Third €’oll.ab~llty Procecd~ng) (liled May 5, 2003), at 7 

~ :i/ A l e i i w  ( ’~ in~nr in i~ul i~ i , i s ,  l i i i  [: FCC, 201 F 3d 608, 620 (stti Clr 2000) (“Aleracu”) 
i ~ m p l l n s l s  111 orlglI1;rl) 

2 



i n  ~ L J  slaces 

tt~It~c.oiri~nuriicatioiis carrier (“E‘YC”) i n  14 states, plus thc Plne Ridge Indian 

nservation Murc and more consumers today rely on wireless services for the 

trlcwmmii iiications needs Wireless and wirehnc services are becoming largely 

intc:i,chiiiijic,itt~le, with both services increasingly coiiipeting to  serve a consumer’s 

trleconim ti nications ncctls 

with the KLECs 1s seriously compromised by a systcm of regulation - Rate-of- 

J i c > t u i , i i  regulation - that  cssenti:rlly guarantees the RLECs’ dominant position in 

tlie m:irkrtplncc 

‘rhc Company h a s  : A n  bccn designated as a n  eligible 

The ahility of Western Wirclcss to effectively compete 

Western Wireless, like any business in a competitive environment, 

~ a l w ~  invcslment risks aiid rcccives revenues only to the extent tha t  it is able to 

al  tr;ict custumcrs By coiitr;ist, RLECs are the beneficiaries of ROR regulation that  

provides thein a pcrceived entitlcincnt to recover a11 their operating cxpcnscs and 

c1c~preci;ition on capital expenditures, plus a specified rate of return on investment. 

Western Wircless and other competitive carriers operate in  a much different 

market. a niarkct without entitlements, guarantees, or immunity from marketplace 

forces In the competitive market in which Western Wireless operates, consumers 

dckrminr  R carrier’s fatc 

A s  explained helow, KOK. regulation disscrves the public interest by 

~ i i n i t ~ l t i n g  ~omp,erition, enabling incumbent carriers to maintain a dominant 

puslhon in the local cxchange market, and creating an inefficient universal serv~ce 

- 3  



fui1dlng inechanism that is growing too fast and exposes the publlc to serious risks 

01’fr:iud and abuse 

Flrst, the syslem of ltOR regulation, designed for a monopoly 

onviwnmcnt, has no place in :in environment of local compctitlon. The KOR system 

I ;wg(Jts KIJl3:Cs’ access rates :ind high-cost support to achieve a guaranteed return 

on invcstmcnt o n  all historical costs incurred, while KLECs’ cinerging ETC 

ccinipetitors receive funding only on  a per-line basis for those lines served Unlike 

incunihent carriers, competitive entrants’ investments are at risk. ROR regulation’s 

rcxli;incr on the JILECs’ historical costs is also mconsistent with the advent of local 

competition, since ~ as  the Chmmission has long rccognizcd, and as  the Supreme 

( h u r t  recently affirmed, forwai,d-looking costs are the only true measure of the 

factors that  drive economic decision-making 

Second, as the C o m n i ~ s s i o n  has repeatedly recognized, ROR regulation 

intet,fcies with incentives for carriers to operate efficiently, deploy new 

tcchnologies, and reduce their oper:rting costs. In today’s increasingly competitive 

cmvtronnicnt, it makes no sciisc to retain a systcm that  gives carriers incentives to 

opei~i te inefficiently and discourages them from introducing technological 

innovat.ions The ROR system, which rewards carriers for being small and 

inefticien~, also creates artificial and inefficient incentives for RLECs to remain as  

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

- 4 -  



I L  would he economically efficient for RLECs to combine or for larger carriers to 

il]leMte thosc cxchilllges 41 

Third, KO11 rcgiilation is the true cause for the growth of thc high-cost 

iiniv?rsal SCI’VICL‘ fund, which threatens the long-term viability of thc fund 

i i n i v e r s a l  scrvice funding incchanism based upon KOR regulation, thc almost 

u)mplcte lack of independpiit oversight over the KLECs’ cost reporting, and legal 

rt~sti~irtions 011 the Commission’s ability to require refunds or othcr remcdics if and 

when i t  detects KOX ovc’r-earnings, leaves the public exposed to a very serious risk 

of f raud ,  waste, and  abuse In this “era of corporate governance problems and 

A 

accounting depredations,” 51 this risk should be unacceptable. 61 

I 1  I his petition proposes eliminating and replacing ROR regulation of the 

1,11.gc~1’ RLECs brginning 111 2006, and of sinaller carriers over a gradual transition 

~ ,li 
niceiitives 
0 1  t,eIi.com iii LI mcat ions  carriers 

~ 51 Sedivii 272(f)(1) Sunse~ of t h e  BOC Separate Affiliate and IZclatcd Requirements. 
Further Not i ce  [)I Proposed Rulcmakirig, WC Docket N o  02.112, FCC 03-1 11 (released May 19, 
200:i) (sepnintc s ta tement  of Cornmissioncr Michael J Copps and Commissioner Jona than  S 
Ailel,te~n, i~uncurring) Sw u1.w 2002 Regulatory Reu icu  - licyuzrernents Governing the NECA 
K o u r d  ofL)rri~i.lor,s trtidcr Scrtion 69 602 o f f h c  Cuininissionb Rules and Rcquirenierits for the 
Coinpululiori of Awrugc Schedule I%?’incnts tinder S d i o n  69.606 of t h e  Cominwwn’s Rules, 
K r p o n  and Ordvr,  CC Dockcl No 0 1 ~ 1 7 4 ,  I T C  O:J.IT,l (released July 3, 2003) (statement of 

I c k ~ i l l y ,  rc>guLition sliould ncithcr crcatc: inccntivcs for concentration nor create 
ile-ci,ncentration, hut should allow the marketplace to determine the optimal size 

C ‘ ~ J ~ f l l l S ~ l i J l l ? l  >TlCh;l‘dl J C<JppS dlSSL~Iltlng) 

~ 61 
LOligCl Be Ignoid”) wc supply evidence o f  surh rndfeasmce  that s ta te  commissions in 
Ccililornibi Kansas.  ;ind o1ht.i s ta tes  Iiavc idcntificd This information builds on additional 

1111’ , I l J l ? l f  h(llif Po~iabi l i ly  r’lo< 
lictui11 Iteglllation 
~ d t e ~ l i l v  l x h r e  the FCC s h w s  tha t  ROR TJ.ECs carneil a t  least $400 mi l l~on  of dollars tn ~ X C C S S  

I)( ~ I I , I I  thc, c.xisting ROR syscem allows o v e ~  the  past few y e ~ s  See AT&T Ex Parte Filing, 
VC’ [)lJl’ket No> 00~256,  96-45, 9H-77, ,ind !)X-166 (Iiled May 9, 200:;) 

In  Attachment A to  this Petition (“R‘ite or Return Regulation Problems That  Can No 

L . v i d c  I I C . V I I I  J l epu r [  submitted w i t h  Wcslcrn Wireless’Reply Comments filed June 3, 2003 in 
d m S ,  ; ind nicluclrd as Attachment B to this &tition (“Rate uf 

A Faileil Model  l i ~ r  Econoniic Regulation”) Moreover, record evldence 

http://t,eIi.com


pcriud In subsequent yeat’s ‘ h i s  petition also calls tor instituting extensive new 

safc~gu:rrtls during the t rnnsitional time period during which KOK will remain in 

t.1frrc.r Thc. tinic IS  right for ii rulcmaking to replace ROR rcgulation, particularly in 

Iixht c ~ f  thc  I‘ullowing closely related, pcnding and soon-to-be-initiated rulemaking 

prowedings 

First, thc rulemaking proposcd here is closely related to the pending 
J o i n t  Board Portabht,v Proceeding, which addresses “the methodology 
for calculating support Cor ETCs” ~ including incumbent as well a s  
compctitivc ETCs  in competitive study arcas ” 21 This rulemaking 
proceeding would develop a comprehensive record for the  
establishment of a new high-cost support system for all ETCs in lieu of 
KOK regulation and would he helpful in addressing issues in the 
pending J o ~ n t  Board Portability Proceeding Given the relationship 
among these issucs, Western Wirclcss would support a referral to thc 
Fcdcral-Statc Joint Board on Universal Service of many of the issues 
discussed here Wcstcrn Wireless would also support rcfcrral of 
related sepirrcrtions issues to the Fcderal-State Joint Board on 
Sepirations 

Second, the rulemaking sought here raises issues that are highly 
rclcvant to thc forthcoming “comprehensive review of the high-cost 
incchanisms for rural and non-rural carriers as a wholc,” in which the 
Comniissioii has  committed to  “consider all options, including the use 
of forward-looking costs, to determinc appropriate support lcvcls for 
both rural and non-irural carricrs ” 81 

Third, the riilctnaking sought here dovetails with the Further Notice of 
Proposed Rulcmaking accompanying thc Tenth Circuit Remand Order, 
in which thc Commission seeks comment on additional targeted 
fcdcral support to  advance thc goal that  “states [ ] be encouraged to 
rep1;ice implicit support with explicit support mechanisms tha t  will be 
sustainable in a competitive environment,” which should help “achieve 
Congress’ universal scrvice goals by crca ting a n  explicit support fund 



to benefit consunicrs who need i t  and by eliminating the vestiges of 
iiiiplicit support that  misallocate resourccs and  distort competition.” 9i 

Fourth, a rulemaicing proceeding to eliminate ROR regulation will help 
thr  Commission achievr its objectives with regard to intercarrier 
compensation. lo/ Eliminating ROR regulation of the RLECs’ access 
chargcss will enable the Coinniiss~on to eradicate thc implicit subsidies 
currcntly cmbetlded in those ratcs, a s  the Act requires. U/ It will also 
hclp the Commission to end thc cconomic distortions in the  local and 
long-distance niarkctplace caused by the  RLECs’ cxccssive access 
rates 

Finaily, the reccntly opcncd Total Element Long-Run Incremental 
Cost (“TELRIC”) review proceeding will address forward-looking 
costing qucstioiis that  m a y  also bc relevant to  the development of a 
new forwarcl-looking cost-bascd universal scrvicc support systcm for 
RLECs, noli-rural incuniheiit carriers and competitive ETCs. 1_2/ 

~ ‘Ji I.i~derii/-Slolr~ ,Jiiini Ihurd  O I L  Urli i,(,rsal S e r u m ,  Order o n  Remand, Further Notice of 
T ’ I U ~ ~ J S U ~  Rulc~mi~hi i i f i ,  and  Memorandum Opiiiion and Order, CC Docket No 96-45, FCC 03-249, 
1 127 ( “Y’c i i~ / i  Circn11 Ronund Order FNPRM’) (reletised Oct 27, 2003), id ,  Separate Statement 
of  Ch~t i rman hliclic~cl K Pi~well. a t  1 

Mi 
l(i FC‘C Rrd 961 0 (2001) ( “ ln /crcurr ic r  Conipensu/ion Nolicc”) The  Intercarricr Compensation 
No/rci> 5pec~hc;iIly sought c~omment on moving the access charges of all local exchange carriers, 
~ i i c l i i ~ l ~ n g  RLECs subject to ROR icgul,ition, toward a bill-and-keep system 
Y(5.l IL.15. ‘, 97 
uni\cis ;d  ie lv lc t .  supporl  inechaniims I d ,  16 FCC Kcd a t  9654-55, 11 123-24 

u/ 
201 F 3d a t  624, 2’c,xas O/ficc o j P i h l z c  Ul i l i ty  C,’uiinscd II FCC, 265 F 3d 313, 318 (5th Cir 2001) 

1 ’,/ RW~CIII o f t l i c  Cornrn~asiun’s Rulcs Rqurding Lhc Pricing of Unbundled Nctworl: 
E‘ lcnwnk und lticz Kcsale of Serijices by Incurnbenl I , o d  Exchange Carl iers, Notice of Proposed 
Ru l~ ,n i ak i~ng ,  1s FCC Red 18945 (2003) (“TELKIC NPHM’) To be sure ,  the (orward-looking 
e c , m ~ m i c  w s t   methodology used h r  pricing network c l i~~ i i en t s  i s  dil‘lerent in important respecls 
I H I K  :!I? 

& ~ i i r < ~  o i i  ( . ‘ r t ~ t  < r b a /  Seri;ir.c. Tenth Rrporr mid 0 1 d w .  :4 FCC Red !20156, 20172, 7 22 (1999) 
t ‘ I  ‘Sk-Ir i j ) i i ts  Ordrv ’), o//a h i l i )  noni ()uicsl Corp u FCC, 258 F 3d 1191 (10th Cir 2001j 
NoI1rtilcless. t h e w  ;ire in ipor~ant  mc~iiudological a n d  illput questions tha t  could affect holh 
~IL’[KYII I( elrinclit pricing and t i~i ivers ;~l  vice, 111 particular the models and Inputs used to 
iIi,ler niiiir (ui waril-lookirig costs 

D i ~ i ~ i ~ l ~ ~ p i i i g  u Uni/ied I i i ~ e r ~ a r i  ie r  Cornpensu~ton Regrrne, Nolicc 01 Proposed Rulemaking, 

I d ,  16 FCC Rcd at 
It, also addressed thc possible impact of such reforms on end-user mtes and 

TPWS Of /m  public L%r/li.y Cowisel u K.’(:C, 183 F 3d 393, 406 (5th Cir 19991, Alcnco, 

w ~ i r ~ ~ - l u o k i i i g  ecoiioiiii~’ mit niiidcl iiscci in the context ol universal service iupport .  
.ii iti ~ I ~ , ~  I i t l l  III~LIIUII(JIIJ~WS 11t.t.d 11ot bc itremcrrl TELRIC NPRM, 46, Federal-Slate Join/ 
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Wc offer herein a brief history of' llOK regulation, including the FCC's 

stated c~oininrI.tnent to t?,ansition d l  high-cost universal srrvice support to a 

l'orw;ird-looking system Next, we provide more detailcd support for why the 

obsolete and anti-compel~tive system of IlOR regulation should be brought to an end 

:ii c~xpec l i t~ous ly  a s  possible We clixuss possible replacements for ROR regulation, 

i n ( ~ l i i d  I tig d f'orw;ird-looking economic cost-based system to set high-cost universal 

servi('c funding amounts in rural areas, and rate rcbalancing and an overhaul of 

RLEC access charges as part  of romprchcnsive intercarrier compensation reform. 

Finally, we offer a transition plan for phasing out ROR regulation and introducing a 

system of regulation bnscd on forward-looking economic cost. 

A s  demonstrated hrrein, KOIZ regulation has outlived its usefulness. 

Now is t,he time for the Commission to inltlate a rulemaking proceeding to 

c~liininate ROR regulation of the RLECs and rrplace i t  with a new system based on 

forward - looking cconoinic costs 

I t .  BACKGROUND 

A. Kate-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 

int~~oduccd i n  thc contcxt of i,cgula ting a monopoly power company's return on 

invc~stincnt 

dcclslon to  itse KOR regulation based on historical costs, and rejected a utility's 

:lrg~llneilt that the agency should have uscd :I "fair v;ilue" (based on reproduction 

cost,s) methodology (one form of what is now referred to as  a forward-looking 

I n  1944, the Suprcmc Court uphcld thc Federal Power Commissmn's 
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I’LUII(IIIIIC cost methodology) U/ The Supreme Court, however, specifically rejected 

t h e  notion that KOR is t h r  only legally perniissihlc approach to regulating even in a 

iiionopoly cnvironnicnt 

It is not theory b u t  the impact of the rate order which counts. If the 
tot;il elfect [if the ratc ordcr cannot be said to be unjust and 

decl:~re that a particular mcthod of rate regulation is so sanctified as to  
make it highly unlikely that any uther 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 I t  has repeatedly been stated that  no single method 
need be followed by  the Commission in considering the justness and 
rensoiiablencss of rates u/ 
The FCC did nut begin to  formally develop its ROR system for 

uiii~easonal~le, juchciwl inquiry under lhc Act is a t  an  end. * * * * [TI 0 

regulating the then-monopoly incumbent local exchange carriers (“ILECs”) until the 

iiii&196Os:, and conductcd a niiinber of major ROR ratemaking proceedings 

regarding thc Bcll System during thc 196Os, 1970s and early 1980s 151 However, 

the (lommission never directly rcgulated the costs or rates of the small and mid-size 

I IXCs  (;rlso known as  “independent” carriers because they were not affiliated wlth 

tllc prc-divehtiture Bell system). Priur to divestiture, the independent ILECs 

- 9 -  



~ c m ! i v e d  a share of long-distance revenues from the monopoly long-distance carrier, 

lYL&‘L, through a “settlcnicnts” proccss that  was “industry devised’ and barely, if at 

all ,  uvc’i-scrn by thc Commission 

L Y P ~ ‘ I  u r  its L k l I  cumpaliy affih:iteh, which revicwcd their cost studies, albeit wlth 

iio indeprndent rc&a tory ovcrsght,  and a settlenicnt a m o u ~ ~ t  was  negotiated 

The lLECs simply reported their costs to 

What the Coinmission did oversee, beginning in the 196Os, was the 

Sepai~ations Manual, which contr(111ed the allocation of costs between the state and 

intc,rstatc luristhctions 1 7 1  The Separations Manual was utilized as  a n  elaborately 

complex incchaiiism to funnel iniplicit univcrsal service subsidies from long- 

distance 10 local rates. u/ The separations rules (now in Part  36) continue to serve 

that purpose to this day 

l’htr system of “division of revenues” and “settlements” became 

~ i i i s ~ i s t a ~ i i ~ i l i l r  with Lhc rmergrnce of‘ long-distance cornpetition Thus, the E’CC 

1.c~plnccd that systcin with accc’ss charges, and created the National Exchange 

Carrier Association (“NECA”), cunsisting of ILEC members and run by the ILECs’ 

E/ MTS O I I ~  M A T S  Markel St! I M L L L I ( ~ ,  Notice oC Inquiry and Notice of Proposed Rulemaking, 
(i; 1X’C 211 757. 759. 7 8 (1978) Si i i i i lar ly  AT&Ts TLEC affiliates ~ thc  Bell Operating 
(’iimp;i11i<,s ~ rcceived a sharc  of  Iu i ig-distance revcnucs through a “division of revenues” plocess 

1 i /  
(,‘licirg~,s foul I nk , . v /u / c  and I‘ureign C‘uni!nunicutioii Seru~cc, 9 FCC 2d 30, 90, 7 246 (1967) (first 
Commission imlu addressing separn t~ons  rules) (“Although the  content of the  ‘Separations 
~ ~ L U ~ L I J I ’  i‘i t h e  product o f  wiJpernti\’e studies and  conhultatiuns involving the NARUC, thls 

Sw A!ii(jruun l’clcplione dl ‘li,lcgruph Cu and llie Assuciuled Bell Syblem Compunm 

~ ~ ‘ l J i ~ l J l l l S S l ~ i l  and  thc  telephone ~~lduslry, [prior to thls order] i t  has never been formally 
~ ~ ~ ~ ~ l t i i i t e d ,  approved. or adopted b y  Lli ls Cornmission in the context of either a ratcmaklng or 
1 ~ ~ I ~ ~ ~ i i a k i n g  proceeding ”) 



icpicscnlativcs, u/ to take over certain functions previously handled by AT&T. 

1 arilt cuc~i-dination. monitoring of individual ILECs’ cost studies, dcvclopmcnt of 

~vc i ; igcd  ralc>s, and pool adniinistration No independent regulatory authority ever 

t hoi~ouglily wvicwed the cost submissions by the small, independent ILECs, 

;rlthough the FCC exercised ii degree of oversight over NECA’s tariff filings and 

other opcr;itions 

Gradually, the rules wcrc relaxed, and the larger ILECs were 

pcrinittctl t,o exit from NECA’s rate pools and averaging. However, three 

incchanisrns werc established to preserve the pre-divestiture subsidies tha t  the 

sinall, independent ILECs had enjoyed under the old “settlements” system. After 

t he  I996 i l c l  was enacted, contribiitions from the telecommunications carriers 

bcmnic t,hc soiirce of funding for these mechanisms (replacing some, hut not all, of 

the intcrsLatc access charges paid hy long-distance carriers). The disbursement 

i d e s  for riii-a1 ILECs, however, t’cniain esscnt idy  the same a s  they were prior to 

1996. with only minimal exceptions, such as. 

First, for rural lLEC study areas that  reported loop costs that  were 
above thc national average, the ILEC was allowed to recover a 
significantly higher proportion of its loop costs than i t  would have 
wceived under the standard separations rules. This mechanism, 
originally known simply a s  the “Universal Service Fund,” survives 
today a s  “High-Cost Loop” support, and amounts to over $1.1 billion 
annually. a/ 

a; 
~~ 3 l i  
r ~ \ t  r~~~ d 2 a w n  fl.om thc  U i i i v c r ~ l  St,rvire Adminis t ra t ive Co ’s 4th quarter 2003 filings wi th  
!!le FCC, ~ i ~ ~ ~ i i l a b k  >it &/iwww u i i ~ v u r s a l s r r ~ ~ o r r i o v e r v ~ e w / f i l ~ ~  

Scc 4T C F R Part 69, Subpart G (rules govcriiing NECA nicmbcrship and  boarci) 

,ScL, 15 C F K Part 3 6 ,  Suhp,uI F The support  amounts listed in this and the followiiig 

11 



Second, for rural l l ,EC study areas with very small numbers of lines 
(regardless of thc total number of lines provided by the holding 
cc~mp;my’s other affiliates), the ILEC was also permitted to recover 
increased access charges This was originally implemented through a 
tweak in thc jurisdictionai separations rules known as  Dial Equipment 
Minutes (“UEMs”) 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 “UEMs Weighting” mechanism survives today a s  
”Local Switching Support,” amounting to over $400 million per 
year 2 1  

‘Yhird, low-cost ILECs that departed from the NECA cost-averaging 
pools wcrc required t u  make payments into the pools to support the 
high-cost 1LECs remaining in the pools These payments, which were 
phased down during the 1990s but never entirely eliminated, survive 
today as  “Lung Term Support,” and amount to over $500 million 
annually a/ 
While the Commission has adopted some reforms to the RLECs’ 

iiitei,state access charge structures, such as reducing those charges from t h e n  pre- 

~ ~ i ~ l i i i ~ .  ;disurdly high ievcls to levels that  are still high, hut more closely 

apploaching those charged by larger ILECs, the ROK system remains the basis for 

setting the IiLECs’ access rates In fact, in order tu perpetuate the ROR regulatory 

sys tem the Commission established the Interstate Common Line Support (“ICLS”) 

iuntl ta lgctcd to gu:irantee revenue neutrality for the RLECs a t  the time of access 

cliargc, rclform a/ The lCLS fund distributes over $400 million annually 

12 - 



By contrast. the Commission long ago eliminated ROR regulation for 

'\'r&'l' mid  the large ILICCs, aiid replaced that system wi th  price cap regulation. In 

that procccding (discussed a t  greater length below), the Commission found that  

1K~lt rcgulat.ion g ~ v c s  rcgulatcd carriers inetficlent investment incentives, impedes 

innuvation, and creates opportunities fi~i- carriers to pad their expenses and 

iiiis:illociitc costs in ordtxr to improperly increase their revenues 

C'oiii niissiuii dec,ided to clinnnate ROR regulatlon a s  the basis for AT&Ts long- 

dist;ince rnt.cs in 1989, and a s  the b a s s  for the large ILECs' interstate access 

rhaigcs in 1990 4 1  Stiik comniissions shared the FCC's aversion to ROR 

i q p l a t i o n  of tc1ccommunic;itions carriers, and all but six of them have abolished 

JtOR for the  Bell Operating Companies 251 

On this basis, the 

In enacting the 19% Act, Congress spccifically rejected ROR as the 

basis fur setting rates for unbundled network elements ("UNEs"). Section 

252(d)(l)(A)(i) directs thc FCC and state comniissions to set rates for 

i n t c ~ ~ o n n e c ~ i o n  and network clcinents "based on  the cost (determined without 

iyfeicncc to a rate-of-re1 u m  or other rate-based proceeding) of providing the 

intci'coiinection or network clement . . 

i t  c lea r  that the methodology for setting UNE rates differs from tha t  used for 

." 261 To be sure, the Commission has  made 

13 



t l e t r rn i in ing  universal Y C I ' V I C ~  support g/ Nonethelcss, i t  is notable tha t  the 

Supwmc Court, in upholding the Commission's initial order rejecting thc use of 

c~intxdded costs in setting U N E  rates, specifically noted the problematic naturc of 

ROll regulation 8 1  The Commission again "reaffirm[ed] [its] commitment to 

t'twwwrd-luokitig costing principles" and declined to open any inquiry into 

":I 1t~~i.nat.ive pricing methodologies that rcly in whole or in part  on embedded costs" 

i n  i t s  recent 'i'KI,fzIC Nl'RM Dl 

B. T h e  Commiss ion  Has Repeated ly  Commi t t ed  to Transitioning 
High-Cost Universal  Service Support To A Forward -Look ing  
Cost-Based Sys tem.  

In implementing the 1996 Act's universal service policy, the 

('ommission has rcpcatctlly committed itself to  eliminating the pre-1996 high-cost 

nicchanisnis based on enibcddcd costs and ROR regulation, and replacing them 

z/ TEI*RI('NPRM, 

Yh i  Vc rm~ i i  u I.'(:(,', 535 IJ S at  31 2 ("(Tlhe temptation would r emam to overstate book costs 
: , I  ir~ii<,maLii ig ~ ~ i i i i i i i ~ s i o i i b  a n d  ~ I J  IJerpetii;rte the  intrartnhle problems that led to the  price-cap 
l l i l i o~ i1 i i o11  "j ,  ~d at 517~18 ("the 'book' value or rmhedded costs of capital presented to 
i l ~ i ~ d l i l m i i l  i,iLem:jkiiig hodics oftcn bore littlc resemblance to  the economic value ol'capltal"), id 
a t  518 ("IR]clclk costs iiiity ht. UYCI st:itixd by approximatcly $5 billion "j (quotzng PCC Releases 
Ar idz l  &pur1 011 RBOC\'Prup<,rLj n r u ~ r d s ,  Report Nu CC 99-3 (re1 Feb 25, 1999) See also 
TEL'LKIC NPh'M, 11 41) II 82,  I i r ip l t~ i r icn lu l iu i i  of / h e  Locul Coinpetition Provisions in Lhc 
7i,lc~oini,luni'ulluizsAcl of l Y Y t i >  First  Report ; r n d  Order, 11 FCC Itcd 15499, 15846, 7 679 
(19Y6j ("Lucal CompeLiLioii Or der"), .s i~b,s~~yucnL hstory ofnil led ("Adopting a prlclng methodology 
h.,srd on Iorw;rrd-looking, e ~ n i u i i i ~ ~ ~  costs 1JWt replicates, t u  the extent posslble, the  conditions of 
n ro i i i pe t i t l ve  market In additivn, a forward-luvklng cost methvdolugy reduces the ability of an 
~ni.usnlicnt LEC to vngage in anti-competitive hebavior "1 

~ 2 ' ~ )  

'16, USF' Inputs  Ordcr, 14  FCC Rcd 20156, 20172, 11 32 

7'/:'Lh'ICIVf'RM, 77 1'Y,  37 Sce also d ,  Scparate Statemeni of Chairman hflchael K 
1'0~vi.ll ( " L C ) ~ m i n i L n r c n l  l o  rcloinznc u / i~ i . u ,~ id - l i J r , l~ i i~~  u ~ ~ r o a c h  is unuauermg - what  we 
i l l ( '  dehat lng 15 1111: estcnL t u  which realistic assumptions about the  incumbent's network should 
hi, i n c l u d e d  111 our  pricm.g ruIcb " j  (emphus~s added), Separate  Stalt:me.nt of Comm~ssmner  
K ~ ~ I I I  .J M:ll 1111 ("I believe tha t  the prices lor unbundled network elements should be based on 
thr. b ! d - k ! & m g  ~eplaremcnt w s t  oC the ILEC's netwurk " j  (einphasls added) 



wi th  high-cost support hascd 011 forward-looking cost In the Universal Service First 

h'cporl unci Order, the Commission concludcd Lhat the pre-1996 mechanisms 

"neither ensiirc that  L H C s  arc operating efficiently nor encourage them to do so" 

;inti are "coiitraiy l o  sound eronuinic policy " a/ The Commission found that, for 

h n i i i l l  ritrai carricrs as well i is  for non-rural carriers, "basing support on forward- 

looking economic cost . will require telecommunications carriers to operate 

c~t'ficic~ntly and  will facilitate thc move to coinpetition in all telecommunications 

markets " a/ The Commission e1;ihor;ited on its view that  a forward-looking 

nicchani~in would be consistent with the Act and better serve the statutory 

Consistent with the Joint Board's recoinmcndation, we anticipate, 
howcvcr, that  forward-looking support mechanisms t h a t  could be uscd 
lor rural carriers within the continental United States will be 
developed within thrcc years of release of this Order. We concludc 
that  B forward-looking ecoiiotnic cost methodology consistcnt with the 
principles we set forth in this section should be able to predict rural 
carr~crs '  forward-looking economic cost with sufficient accuracy that  
carriers serving rural areas could continue to inake infrastructure 
improvcmcnts and charge affordable rates Like the Joint Board, we 
conclude that  calculating support using such a forward-looking 
cconomic cost methodology would comply with the Act's requirements 
that  support be specific, predictable, and sufficient and that rates for 
consumers i n  rural and high cost areas be affordable and reasonably 
comparable to rates charged for similar services in urban areas 
Moreover, such n mcchanisin could target support by calculating costs 
over a smaller geographical area than the study areas currently used. 
i n  ;iddition, we find that  the use of mechanisms incorporating forward- 

~~ i o ,  ~~~< t .de ru i -S ln l c  Jomi Uonrd on  Uniwrsal Sei uicc, First Report and Order. 1 2  FCC Rcd 

o i i i i l / d  Sce ulso id a t  8934-35, 11 29% ('Indeed, by p a r a n t e c i n g  carriers rccovery of 100 
pc1ci~nL o f  :ill loop c u s k  In exwss of 150 pcrcent of the natiunal average loop cvst, the current 
I l i ~ h ~ c o s l  Itinding n ~ e c h a n ~ s r r ~ s  eff,?ctlvt.I) discouragr rfficlcncy ") 

S i i ( J .  n w i - : i z  1! 292 (1997) ("Unlvrrsal Service First Repori and Order"), subsequent history 

Xlli Id 
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looking ccononiic cost principles would proinote competition in rural 
s tudy areas by providing inore accurate investment signals to potential 
competitors 2 1  

The Coinniission reaffirmed its long-term commitment to the use of 

Iorw:rrd~loul~ing costs to sc l  iinivers:d service support levels in its recent RTF Order 

‘I’hc Cvmmission specifically stated that it “dis;igree[dJ” with rural  ILEC 

rrprrsentatives who argued “that the forward-looking cost mechanism should not be 

iiscd to dctc~rnnnc rural company support and that  only an  embedded cost 

inec.hanisrn will provide sufficient support for rural carriers.’’ 3 1  Rather, the 

Commission reaffirmed its p~cvious conclusions regarding the transition from a 

universal service system based on rate-of-return to one based on forward-looking 

coats 

The Commission previously determined that  support based on forward- 
looking cost is sufficient for the provision of the supported services and 
sends the  corrcct signals for entry, investment, and innovatiun . . 
While the Rural Task Force demonstrated the inappropriateness of 
using inpiit values designed for non-rural carriers to determine 
support for rural carriers, we do not find that its analysis justifies a 
reversal of the Commission’s position with respect to the use of 
forward-looking cost as  a general matter. 2 1  

‘I’hc Commission indicated that i t  would soon initiate a “coinprchensive review of 

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

~~ :12/ 
~inmedi; i lely Illto a forward-Iuukiiig cost-hascd system iinmediatcly due to concerns abuu t  the 
npplic.nhility of thc cost inodrls to rural  ILECs 

- :33/ 

~~ ,‘i l i  
I X K J j  ( d f i r m i n g  that  torwaid~lookiiig support  sat idles  statutory “sufficxncy” criterion), Alenco , 
201 F : i d  31 620 (saincj 

Id a t  8935, ‘1 293 The C(imniission, however, declined to  move rural ILECs 

Id a t  8935-37, 71 294-95 

IU’F Ol-dcr. 16 FCC Rcd nt 11311, 7 17.1 (2001) (emphasis addcdj(citat1ons ornltted) 

l d  A r m  d. Trxas O//lcc o/Publzc l l l h l y  Counsel L) FCC, I83 F 3d 393, 412 (6th Clr 
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would “consider all options, including the use of forward-looking costs, to determine 

;ippropriate support lcvcls for both rural and non-rural carriers.” E/ 

It is t i m e  lor the Commission to  deliver on these commitments. The 

Coin mission should promptly open t h r  rulemaking Western Wireless proposes, and 

should work toward eliminat~ng ROR regulation and replacing it with a system 

Iiasctl on forward-looking costs 

111. 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 

iicw rcguliitory paradigm that  would be consistent with the emergence of 

comp,ctition thrliughout the telecomin~inications industry, including in rural  and 

high-cost areas, while also preserving and advancing the goal of universal service 

Up I<) now, tnc, Commission h a s  dclaycd the inevitable changes to the ROR system 

of‘ regiilatiiig KLECs, perhaps due to concerns about the iinpact of this competitive 

transformation on rural carriers and their customers and the need for a gradual 

lransition However, the time has come to begin making the changes necessary to 

~ O C L I S  universal service policy on “sufficient funding of cuslorners, not prouzders.” 361 

As discussed below, the existing HOE system IS pernicious for three 

reasons (1) i t  precludes the dcvc~lopnient of competition on a level playing field, 

and t,hcrchy harms consumers in rural areas who are deprived of the benefits of 

. -  I, 



sidi  competition, ( 2 )  it gives carriers incentives to  operate inefficiently and 

discourages them Irom introducing technological innovations, to the detriment of 

I tirai consumers, and (3) I t  creates opportunitics for waste, fraud and abuse and 

caii5c’s the uiiw;irrentrd expans~on of‘ the universal service fund, harming 

c‘unsiimcrs ii;itionwide who ultimately pay into the fund 

A. ROR Regulation Artificially I n t e r f e r e s  With Competition 

ROlt rcgul;ition harms cunsuiners in rural areas by artificially 

interfering wi th  competition Competition in the universal service market benefits 

coiisiiniers t)y “increasing customer choice, innovative services, and ncw 

technologies,” by promoting “the deployment of new facilitics and technologies” 

while providing “:in incentive to the incunbcnt rural telephone companies to 

iinpruve their existing network to remain compctitive,” and by “creating incentives 

to c n s i i i ~ ~  that  quality scrvices are available a t  ‘just, reasonablc, and affordable 

ratcs ’ ” =/ But such competition on a level playing f‘icld is impossible under the 

current lt0R rules. 

First, the ciirrcnt f’iinding mechanism :rsymmetrically provides full 

hlbtorical cost recovery for incumbents, but pcr-line recovery for new entrants. I t  

tliercby crcatcs a bias i n  favor of the incumbent This can distort competitive 

outcomes and reduccs ccononi~c efficiency There can be no levcl competitive 

pjay111:: field when the incunihciit not only enjoys the natural  advantages of 
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iiictimbcncy, bii t  also enjoys R gvvcrntncnt-guaranteed return on investment, while 

cc!nipetitivc> ETCs’ invcstmcnts are completely a t  risk. ROK regulwtlon provides 

I c’vcnuo guarantees for ILECs, h u t  i i o l  competltivc ETCs, which is fundamentally 

:iiitagoiiislic tu cumpelition a/ 
Second, ItOR concepts drive a fundamentally unbalanced hlgh-cost 

rcytne for. rural ILECs :ind cotnpctltlve ETCs. Rural ILECs are assured a 

p;irticulai- lcvcl of support even i f  they lose access lines and markct share to  a 

competitor The Commission originally adopted a rule that would have taken 

support away from ILECs :IS competitive ETCs gain market share, but abandoned 

this compctitivc market-based rule for a return to KOR regulation. 391 Competitive 

t Y C -  i ~ c c i v c  support only for the customer connections they serve ~ that  is, they 

t’cceivc‘ support only to the cxtcnl they garner market share, and if  they lose 

custoiners, they lose supporl  Competition on a level playing field is impossible 

when one class of cotnpctltors rccelves such unbalanced regulatory advantages. 401 

Third, KOK-based access chargcs and universal service support create 

inaccurate kind tiicflicicnt iticcntives for competitive entrants, as  well as for 

~ n c u m b e n t  c;)rriprs The Commission’s recent condemnation of the use of historical 
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( 'os ts  111 UNL rate setting applies with equal force to the use of historical costs in 

st.tting rural 1LECs' 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 iiot necessarily 
pruvide efficient investmcnt signals t u  potential entrants. As many 
economists have noted, i t  is forward-luoking costs, not historical costs, 
thar. arc rclcvant in set,ting prices in competitive markets. If historical 
custs ;ire higher than t h c  forward-looking costs an entrant would face, 
setting ra t r s  on the  basis ufhistorical cost could result in UNE prices 
tha t  deter cxntry generally, or cause eiitrants to build their own 
facilities even when i t  is incfficicnt to do so. Conversely, if historical 
costs are lower than forward-looking costs, UNE rates based on 
historical costs might ca~isc  cntrants to lease facilities when it was 
inore efficient either to build their own or iiot to enter a particular 
market. 4 1 1  

KOR Regulation Creates Incentives for Inefficiency and 
Impedes Innovation 

It011 regulation creates incentives for ILECs to operate inefficiently 

B. 

(even in a monopoly environment), because it entitles them to cost recovery 

r c g a d c s s  01 how inel'ficicnt the investment The Commission recognized this 

prihlem over ten years ago 

First, as  ii I.,lofit-iniixiiiii~er, the firm is led to adopt the most costly, 
rathcr than  the most efficient, investment strategies because its 
primary nicaiis of iiicrcasing dollar earnings under rate-of-return 
constraints is to e11l;irge its rate base * * * Second, since all operating 
c'xpcsnses arc included in a firm's revenue requirement under rate of 
rclurii, management has  little incentive to minimize operating costs. 

incentives increase the cost of doing business - and thus the rates 
consumers must pay for service 

The distorted efficient! incentives establishetl by ra te-of-return 
rcgu1:ition also may have a negative effect on innovation Clearly, rate- 
of-rcturn establishes no incentive to 'do the same old thing a better 

In both cases, consumers suffer because these distorted x * * 

* * * * * 



way’ ~ for example, by providing the same service at  lower cost ~ 

because a carrier’s reward for such innovation is a reduction in its 
d o l l x  earnings Such regulation inay well have similar effects on 
inc~c~ntives to prodwe new products and services. a/ 
The Commission expanded on this analysis i n  its 1989 order 

c~1iniin:iting ROR regulation for A’I’&T and proposing to eliminate i t  for the large 

ILECs, c.onclitding a s  follows 

Under rate of return, however, “normal” profit levels are established in 
advance by regulatory fiat The dynamic process that produces socially 
beneficial rcxsults in a competitive environment is strongly suppressed 
In fact, rather than encourage socially beneficial behavior by the 
regulated firm, r;ite of return actually discourages it. 

lhtr distorted incentives created by rate of return regulation are easily 
illustrated. In a competitive environment, wherc prices are dictated by 
the market, a company’s unit costs and profits generally a re  related 
invcrsely 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 limited to earning a particular 
percentaEe return on investment during a fixed period, a carrier 
seeking to increase its dollar earnings often can do so merely by 
incrcasing its aggregate investment. In other words, under a rate of 
return regime, profits ( L  e ,  dollar earnings) can go up when investment 
goes up. This creates a powerful incentive for carriers to “pad” their 
costh, regardless of whether additional investment is 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 
shareholder profits, management has  little incentive to conserve on 
such expenses. This creates a n  additional incentive to operate 
inefficiently Moreover, in situations in which carriers providing more 
than one service face competition for one or more of such services, rate 
of return regulation enables cai-riei-s to  distort the competitive process 
by manipulating their reported cost allocations. 

A system that establishes such incentives is unlikely to encourage 
cfficicncy Moreover, administering rate  of return regulation in order 

I ,  

~~~~~~ ~~~~~ 
~ 

1 2 1  P r ~ e  (’up I“NPRM, :i FCC Rcd :it 3219.20, 3223, 1111 39, 46, see also Harvey Avcrch and 
f ~ , I ~ ~ n d  1, Johnson.  ‘Tchaviui-  uf  thc Firm under Regulatory Constralnt,” 52 Amcr  Econ Rev 
1 ‘I.>? 1,1962, Allred I! K a h ,  T h c  kuiiotrucs o /Rf~gula t~on Prmclplcs and Instttullons, vol 2. a t  
‘17~59 (1971) 
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to counteract these incentives is a difficult arid complex process, even 
whcn donc correctly and well. This is so primarily [because] . . . . a 
regulator inay have difficulty obtaining accurate cost information as  
the carrier itself is the source of nearly all information about its costs. 
Furthermore. no regulator has the resources to review in detail the 
thousands of int1ividu:il husincss judginents a carrier makes - 431 

/ 1  l h i ~  C~oniiiiission went on  to  obsorve the diffirulty of preventing cost misallocations 

:d cross-suIisirlies, particularly i n  an  environment of technological advancement, 

incrcasing conipctition, and “a continuing shift In thc boundarics bctwccn the 

coriipctitivc m d  less compctitivc segments of the telecommunications 

in;irketplace ” g1 

T h i i h ,  rate of return regu1;ition is widely recognized as  eliminating 

iiiccntives for carriers to opera tc efficiently, improve productivity, or introduce 

innovative trchnologies :and services %/ As the U S Court of Appeals for the D.C. 

Circuit  explained in upholding the shift from ROR to price caps for larger ILECs, 

“hec.;iuse :I firm can pass any cost along to ratepayers (unless it is identified as  

iiiiprudtant), its i n c e n l i v c  l o  innovate is less sharp than  if i t  were unregulated.” &/ 

1 his conclusion is supported by rmpirical econoinctric research, which confirms that r 7  
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"(isuig r:it+uf-rcturn regulation dots  have the unintcnded consequence of 

dlecwasl\>g ~ h c  firm's expcnditwes on li&D " 471 

In the L'nuoersal Scruice E'irst Report arid Order, the  Commissum 

spcci ficallv recognized the inefficiency of thc current embcdded-cost support 

~n~~.ch~inisins in thc context of' \ . u r d  ILECs operating under ROR regulation: 

We find that the current support mechanisms neither ensure that 
ILECs arc  operating efficiently nor encourage them to do so Indeed, by 
guaranteeing carricrs recovery of 100 percent of all loop costs in excess 
of 150 percent of the national average loop cost, the current high-cost 
funding mechanisms effectively discourage efficiency. Thus, we agree 
with [Citizens for a Sound Economy] that calculating high-cost support 
based on embedded cost is contrary to sound economic policy. We 
conclude that  basing support on forward-looking economic cost or 
perhaps compctitivc hidding will require telecommunications to 
operate efficiently and will facilitate the move to competition in all 
telccomniunications markets. 481 

In addition. the curreiit unjustifiable d1sparit.y between the regulatory 

>\ b ~ ( ' ~ ~ i ~  lor ;ireits servcd by so-called "noli-rural" ILECs and areas  served by rural  

ll,ECs c r c ~ ~ k s  very strong, unc>conomic incentives for large ILECs to sell exchanges 

to small oiies, even though thcrc arc  economies of' scale that can be achieved by the 

la rgei, ciirricrs Qsi While sparsely populated rural  arcus undoubtedly are  more 



costly to sci've, there is nothing unique about the rural ILE'cs, and no economically 

1) r inc ip lcd  rcasun to provide differing amounts of high-cost support to sinall ILECs, 

large, TLECs. or competitive I':TCs, if the carriers serve simllar or identical 

gcogr;iphic :ireas. N/ 

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

~nihctldcd-c.ost-b:rsec( support  in a systcm of KOH. regulation is 

;irt)iti,ary a n d  not properly reflective of true costs First, as  a theoretical matter, 

cniliedded costs are cconomicully irrelevant to  economic decision-making, and 

thewfurc thc usc of c,mbcddcd costs in setting rates and high-cost support is 

in;rccur:ito There is a C I J ~ Y C ~ S ~ I S  among economists that "it is forward-looking costs, 

nul, historical custs, tha t  are relevant in setting prices in compctitivc markets." 

Poi-wai-tl-looking costs ~ not sunk costs ~ represent the costs that ,  in the real world, 

drive the ccoiioinic decision-making of' both incumbent providers and prospective 

~ 'O IJ~P~UI I I~ , , ,  l r i ( .  , e /  ai , J o i n /  f 'c t i l iu i i  f o r  IVai o j t h c  Uefiiiition o f " S t u d y  Area,"18 FCC Rcd 
S.38, S~l2.43, 1 11 (Wireline ( ' ~ i i i p  Bur  2003) (noting tha t  the  acquiring companies expect to 
rwci \c  ,~rldltionnl iiitcrstntc> common linc support as a result  of t hc  transfer),  Citizens Utilztles 
K i i r o l  c 'o ,  lric a r ~ d  Qi;es/ Corp, Joint Pi , t i t iu r i /o r  Waiver o f t h c  Ilcfinztiori o f  "S tudy  Area," 
Oidi,r. 16 FCC Rtd 1:3032, 1:30,36, 11 10 (Corn Car Bur 2001) (permitting Qwest to t r a n s k r  38 
tclepbi~nc e~1.11: ing~s  to Citizens and noting tha t  "the transferred exchanges may receive 
I I I C R A S ~  ititrrstate x c e 5 5  i in iv t l r .~a l  sewice support a s  a result") See also 47 C F R 5 54 902 

- .YO.' 
molt '  IO >et ve itwas where the pupulauon IS sparse. whether uslng wlreline or wir&ss 
lt,chiiology, i q y i l a t i o n  should be nciilrnl on  lhe issue ol'carrler ~ d e r ~ t ~ t y  a n d  size, and cer tn~nly  
s h r ~ ~ i l i l  not rcw;ird J c n r r ~ r r ~ u s i  1111 hvmg stnall or for being it11 Incumbent 

W!i& t!iei.e diffciunces between rural areas and other geographlc areas - ~i costs 

2, x i x i c ' ~ m ~  at 1 :X 
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n c w  ~ ~ n t r a n t s  regarding investment,, production, and pricing =/ Thus, a truly 

"[.obt- tmwd" bystern would Litihzc f c ~ r w a ~ - l o o k i n g  costs, not embedded (or 

l)~rckwnrd-luokinfi) costs 

Second, even if embedded cost-bused regulation were appropriate as a 

1 hcorcticel niattw, in practice the e,xisting ROR regulatory system is fatally flawed 

h y  g:cricrations of regulatory distortions ROR regulation is driven by FCC rules 

(principally Park 32, 36, and 69) that  werc designed for the primary purpose of 

generating cross-subsidies and/or shifting revenues between the state and federal 

jurisdictions a/ Thcrc is no i-e;rson to think that the revenues driven by these 

c<isting rules have any relalionship to the "reality" even as  generated by accounting 

C O S l S  

Third, and perhaps most significantly, the ROK regulatory system is 

Iihcly t u  tic highly inaccurate hccausc i t  depends heavily on the ILECs' self 

rcp~t , t ing  based 011 their own accounting records, which have never been audited or 

scrutinized by indcpcndcnt auditors or  regulators. As the Commission recently 

pciintcd u u l ,  

Traditional ra tc-baseirate-of-return ratemaking has  generally been 
based on the use of historical costs, L C . ,  the costs the regulated firm 
incurred in hinlding its network and providing service and that  it  
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recorded in its books of account. As ail initial matter, a n  historical cost 
approach is highly dependent on the accuracy of an incumbent LEC’s 
awounting records. which potcntlally creates a significant Information 
as)mmetry that  hcnefits the incumbent LECs. 541 

Elit iio comprehensive atidit of the regulatory accounts of the vast majority of rural 

J1XCs h;rs t iwn conduclcd in thc past  dccade, either by the FCC, state commissions, 

SIXA\. sj the Universal Scrvicc Administrative Co (“USAC”), or independent 

:iuditors retained by the ILECs t,hcinsclvcs Thus, there is no reason to presume 

tlio ;IC~III-:II’V of the regulatory books of accoimt (kept separately from the books of 

account maintained and audited for tax purposes) 

Indeed, there is good reason to think that  the rural ILECs’ costs may 

t ic signilicaiitly overstated, which would result in a. bloated high-cost fund The 

existing regulatory system provides ample opportunities and incentives for ROR 

rc.gulatctl ILECs to misrc,port costs i n  a manner that  would improperly augment 

univers;il service disbursements and “pad their ra tcs,” 561, such a s  by improperly 

allocating costs to LLEC regulated operations that more properly should have been 

allocatcd to other activities As demonstrated in Attachment A to this Petition. 

cctr(;rin state, commissions have unearthed extensive incidents of cross-subsidiza tion 

and other improper accounting practices 

5 1 1  

,r 

s u l l i r i e n t  stat1 Lo coi iducl  slnngent reviews or audits of all carriers’ cost data ,  and  given tha t  
SFCiZ (thi ougli its R o a d  of Iliruclors) is ruii by mid for thc ILECs themselves, NECA is not 
s r i f ~ ~ i ~ i r n t l y  indeprndc~nl 01 rate o f r r l u r n  ILEC intcrcsts Lo support  a slrong overslght f‘unctlon 

Wl.I?lC NI’IZM at 7 li% 

b t Z . n l , ,  NEC.4 does v e v ~ e w  ROR riirritrs‘ cost s tudy a n d  high-cost fund submissions, the .. 

- I  i i p ~  r ~ ~ ~ c ~  dulcc1rnt.s these reviews are not made public. Moreover, NECA does not have 

- 561 P ’ r ~ c  Cup F,WF‘RM, 3 FCC Rrd a t  3211!)-20, 7 39 
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The California Public Utilities Cummission found that  a mid-sized 
coinpanv had (1) improperly misallocated corporate/managerial costs, 
regiilatory costs, land and building costs, and other expenses to the 
I L K  that should h a v r  been allocated to the company’s cable television, 
wireless, long-dislance, and alarm monitoring affiliates, in violation of 
thr  FCC’s Part 64 rules, (11) expensed software development costs in a 
m ~ g l c  year,  c u n t r x y  to Gcncrally Accepted Accounting Principles, and 
(111) improperly hooked the costs of institutional and goodwill 
advcrtisiiig in the ILEC’s regulated accounts. 

Thc  Idaho Public Utilities Commission reduced a n  ILEC’s claim to 
recover the cost of paymcnts to affiliates and certain software capital 
leases, since those expenditures were related to the provision of 
unregulated scrviccs. The Idaho cominis~ion also rcjccted recovery of 
thc costs of equipment that was no longer in service and costs of fiber 
lhat  had not, yet Ixen placed into service, and it disallowed recovery of 
corporate linage advertising costs and a depreciation reserve deficiency. 

'Hit> Kansas Corporation Cominission reached a settlement with two 
RLEC subsidiaries of‘ one holding company that  precluded them from 
rccciving any state universal service support. based on a finding that 
the holding company had inipropcrly allocated the entire cost of 
managernent stock incentives and financial advisory fees paid to the 
owners of the holding company to the regulated ILEC, and had 
allocated no curpolate costs to unregulated subsidiaries. 

‘I’ht, Kansas coniniission found that  another ILEC had claimed 
depreciation expenses on plant that  had already been fully depreciated, 
misallocatcd dcfcrrcd income taxes relating to non-regulated affiliates, 
;ind improperly hooked consulting fees that had no relationship with 
regulated operations 

Thc Kansas commission found that  a carrier had claimed more 
property tax expense than it had actually paid during the test year, 
utilized depreciatioii rates in excess of those permitted by the 
commission, and improperly included lobbying and corporate image 
ntlvertising expenses. 

The Oregon commission disallowed a n  ILEC’s claim to depreciation 
recovery for equipment that had already been retired, rejected recovery 
of executive bonuses paid for achieving corporate financial goals that  
henefitcd shareholders rather than ratepayers, and made adjustments 
for the company’s failure to  reflect the reductlon in expenses realized 
through the sale of scvcral exchanges. 



The Vermont conimission rejected a n  ILEC's attempt to recover the 
noli-rccurriiig custs of operational support systcms ("OSS"), which had 
already bccn rccovcrcd through intcrconncction rates, and of local 
number portability implementation, for which the FCC had already 
developed an 1nterst:ite cost recovery mechanism. 

The Washington commission disallowed an ILEC's recovery of 
corporate image advertising costs, rejected its attempt to use 
depreciation rates that  the commissiun had alrcady rejected, and 
disallowcd the costs of purchases from a n  affiliatc a t  prices that 
cxcccdcd market prices. 

Other examples are discrisscd i n  Attachments A and B, 

Given the very strong perverse incentives and the lack of effectivc 

aiidi[tng or civersight uf their 120K accounting, undoubtedly a far greater numbcr of 

incidents are ncvcr detected, resulting i n  excess support flowing to the ILECs. The 

Cominission cannot ignore the ROR 1LECs' intersta tc overearnings (z.e., revenues 

from interstate access charges plus univers:ll service fund disburscments that  

vrccsvd the Z1.25'h allowed rate-of-relurn) of over $218 million in the 2001-2002 

pcriod, $92 million in 1999.2000 and $121 million in 1997-1998 a/ 
Moreover, even if and when the Commission does detect ROR carriers' 

uvei'-earnings, the Coniiiiissioii may not be able to remedy them In a recent case, 

I h t r  ('ominission found that an ILEC had earned cxcesslve amounts by improperly 

,riiuca~mg certain costs l o  the interstate jurisdiction that  applicable rules required 

to hcb treated as intrastate The reviewing court upheld the Commission's 
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c~oncliisiuii  tha t  the ILEC had inisal1oc:ited these costs. 3 1  Nonetheless, the court 

held that, because the Cominission had not suspended the tariff rates and 

c~sc:itilishetl 311 I I I V ~ S L I ~ ~ I L ~ O I I  a t  the time thc relevant tariff was filed, the rates were 

( ~ ~ ~ n c l i i s i v c l ! ~  “deemed lawful” under 47 U S .C § 204(a)(3), and therefore the 

Commission w a s  without authority t o  order rate refunds or damages js/  Thus, 

cvcii with respect to those incitlcmts of ROR malfeasance that the Commission 

tletrcts (most likely a small  minuiity), in most cases the Commission may lack 

;irithority to order RII efleective remedy. In  effect, this could well incan that ROR 

r c ~ g ~ i l a t i o n  is iincnforccahle in the context of tariffed interstate access charges An 

;rltc,rii:rtive regulatory f i~~rnework  is urgently needed 

“In a n  era of corporate governance problems and  accounting 

d~~prcdanons .  this Commission has an  especially high burden” of responsibility t o  

csrablish untl cnforcc accounting safeguards “that help prevent and detect 

miticompetitive behavior” by rural ILECs c;O/ The most effective way to  preclude 

such waste, fraud, and aliuse would he to chininate the ROR regulatory system, 

which provides the opportunity and incciitives for such misconduct. However, 

during the time period when ROR regulation remains in  effect, we propose a 
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nuinher of interim steps that the Commission should take to  oversee the ROR 

riaguiatouy process more stringently, enhance the transparency of the process, and 

I ~ m i t  thc polcntial for ahuse. Specifically, the FCC should make the following 

cli w 11 gcs iinni edia tcly 

- Carriers' cost studies. work papers, and other data submissions 
supporting their high-cost funding should be made publicly available, 
given tha t  high-cost support is a form o f  public funding. 

As with the 1999 audits of'the Bell companies' Continuing Property 
Records, (;l/ thc ~cs i i l t s  of any reviews of cost studies or other data 
submissions involving high-cost funding conducted by the NECA or 
USAC over the past thrcc years should be made publicly available 

Truly independent auditors ( i . ~ ,  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 
KOR ILECs no less freqnently than every three years, and more 
frequently il there is a significant increase in a company's year over 
year funding requests. Companies should be required to  provide full 
:iccess to thcir books and records, and the results of the audits would 
he made publicly available 

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

- 

- 

- 
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- The Cominission should immediately suspend and investigate all tariff 
filirigs of KOK carriers in order to avoid thc statutory “conclusive 
prcsumption” that thc rates are “deemed lawful,” and thcrcby preserve 
thc Commission’s ability to order refunds or damages in the event that  
over-earnings arc later detcctcd 

* e * * *  

In sum, thc current system of embeddcd cost-based support for rural 

I I A C s  and ROR rcgulation artificially inhiblts the development of competition, 

t.ncour;rgcs incfficiencies, and crca tcs opportunities for ILECs to  irnpropcrly expand 

thc size of thcir funds through fraud, waste, and abuse. Rather than making 

icgulatory changcs that  would impose further artificial constraints on competition, 

such as eliminating portability, i t  is time to elirninatc embedded cost-based support 

and 11OH rcgulation 

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

Thc Commission should open w procceding to  dcvelop a more 

;~ppropr ia tc  high-cost funding system bascd on forward-looking costs to determine 

identical support amounts for ;dl ETCs serving a particular geographic area. As the 

Coinmission recently cxplained 

A forward-looking costing methodology considers what i t  would cost 
today to build and opcrate a n  elficient network (or to cxpand an  
existing network) that can provide the same services a s  the 
incumhent’s existing nctwork. Thc benefit of a forward-looking 
approach is thn t i t  gives potential competitors efficient price signals in 
deciding whcthcr to invest in their own facilities or to lease the 
incumbent’s facilities That i s ,  if construction of new facilities by a 
con~petitlvc LEC would cost lcss than leasing facilities a t  prices based 
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