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SUMMARY

Interstate Telcom Consulting, Inc. ("ITel") comments upon four proposals by

state members and staff of the Federal-State Joint Board regarding the determination and

distribution of Federal high-cost support. While supporting proposals for continued use

of embedded costs and for a separate "wireless portability fund," ITCI opposes the

allocation of Federal support via block grants to the states, and the delegation to state

commissions of authority to distribute Federal support to eligible telecommunications

carriers ("ETCs") within each state. In addition, ITCI opposes the imposition and use of

rate benchmarks in the calculation of Federal high cost support.

Section 254 of the Communications Act clearly gives the Commission sole

decision-making authority over Federal universal service rules and mechanisms. Both

administrative law and constitutional law prohibit the Commission from sub-delegating

this authority to state commissions. The U.S. Court of Appeals for the D.C. Circuit

recently made this very clear in United States Telephone Association v. FCC, 359 F3d

554, 565-68 (D.C. Cir. 2004), where it voided the sub-delegation by the Commission to

the states of certain unbundled network element determinations, and reiterated the

controlling principle that federal agencies may not sub-delegate their decisional authority

to outside entities (private or sovereign) without affirmative statutory authority.

Moreover, the U.S. Supreme Court repeatedly has held that Tenth Amendment dual

sovereignty principles preclude the Federal Govemment from compelling the States or

State officials to administer federal regulatory programs like the Federal universal service
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program. See New York v. United States, 505 U.S. 144 (1992); Printz v. United States,

521 U.S. 898 (1997).

The proposed sub-delegation to the states would create many more problems than

it would resolve. First and foremost, the uncertainties, costs and targeting defects of

block grants and multiple state distribution mechanisms threaten the core goal of the

Universal Service program - the encouragement of investment in the rural tele

communications infrastructure needed to provide both traditional and emerging services.

Fifty or so new state mechanisms would destroy the certainty of cost recovery needed by

small rural carriers, investors and lenders to make substantial and long-term investments.

Block grants based upon statewide average costs will reduce the targeting of Federal

support to the high-cost areas and small rural carriers that need it the most. Finally, more

Federal support is likely to be distributed to larger carriers that do not need it and that are

less likely to use it to upgrade their rural exchanges.

Multiple state mechanisms will substantially increase the complexity and cost of

administering the Federal universal service program. The states will incur legislative,

rulemaking, litigation, personnel and training costs, and will not enjoy the economies of

scale of a national mechanism. The Universal Service Administrative Company

("USAC") will encounter increased costs, complexities and timing problems in dealing

with multiple state mechanisms. The Commission itself may have new block grant

allocation, state compliance oversight and other administrative tasks comparable to or

greater than its current responsibilities for the existing nationwide mechanism.
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Multiple state mechanisms will cause universal service support to become

insufficient for many small rural carriers. There are several far more efficient and

effective alternatives for controlling the size and growth of the Federal high cost

program, including ending the transfer of cost recovery from access charges and other

intercarrier compensation into universal service mechanisms, and calculating support for

all ETCs on the basis of their own actual reasonable and prudent costs

Finally, the proposed use of rate benchmarking should be rejected. Benchmarks

are most likely to injure customers in the most sparsely populated rural service areas and

the small carriers that serve them. Benchmarking is an extremely complex and difficult

undertakiug in light of factors such as widely different local calling scopes, the increased

marketing of bundled service packages, and growing trends toward inter-modal

competition. ITCI believes that regulators will be unable to set accurate and equitable

rate benchmarks, and that the inevitable inaccuracies will create arbitrary winners and

losers, and adversely impact local rates and rural infrastructure investment.

Comments oflnterstate Telcom Consulting, Inc., CC Docket No. 96-45, September 30, 2005



Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C. 20554

In the Matter of

Federal-State Joint Board on
Universal Service

)
)
) CC Docket No. 96-45
)

TO: The Federal-State Joint Board on Universal Service

COMMENTS OF
INTERSTATE TELCOM CONSULTING, INC.

Interstate Telcom Consulting, Inc. ("ITCI") submits its comments with respect to

four recent proposals by state members and staff of the Federal-State Joint Board on

Universal Service ("Joint Board") regarding the determination and distribution of Federal

high-cost support. l These comments are filed in response to the Commission's Public

Notice (Federal-State Joint Board on Universal Service Seeks Comment on Proposals to

Modify the Commission's Rules Relating to High-Cost Universal Service Support), FCC

05J-l, released August 17,2005.

The existing Federal high cost mechanisms have been very successful 111

encouraging and enabling ITCrs clients and other small rural carriers to invest 111

essential rural telecommunications infrastructure. These investments have brought, to

thousands and thousands of rural communities, high quality and affordable

telecommunications services that are comparable to those available in urban and
.

suburban areas. The Federal mechanisms and resulting infrastructure investment have

1 The four state proposals are: (1) the "State Allocation Mechanism" ("SAM") proposed by Joint Board
Member Ray Baum; (2) the "Three Stage Package for Universal Service Reform" ("TSP") proposed by
Joint Board Member Billy Jack Gregg; (3) the "Holistically Integrated Package" ("HIP") proposed by
Commissioner Robert Nelson; and (4) the "Universal Service Endpoint Reform Plan" ("USERP") proposed
by Joel Shifinan, Peter Bluhm and Jeff Pursley.
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helped to produce telephone penetration rates in the United States that have hovered

about the 95 percent level.

ITCI recognizes that the telecommunications business and technology are

changing, and that the Federal high-cost mechanisms may need to be modified

periodically in order to remain effective and sustainable. ITCI supports the efforts of the

state members and staff of the Joint Board to consider the problems and complexities of

universal service support in a changing world, and to begin to formulate potential

adjustments and alternatives. It agrees with the SAM and USERP findings that

embedded costs constitute a far more accurate and reliable basis for calculating high cost

support than forward-looking economic costs ("FLEC,,).2 ITCI also believes that the

separate "wireless portability fund" proposed by USERP would be much more effective,

efficient and equitable than the present practice of calculating portable wireless support

on the basis of the different (and often much higher) costs of incumbent local exchange

carriers ("ILECs,,).3

However, not all proposed modifications will continue the success and

effectiveness of the Federal high cost program. ITCI strongly opposes the allocation of

Federal universal service support via block grants to the states, and the delegation to state

commissions of the authority to determine the amounts (if any) of such Federal support to

be distributed to the various eligible telecommunications carriers ("ETCs") within each

state.4 Sub-delegation to state agencies of the Commission's decision-making power

regarding Federal universal service funding is not authorized by the Communications

2 See SAM proposal, at p. 4; and USERP proposal, at pp. 20-21.
3 See USERP proposal, at pp. 26-27.
4 See SAM proposal, at pp. 3-4; TSP proposal, at p. 12; HlP proposal, at pp. 14-16; USERP proposal, at pp.
21-25.
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Act, contravenes established constitutional and administrative law principles, and would

create many more problems than it would resolve.

In addition, ITCI opposes the imposition and use of rate benchmarks in the

determination of Federal high cost support. Benchmarking is an extremely complex and

difficult undertaking in light of factors such as widely different local calling scopes, the

increased marketing of bundled service packages, and growing trends toward inter-modal

competition. ITCI believes that regulators will be unable to set accurate and equitable

rate benchmarks, and that the inevitable inaccuracies will create arbitrary winners and

losers, and adversely impact local rates and rural infrastructure investment.

I.

Interstate Telcom Consulting, Inc.

ITCI is a telecommunications consulting firm located in Hector, Minnesota. Its

five principal employees have over 145 years of collective experience in the

telecommunications industry. ITCI has served rural telephone companies continuously

since it commenced operations in April of 1981. ITCI performs a variety of

telecommunications consulting services for rural telephone companies, including cost

separation studies, revenue forecasting, access tariff development, depreciation studies,

continuing property record maintenance, traffic engineering and analysis, Carrier Access

Billing System ("CABS") billing and reviews, long distance consulting, National

Exchange Carrier Association ("NECA") reporting, average schedule settlements, access

service requests ("ASRs"), AOCN services, SOA services for local number portability,
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circuit provisioning, accounting services, business plans, and exchange acquisition

assistance.

ITCI's rural telephone company clients range in size from approximately 30

access lines to approximately 19,900 access lines, and are located primarily in the states

of Minnesota, Wisconsin, Michigan, Iowa, South Dakota, Ohio and Montana. A list of

the fifty-six (56) rural carrier clients that ITCI is representing in this proceeding is

attached.

II.

The Commission May Not Sub-Delegate its
Authority over Federal Universal Service Mechanisms to the States

Both administrative and constitutional law prohibit the Conunission from sub-

delegating its decision-making authority over Federal universal service mechanisms to

state commissions.

ITCI supports the establishment and operation of supplemental state universal

service frmds by state commissions. The universal service principles in Section 254(b) of

the Act include the principle that "[t]here should be specific, predictable and sufficient

Federal and State mechanisms to preserve and advance universal service [emphasis

added]." 47 U.S.C. Sec. 254(b)(5). States were given explicit authority in Section 254(f)

of the Act to design and implement their own separate universal service programs and

mechanisms, so long as such state plans "do not rely on or burden Federal universal

service support mechanisms."
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Some states have established their own supplemental universal service funds.s

However, rTCr understands that existing state mechanisms have been subjected to

political attacks and legislative "reform" proposals that have raised questions regarding

their future sufficiency and, perhaps, future existence. ITcr hopes that this opposition

and uncertainty will be resolved, and that all states containing high-cost rural and insular

areas act to establish or strengthen their own specific, predictable and sufficient State

universal service programs.

However, Section 254 of the Communications Act limits state commission

authority over universal service mechanisms to State mechanisms, and gives the

Commission sole decision-making authority over Federal universal service rules and

mechanisms. Section 254(a)(I) provides for limited state input by assigning to the

federal and state members of the Joint Board the task of recommending to the

Commission, from time to time, changes to Federal universal service regulations and

programs. But Section 254(a)(2) expressly reserves to the Commission the ultimate and

exclusive authority to establish and implement Federal universal service rules and

mechanisms. Section 254(d) reiterates the Commission's sole responsibility for

establishing specific, predictable, and sufficient federal mechanisms to preserve and

advance universal service.

ITcr recognizes that Section 2l4(e) gIves state commissions the authority, in

many instances, to designate common carriers as ETCs eligible to receive Federal and

State universal service support. However, this Section 2l4(e) delegation is limited solely

to ETC designations, and does not include any explicit or implicit authority over the

5 With the exception of a relatively limited state mechanism in Wisconsin, the states in which ITCI's clients
are located have not yet established their own supplemental universal service mechanisms.
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establishment, implementation or administration of the Federal universal servIce

mechanisms themselves.

During the almost ten years since the enactment of the Telecommunications Act

of 1996, there has been no serious question or dispute that Congress gave the

Commission sole authority over the establishment and operation of Federal universal

service mechanisms. In fact, in its November 1998 Second Recommended Decision in

CC Docket 96-45,6 the Joint Board itself rejected proposals for use of state block grants

for several reasons, including the absence of any affirmative evidence in the 1996 Act or

its legislative history that Congress intended such a fundamental shift from direct

Commission distribution to state mechanisms. All decision-making authority over the

Federal universal service program and mechanisms has been exercised by the

Commission, while only "exclusively administrative" functions (such as billing

contributors, collecting contributions, and disbursing funds) have been delegated to and

performed by the Universal Service Administrative Company ("USAC") pursuant to the

Commission's regulations and instructions.7

In United States Telephone Association v. FCC, 359 F3d 554, 565-68 (D.C. Cit.

2004) ("USTA decision") the U.S. Court of Appeals for the D.C. Circuit held that the

Commission and other federal agencies may not sub-delegate their decision-making

authority to outside entities (private or sovereign), absent affirmative evidence of

statutory authority to do so. The court voided sub-delegations by the Commission to

6 Second Recommended Decision, CC Docket No. 96-45, 13 FCC Rcd 24744, 24767 (1998).
7 See Third Report and Order in CC Docket No. 97-21, Fourth Order on Reconsideration in CC Docket No.
97-21, and Eighth Order on Reconsideration in CC Docket No. 96-45, 13 FCC Rcd 25058 (1998), at par. 16;
47 C.F.R. Sec. 54.702(b).
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state commissions of certain determinations under Section 251 (d)(2) regarding the

availability of unbundled network elements ("UNEs"). It found that delegations of

authority to the states elsewhere in Section 252 to arbitrate and approve agreements

(which may include provisions for UNE arrangements) did not infer or authorize a state

role under Section 251(d)(2) to determine what UNEs must be made available. The

Commission's sub-delegation of its Section 25l(d)(2) UNE authority to the states was

vacated on the principle that "the general conferral of regulatory authority does not

empower an agency to sub-delegate to outside parties." Id. at 568.

The USTA decision explained that sub-delegations of authority to state

commissions and other outside parties may blur lines of responsibility and accountability,

thereby undermining an important check on government decision-making. Id. at 565.

The court also noted that such sub-delegations increase the risk that some state

commissions and other outside parties will not share the Commission's national vision

and perspective. Id. at 565-66.

The holding and rationale of the USTA decision apply equally to Section 254, and

preclude the Commission from sub-delegating determinations regarding the distribution

of Federal universal service support to state commissions. Sections 254(a) and 254(d)

give the Commission sole jurisdiction over Federal universal service mechanisms.

Whereas Sections 2l4(e) and 254(f) provide for a state role in ETC designations and

supplemental state universal service programs, they give state commissions absolutely no

decision-making authority over Federal universal service mechanisms (and particularly

the allocation and distribution of Federal support by such mechanisms). In other words,

nothing in Section 254 gives the Commission any explicit or implicit authority to sub-
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delegate to state commissions any decision-making authority over Federal universal

service mechanisms. Therefore, because they would be voided by the courts under

established administrative law principles and precedents, the proposed block grant and

state allocation/distribution mechanism alternatives should be rejected.

Moreover, these administrative law prohibitions cannot be avoided or eliminated

by potential future Congressional amendments of Section 254. The U.S. Supreme Court

has held that the constitutional system of dual sovereignty embodied in the Tenth

Amendment precludes the Federal Government from compelling the States to enact or

administer federal regulatory programs like the Federal universal service program. New

York v. United States, 505 U.S. 144 (1992). This prohibition encompasses Congress as

well as subordinate federal agencies such as the Commission. And the prohibition is

effective even if state officials consent to or support a particular federal program. Justice

O'Connor, writing for the Court, specifically held that state officials cannot ratify or

consent to actions or directives of the Federal Government that exceed the federal powers

enumerated in the Constitution. [d. at 182.

Subsequently, in Printz v. United States, 521 U.S. 898 (1997), the Supreme Court

clarified that this Tenth Amendment prohibition was applicable to State officers or

officers of State political subdivisions as well as to the States themselves, and to

ministerial actions as well as to policy making. Justice Scalia, writing for the Court, held

that Congress cannot circumvent the New York v. United States prohibition against

compelling the States to enact, administer or enforce a federal regulatory program by

conscripting the State's officers. He stated that it "matters not whether policymaking is

involved, and no case-by-case weighing of the burdens or benefits is necessary; such
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commands are fundamentally incompatible with our constitutional system of dual

sovereignty." Id. at 935.

In sum, even if they had no operational defects, the proposed block grant and state

allocation/distribution mechanisms do not constitute a viable or feasible alternative for

adjustment of Federal high cost mechanisms. Not only do well-settled administrative law

principles and precedent prohibit the sub-delegation of Commission decision-making

authority to states and other outside parties, but also the dual sovereignty principles of the
,

Tenth Amendment prohibit the Federal government from requiring the states and state

officials to administer Federal regulatory programs. The Joint Board and Commission

need to focus upon alternatives that retain the mandated exclusive Commission authority

over Federal universal service mechanisms.

III

Block Grants and State AllocationlDistribution Mechanisms
Will Deter Rural Investment and Increase Administrative Costs

The goals of Federal universal service reform should include: (1) continuation of

the success of the High Cost Fund program in encouraging and enabling investment in

essential rural telecommunications infrastructure; (2) minimization of the costs and

complexities of administering the Federal universal service mechanisms; and (3) control

of the growth of Federal universal service mechanisms without rendering them

insufficient. The proposed block grants and state allocation/distribution mechanisms will

have substantial adverse impacts upon investment incentives, fund administration, and

the sufficiency of Federal support. Moreover, there are far more effective ways to control

the size and growth of the universal service program.
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A. Block Grants and State AllocationsIDistributions Will Discourage Investment

The predominant objective of the Telecommunications Act of 1996, as well as its

Section 254 universal service provision, was to encourage private sector investment in

telecommunications networks. The Conference Report for the 1996 Act declared that the

Act was "designed to accelerate rapidly private sector deployment of advanced

telecommunications and information technologies and services to all Americans." 142

Congo Rec. H1078 (January 31, 1996). Throughout urban and suburban areas, the 1996

Act encouraged such private sector investment by reducing regulation and by promoting

competition among entities in the converging local telephone, long distance telephone,

cable television and computer industries. However, recognizing that competition might

not develop in certain rural areas, Congress added the universal service provisions of

Section 254 as a "safety net" to encourage the desired telecommunications investment in

areas where incentives were weak due to high costs, low revenue potential, limited

customers, and uncertain cost recovery.

To date, federal high cost mechanisms have been very effective in providing cost

recovery sufficient to enable ITCI clients and other rural telephone companies to invest in

critical rural telecommunications infrastructure. These investments have permitted small

rural carriers to offer their customers high quality and affordable services reasonably

comparable to those available in urban areas. They have enabled the residents and

businesses of numerous rural communities to participate in the economic, political, social

and public safety affairs of the nation. Moreover, they have created the jobs and

economic opportunities needed by rural communities to retain their young families, their
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children, their schools and their lifestyles, as well as to attract new residents and

businesses.

Block grants and multiple new state allocation/distribution mechanisms pose a

grave threat to the success of the Federal universal service program. First, the very shift

from a uniform, national distribution mechanism to fifty or so separate state distribution

mechanisms will, by itself, greatly increase the uncertainty of cost recovery and thereby

reduce investment incentives. Some state commissions have a record of enabling rural

carriers to make reasonable and prudent investments in their rural service areas; other

state commissions have had little or no previous responsibility or experience in regulating

rural carriers; and yet other state commissions have been perceived as more interested in

larger wireline and wireless carriers and/or less interested in small rural carriers.

Particularly in the latter two instances, many small rural carriers that rely upon Federal

support to recover substantial portions of their investment costs will no longer be certain

of the availability and sufficiency of such support during the projected useful lives of

their contemplated new facilities and upgrades, and will be reluctant or unable to make

such investments. Moreover, this increased uncertainty will drive away potential

investors and lenders and/or drive up the costs of investment capital.8 At the very

minimum, the prospect of fifty or so different state distribution mechanisms will delay or

curtail potential rural infrastructure investment projects unless and until small rural

, During recent years, some ITCI clients have noted increased reluctance by the Rural Utilities Service
("RUS"), the Rural Telecommunications Finance Cooperative ("RTFC"), CoBank, and local banks to
discuss loans for infrastructure additions and upgrades. In addition, where loan negotiations have taken
place, the proposed terms, conditions and interest rates for such loans have become more onerous. lTCI
believes that these changes are due, in major part, to uncertainty regarding the ability of rural carriers to
repay such loans, and that such increased uncertainty has resulted primarily from the various pending
proposals for "bill and keep" and universal service "refonn."
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carrIers obtain reliable assurance that they will receive sufficient Federal high cost

support from their state commissions.

The establishment of Commission "guidelines" for state commission allocation

and distribution of Federal support will not significantly alleviate this increased

uncertainty. The state proposals assume or require that state commissions will have

significant discretion to make their own allocations and distributions of Federal support

on the basis of their evaluations of local needs, economics and politics. In those cases,

any Commission guidelines could be only general guidelines like the Commission's non

mandatory ETC guidelines, and state commissions would be free to interpret, follow or

disregard them pretty much as they wished. Unfortunately, the more discretion that state

commissions have to distribute Federal support (particularly as statewide average costs

and block grants change), the more uncertainty small rural carriers and their

investors/lenders will have regarding recovery of their investment costs. On the other

hand, if the Commission were to adopt very specific guidelines that would increase

certainty and limit the distribution discretion and options of state commissions, the more

efficient approach would be to retain the existing Commission-administered mechanisms

and avoid the expense and effort of establishing and implementing block grants and

multiple state distribution mechanisms.

The proposed use of five-year block grants and/or five-year state allocation and

distribution plans also will not reduce uncertainty to the extent necessary to encourage

investment.9 Fiber and other transmission line investments have useful lives and cost

9 SAM proposal, p. 5.
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recovery periods considerably longer than five years -- generally, fifteen to thirty

years. Whereas a five-year plan represents a substantial commitment by a regulatory

agency, it unfortunately falls far short of the lengthy period necessary to recover the costs

of rural loop and other facility investments.

Block grants based upon statewide average costs will disrupt and reduce the

targeting of Federal universal service support to the small rural carriers that most need it,

particularly those serving high-cost areas of lower cost states. For example, assume that

Carrier A serves 1,500 access lines in a rural study area having costs that are 200 percent

of the national average, but is located in State X which has substantial urban centers that

bring its statewide costs below the national average or benchmark that determines the

availability and amount of state block grants. Under the existing system, Carrier A would

receive a substantial amount of Federal high cost support to help recover the high costs of

its own existing infrastructure and to enable it to make future upgrades. However,

because State X has statewide average costs below the national average or benchmark, it

may receive no block grants from which to distribute Federal high-cost support to Carrier

A and other small, but high-cost carriers. Likewise, if State X has statewide average

costs only a few percentage points above the threshold for receiving a block grant, its

block grant may not be large enough to distribute Federal support comparable to that

currently received by Carrier A and other small, high-cost carriers. In contrast, if State Y

has statewide average costs far above the national average, it might receive block grants

greater than necessary to provide sufficient support to the ETCs serving its high-cost

areas. Whereas the current Federal mechanisms certainly are not perfect, they are far
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superior to block grants based upon statewide average costs in terms of their capability to

target high-cost support to the actual high-cost areas where it is most needed.

It is not clear whether or how the Part II support proposed by the USERP plan, or

the supplemental state support referenced in the TSP plan,lO will resolve the foregoing

block grant and statewide averaging problems. The existing Federal mechanisms target

all high cost service areas whether they are located in states with high, moderate or low

statewide average costs. Whereas states are free to establish their own supplemental

universal service mechanisms, it does not appear that the proposed Part II mechanism

would encourage investment and recover costs in high-cost areas within lower-cost states

more efficiently and less expensively than the present Federal mechanisms. Rather, the

Part II mechanism appears to require complex and expensive proceedings to allocate

costs to multiple UNE zones, to impute support within such zones, to calculate and

compare contribution levels, and to determine how much Part II support will be provided

and to whom it will be distributed.

ITCI notes that the increased expenses of state commission allocation and

distribution of block grants, as well as the increased expenses incurred by rural carriers to

participate in the state proceedings, will reduce the net amount of Federal support

available for recovery of investment costs. The state proposals do not indicate clearly

whether the costs of maintaining 50 or so separate state distribution mechanisms will be

funded by general state tax revenues or whether they will be deducted from the Federal

block grants. In the latter case, the Federal dollars actually distributed to carriers for cost

10 USERP plan, at p. 23; TSP plan, at p. 11.
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recovery will decrease. Likewise, rural carriers will incur substantial expenses to

participate in the various state commission allocation and distribution proceedings, and

will consequently have less net Federal support available for investment and cost

recovery.

Finally, the state proposals appear designed, at least in part, to distribute

substantially more Federal universal support to the Regional Bell Operating Companies

("RBOCs") and other large carriers. Whereas some rural exchanges served by large

carriers may have below-average telecommunications service and/or infrastructure, this is

not because the large carriers lack the funds for upgrades of their rural exchanges.

Rather, most large carriers are publicly traded, and have obligations to their shareholders

to invest their capital in projects that will maximize their profits, stock prices and

dividends. Unfortunately, the most attractive and productive investments generally do

not include substantial upgrades of their rural exchanges.

In the past, state service quality requirements have been successful in prodding

some large carriers to upgrade their rural exchanges, or to sell them to smaller carriers

who would. If the state members desire to improve service in rural exchanges served by

larger carriers, the most effective tactic would be to revise or increase their state

minimum service quality requirements for all wireline and wireless carriers.

In contrast, providing millions of dollars of additional Federal universal service

support to large, multi-billion dollar carriers is not likely to change their investment

priorities or behavior. Many state commissions no longer have significant authority over

the rates or costs of the RBOCs and other price cap carriers. They generally lack

sufficient tools and resources to detemline whether such price cap carriers have invested
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Federal universal service support for the purposes intended, or to force them to do so if

they can prove that such investments have not been made.

In sum, the proposed block grants and state-by-state allocations/distributions will

discourage investment in critical rural telecommunications infrastructure. They will

disrupt and decrease the certainty of cost recovery needed to enable small rural carriers

and their investors and lenders to make infrastructure investments. By using statewide

average costs, they will create arbitrary winners and losers, and reduce the targeting of

Federal support to the high-cost areas and small rural carriers that need it the most.

Finally, they will distribute substantially more Federal high cost support to larger carriers

that do not need it and that are less likely to use it to upgrade their rural exchanges.

B. Multiple State Mechanisms Will Significantly Increase the
Complexity and Expense of Universal Service Administration

Fifty or so separate state allocation/distribution mechanisms will substantially

increase the complexity and cost of administering the Federal universal service program.

In many states, legislation will need to be drafted, debated, enacted and signed to

authorize the state commission to seek, accept, allocate and distribute the Federal block

grants. At minimum, state commissions will have to conduct rulemakings to adopt .the

regulations and procedures needed to: (a) implement new state legislation; (b) specify,

collect and verify the cost data necessary to calculate statewide average costs; (c) submit

and substantiate statewide average cost data to the Commission or other entity authorized

to allocate Federal block grants; (d) participate in the Federal proceedings that allocate

block grants to the various states, plus associated reconsiderations or appeals; (e) specify,

collect and verify the data needed to determine how much of each Federal block grant to

distribute to each ETC in the state; (f) conduct the proceedings and issue the orders
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distributing Federal block grants to various ETCs; (g) conduct and/or participate in

reconsideration or appeal proceedings for ETCs dissatisfied with the amounts of their

distributions; (h) specifY, collect and verifY the data necessary to calculate and distribute

any supplemental Part II or state support; and (i) conduct the proceedings and issue the

orders or documents necessary to obtain or collect supplemental Part II or state support

and distribute it to the various ETCs, plus any resulting reconsideration or appeal

proceedings. After completing the initial rulemakings (and possibly some later

rulemakings to modify the initial regulations and procedures), the various state

commissions will have to conduct the various block grant, allocation and distribution

proceedings on an annual or other recurring basis. Although the contemplated

proceedings are not described in detail in the state proposals, it appears that the block

grant distribution and supplemental Part II support determination proceedings may be

very similar to rate cases, albeit with multiple wireline and/or wireless carriers competing

to justifY their revenue requirements and desired amounts of Federal support.

Once the state commissions complete the proceedings necessary to determine how

much support is to be distributed for the period to each ETC, they will need to instruct the

Universal Service Administrative Company ("USAC") to make the distributions. USAC

will need to increase its staff and expenses significantly in order to keep abreast of,

understand and implement the distribution regulations and determinations of as many as

fifty separate states. USAC will also encounter substantial planning and timing problems

when it is forced to wait for multiple state commission rulings before it can plan and

make distributions of support to ETCs, and then forced to work its staff overtime to catch

up when (inevitably) some of these state rulings arrive late during a distribution period.
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Finally, the Commission itself will have numerous new tasks, which may be

comparable to or greater than its current administrative responsibilities for the Federal

high-cost mechanism. The Commission will have to adopt and implement block grant

calculation and allocation rules and procedures, and some sort of general or specific

"guidelines" for state distribution of such grants. If certain states decline to adopt

appropriate distribution plans, the Conunission will be required to design and implement

the plans for those states. The Commission will also be required to review the

compliance of state plans with Section 254 and its "guidelines." Finally, either the

Commission or the courts will be required to address petitions or appeals by ETCs

claiming errors, flaws and/or irregularities in state plans and distributions.

Fifty separate state distribution mechanisms will not achieve the economies of

scale of the existing Commission program. The absence of such economies of scale

means that the proposed multiple state distribution mechanisms and proceedings (as well

as the additional Commission and USAC oversight and administrative obligations) will

cost far more to administer than the existing Commission/USAC system. For example,

the training, new employees and man-hours needed to conduct multiple state commission

rulemakings to adopt the various state allocation/distribution mechanisms will impose

substantial and urmecessary new costs upon state taxpayers (or upon universal service

contributors or recipients if such costs are recovered from block grants). And these initial

rulemaking costs will be only a small fraction of the recurring costs necessary to conduct

periodic distribution proceedings in multiple states, particularly if they take the form of

rate cases.
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The Commission is reviewing USAC's procedures and performance in another

proceeding in this CC Docket No. 96-45. ITCI believes that, whatever problems and

inefficiencies (if any) are found with respect to the existing nationwide mechanism, they

will be small compared to those that will be encountered if the existing system is

scrapped in favor of fifty or so separate state mechanisms. It makes no sense to try to

control the size and growth of the Federal mechanism by increasing significantly the

costs and complexities of administering and participating in it.

C. Block Grants and State Allocation/Distribution Mechanisms Are Not the
Best Way to Reduce the Size or Growth of the Universal Service Program

The most effective way to control the growth of the Federal high cost mechanisms

IS to stop transferring cost recovery from access charges and other intercarrier

compensation into the Federal universal service program. Since the passage of the 1996

Act, the Commission has transferred approximately $500.86 million in annual Long

Term Support ("LTS"), $426.72 million in annual Local Switching Support ("LSS"),

$650.00 million in annual Access Universal Service Fund support ("AUSF") and over

$372.34 million in annual Interstate Common Line Support ("ICLS") from interstate

access charges into the Federal High Cost Fund. Pending proposals in CC Docket No.

01-92 for replacement of substantial existing intercarrier compensation by a mandatory

"bill and keep" system could add another $1.0 or $2.0 billion of cost recovery to the

Federal High Cost Fund. Efficient investment and business planning requires

interexchange carriers to continue to pay, and wireless carriers and interconnected Voice

over Internet Protocol ("VoIP") carriers to begin to pay, reasonable intercarrier

compensation for their use of the lengthy and expensive "last mile" facilities of rural

telephone companies to originate and/or terminate their traffic.
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Another effective way to control the size and growth of the Federal mechanisms

is to allow ETCs to recover only their actual costs, and to limit such cost recovery to

reasonable and prudent costs. As the USERP plan accurately recognizes, wireline and

wireless networks have very different cost characteristicsY It is wasteful and inequitable

to calculate the Federal high cost support of wireless ETCs on the basis of the different

costs of incumbent rural telephone companies. Rather, the actual historical/embedded

costs of each ETC constitute the most accurate and equitable basis for calculating its

Federal universal service support.

The major argument against embedded costs is that they encourage inefficiency

and over-investment. This urban myth is untrue and unsubstantiated with respect to the

vast majority of rural telephone companiesY And even if inefficiency and over-

investment were actual and significant problems, they could be readily and effectively

addressed and controlled by audits that would disallow investments and investment costs

that were not reasonably and prudently made. Such audits would entail additional

expense, but would be far less costly and more efficient than the many new rulemakings

and state distribution proceedings necessary to implement the state proposals. lTCl

submits that the most effective and efficient approach would be to retain the present

uniform Federal mechanisms, and to conduct additional and improv~d audits to ensure

that supported investments and costs are reasonable and prudent.

II USERP plan, p. 26.
12 Most rural telephone companies are small businesses or cooperatives that do not have ready access to
capital markets or major commercial banks. Rather, they must invest efficiently and conservatively in
order to obtain financing from the very small circle of lenders that have shown willingness to finance them
- namely, RUS, RTFC, CoBank, and a few local banks. In addition, many rural telephone companies have
their investment plans and financing scrutinized by their boards of directors, and their investment costs
audited by the National Exchange Carrier Association ("NECA") and/or their state commissions.
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ITcr notes that the proposed "hold harmless" transition mechanisms in the state

proposals may create disruptions and unintended consequences. rf a hold harmless

adjustment like the "dollar-per-month-per-line" reduction proposed by the USERP planl3

is employed, the transition period would last for decades in some high-cost areas. On the

other hand, if the transition period from the existing Federal mechanisms to the state

allocation mechanisms is short, there will be substantial decreases in support received by

some rural carriers that will, in turn, produce rate shock, halt investment plans and

projects, and force consideration of bankruptcy and other reorganization options.

Finally, rTCr emphasizes that specificity, predictability and sufficiency constitute

the express and controlling goals of the Federal universal service mechanisms. State

proposals to freeze high cost support upon competitive entryl4 or at Second Quarter 2006

levelsl5 have no relation to the reasonable and prudent costs that need to be recovered,

but rather will reduce the size of the Federal program arbitrarily to insufficient levels.

Likewise, restricting Federal high cost support to a fixed percentage of "excess" (above-

average) costs will result in insufficient support where states decline to establish their

own supplemental state universal service funds. Rural telephone companies and their

lenders can not and will not invest in critical telecommunications infrastructure unless

they have reasonable expectations of recovering 100 percent oftheir investment costs.

13 USERP plan, p. 23.
14 TSP plan, p. 8.
15 SAM plan, p. 6.
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IV

Rate Benchmarking Is Unduly Complex and Unreliable

The state plans employ rate benchmarks to reduce Federal high cost support and

to impose some of the cost recovery burden upon local rates (which mayor may not

include Federal subscriber line charges ("SLCs,,».16 Although benchmarks may initially

appear reasonable, they contain inequities and complexities that preclude their use.

First, rural exchanges have significantly different calling scopes, both compared

with each other and compared with urban and suburban areas. Some rural residents may

be able to call only a hundred or so entities without paying toll charges, while others may

be able to call several thousand or more. In contrast, urban and suburban residents can

often reach hundreds of thousands or millions of phones within their metropolitan areas

without incurring toll charges. These widely differing local calling scopes render pure

local rate-to-local rate comparisons inherently inaccurate and misleading. Whereas some

rural residents may still pay monthly local service rates that appear low, their aggregate

monthly outlays for local service and long distance tolls may be equivalent to the

combined local service and long distance toll bills of urban residents with comparable

usage patterns. Hence, because local calling scopes and total local and toll service bills

are not properly taken into consideration, the imposition of local rate benchmarks can

force the subscribers of more sparsely populated rural exchanges to pay unreasonably

high local service rates with respect to the actual service they receive, or deprive the

small rural carriers that serve such exchanges of significant amounts of urgently needed

cost recovery.

16 SAM plan, pp. 4-5; TSP plan, pp. 10-11; HlP plan, p. 15; USERP plan, p. 22.
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Second, the significant teleconnnnnications industry trend toward the offering of

flat-rated and other bundled service packages makes the setting of local service rate

benchmarks very complex and subject to error. More and more carriers are offering

bnndled packages of local voice, long distance voice, data, Internet access and/or video

services at flat rates less than the total of their separate charges for the individual

services. A small, but increasing, number of carriers appears willing to abandon the

offering and pricing local voice services on an individual basis, and may start offering

local voice services on a bnndled basis only. To the extent that local voice services are

bnndled with other services, there is no clear-cut way to determine accurate and equitable

rate benchmarks for local voice services. Rather, such benchmarks increasingly will

become estranged from the actual pricing of local voice services, and will instead be used

as arbitrary devices to reduce Federal high cost support below sufficient levels.

Third, rate benchmarks introduce complexities and unintended consequences in

those portions of Rural America where competition may develop. If rate benchmarks set

the amonnt of cost recovery that a rural carrier must generate from its customers via local

service rates (or via local service rates and SLCs), will such rate benchmarks serve the

same role as tariffed charges in signaling or establishing "acceptable" rates among

competitors? Assuming that benchmarks would be established or approved by the

Connnission or state connnissions, will they remain unchanged and inflexible for long

periods after the services or costs upon which they were based become inapplicable? Or

will the Connnission and state connnissions be required to conduct frequent rulemakings

to update and revise national and/or regional benchmarks? Given that wireline and

wireless carriers have different cost characteristics, will they be subject to the same or
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different local rate benchmarks? In either case, how will such benchmarks affect pricing

and competition in rural areas where inter-modal competition develops?

In sum, rate benchmarks are presently very difficult and complex to calculate

accurately and equitably, and will become increasingly difficult and complex as bundling

and competition become more prevalent. They constitute another potential modification

to the present system that is ineffective and that should be rejected.

v.

Conclusion

Whereas adjustments are likely to be necessary to sustain Federal high-cost

universal service mechanisms, the proposed state block grants and multiple state

allocation/distribution mechanisms are not the appropriate means. First and foremost,

they will not pass judicial scrutiny because they violate established administrative law

prohibitions against Federal agency sub-delegation of decision-making authority to state

and other outside entities, as well as established Tenth Amendment prohibitions against

compelling States to administer Federal regulatory programs. Moreover, the multiple

state mechanisms will: (I) create uncertainty and disruptions that will discourage

investment in needed rural telecommunications infrastructure; (2) render universal

service administration far more expensive and complex that the existing national system;

and (3) cause universal service support to become insufficient for many small rural

carriers. There are several far more efficient and effective alternatives for controlling the

size and growth of the Federal high cost program.
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Likewise, the proposed use of rate benchmarking should be rejected. Benchmarks

are most likely to injure customers in the most sparsely populated rural service areas and

the small carriers that serve them. They are also extremely complex and difficult to

calculate and implement in an equitable and effective manner, and will become more so

as bnndled service packages and rural competition become more prevalent.

Respectfully submitted,
INTERSTATE TELCOM CONSULTING, INC.

By",
Gerard J. Duffy

Its Attorney

Blooston, Mordkofsky, Dickens,
Duffy & Prendergast

2120 L Street, NW (Suite 300)
Washington, DC 20037
Telephone: (202) 659-0830
Facsimile: (202) 828-5568
E-mail: gjd@bloostonlaw.com

Dated: September 30, 2005
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ACE TELEPHONE ASSOCIATION
ACE TELEPHONE COMPANY OF MICHIGAN
ALLIANCE COMMUNICATIONS COOPERATIVE, INC.
AMERY TELCOM INC.
AMHERST TELEPHONE COMPANY
ARROWHEAD COMMUNICATIONS CORP.
BAYLAND COMMUNICATIONS, INC. (CLEC)
BAYLAND TELEPHONE, INC.
BERGEN TELEPHONE COMPANY
BLOOMER TELEPHONE COMPANY
BORDERLAND COMMUNICATIONS, LLC
BRUCE TELEPHONE CO., INC.
CHIBARDUN TELEPHONE COOPERATIVE, INC.
CLEAR LAKE TELEPHONE COMPANY, INC.
COCHRANE COOPERATIVE TELEPHONE CO.
CTC TELCOM, INC.
DELAVAN TELEPHONE COMPANY
EAGLE VALLEY TELEPHONE COMPANY
FARMERS INDEPENDENT TELEPHONE COMPANY
FARMERS MUTUAL TELEPHONE CO. (OHIO)
FELTON TELEPHONE CO., INC.
GRANADA TELEPHONE COMPANY
HAGER TELECOM, INC.
HARMONY TELEPHONE COMPANY

HILLS TELEPHONE COMPANY
dba ALLIANCE COMMUNICATIONS

HILLSBORO TELEPHONE COMPANY, INC.
HOME TELEPHONE COMPANY
INDIANHEAD TELEPHONE COMPANY

LAKEFIELD COMMUNICATIONS, INC.
LAKEFIELD TELEPHONE COMPANY
LAVALLE TELEPHONE COOPERATIVE, INC.
LORETEL SYSTEMS, INC.
LOST NATION-ELWOOD TELEPHONE COMPANY
MABEL COOPERATIVE TELEPHONE COMPANY
MADELIA TELEPHONE COMPANY
MANAWA TELEPHONE CO., INC.
MINBURN TELECOMMUNICATIONS, INC.
MINBURN TELEPHONE COMPANY
MINNESOTA VALLEY TELEPHONE CO., INC.
NEW ULM TELECOM, INC.
NIAGARA TELEPHONE COMPANY
PINE ISLAND TELEPHONE COMPANY
RICHLAND-GRANT TELEPHONE COOP., INC.
SHARON TELEPHONE COMPANY
SHARON TELEPHONE COMPANY (CLEC)
SLEEPY EYE TELEPHONE COMPANY
SOMERSET TELEPHONE COMPANY, INC.
SPLIT ROCK PROPERTIES

dba ALLIANCE COMMUNICATIONS
SPRING GROVE COOPERATIVE TELEPHONE CO.
STATE LONG DISTANCE TELEPHONE COMPANY
TECH-COM, INC.
THE MOSINEE TELEPHONE COMPANY
TRI-COUNTY TELEPHONE COOPERATIVE, INC.
VERNON TELEPHONE COOPERATIVE, INC.
WINTHROP TELEPHONE COMPANY
WITIENBERG TELEPHONE COMPANY
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