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SUMMARY 

 The Telecommunications Act of 1996 (the “1996 Act”) has as fundamental goals 

the introduction of competition to the telecommunications marketplace and preservation 

of universal service.  To implement Congress’s vision, the Commission should adopt 

clear and measurable definitions of key statutory terms, and should apply these 

definitions in a way that ensures that support is narrowly targeted to meet universal 

service goals.  Ten years after passage of the Act, the Commission has still not resolved 

these threshold issues despite repeated attempts.  It is time for a new approach, one that 

recognizes the fundamental role of competition in a successful universal service policy, 

limits unnecessary support, and grounds universal service policy in empirical evidence 

undistorted by state regulatory choices. 

 Because the cost of universal support is ultimately borne by consumers, the 

Commission should define sufficient support as the minimum amount of support 

necessary to achieve universal service goals.  The Commission should also make clear 

that universal service subsidies should only support the services designated in Section 

254(c). 

 To define affordability, the Commission should consider rates in conjunction with 

subscribership. Looking at these measures, telephone service today is affordable, 

particularly for consumers in those income groups that are not eligible for additional low-

income support.  Against this backdrop, any increase in support that is not narrowly 

targeted to benefit the lowest-income households would unnecessarily burden the 

Universal Service Fund. 
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The Commission’s efforts to define “reasonably comparable” have suffered from 

a failure to rely on comprehensive rate data, an unwillingness to adjust for state 

regulatory policies, and reluctance to allow competition to perform the rate 

rationalization required by the Act.  Moving forward, the Commission should first collect 

the data necessary to accurately compare rural and urban rates, and should then evaluate 

the effect of state policies on reported rates.  Only after adjusting for these state policies 

can the Commission fairly evaluate the true comparability (or disparity) of existing rates.  

In the interim, the Commission should protect rural consumers from rate disparities by 

subsidizing rural rates that exceed the highest urban rate, and address rate disparities by 

removing barriers to competition. 

Finally, the Commission should not adopt a new embedded cost mechanism to 

provide support to the Puerto Rico Telephone Company (“PRTC”) that is distinct from 

the otherwise applicable revised non-rural carrier mechanism.  Instead, and as it has in 

similar contexts, the Commission can address any need for additional support in Puerto 

Rico through increased Lifeline and Link Up support. 
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I. INTRODUCTION 

The Telecommunications Act of 1996 (the “1996 Act”) has as fundamental goals 

the introduction of competition to the telecommunications marketplace and preservation 

of universal service.1  As explained by the Senate Commerce Committee, these goals are 

mutually reinforcing, with competition and innovation critical to ensuring that universal 

service goals will be met, over time, at the lowest overall cost to society: 

Competition and new technologies will greatly reduce the actual cost of providing 
universal service over time, thus reducing or eliminating the need for universal 
service support mechanisms as actual costs drop to a level that is at or below the 
affordable rate for such service in an area.2 
 

The Fifth Circuit has likewise explained that in the wake of the ’96 Act, “[t]he FCC must 

see to it that both universal service and local competition are realized; one cannot be 

sacrificed in favor of the other.”3 

                                                 
1 Qwest Communications Int’l Inc. v. FCC, 398 F. 3d 1222, 1226 (10th Cir. 2000) 

(“Qwest II”). 
2 Telecommunications Competition, S. Rep. No. 104-23 at 26 (1995). 
3 Alenco Communications, Inc. v. FCC, 201 F.3d 608, 615 (5th Cir. 2000) (“Alenco”). 
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 To implement Congress’s vision, the Commission should adopt clear and 

measurable definitions of key statutory terms, and should apply these definitions in a way 

that ensures that support is narrowly targeted to meet universal service goals.  Ten years 

after passage of the Act, the Commission has still not resolved these threshold issues 

despite repeated attempts.  It is time for a new approach, one that recognizes the 

fundamental role of competition in a successful universal service policy, limits 

unnecessary support, and grounds universal service policy in empirical evidence 

undistorted by state regulatory choices. 

 Because the cost of universal support is ultimately borne by consumers, the 

Commission should be careful to ensure that its definition of sufficient support does not 

allow for unnecessary subsidies.  Defining sufficient support as the minimum amount of 

support necessary to achieve universal service goals will treat all consumers equitably 

and avoid reducing the affordability of telecommunications services for unsubsidized 

consumers.  In addition to satisfying the statutory mandates that rates be “just, 

reasonable, and affordable,”4 this approach will minimize the anticompetitive effects of 

subsidies that are available to a limited set of carriers, as well as permit the market to 

work to drive down costs for all consumers. 

The Commission should also make clear that universal service subsidies should 

only support the services designated in Section 254(c).  Permitting some providers to use 

universal service dollars to construct a broadband capable network to compete with 

unsubsidized providers is profoundly anticompetitive, and destroys market incentives for 

deployment of advanced services in rural and remote areas.  This practice also violates 

                                                 
4 47 U.S.C. § 254(b). 
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Section 254(k), which prohibits subsidization of competitive services by noncompetitive 

services. 

Affordability is a touchstone of universal service, and the Commission must 

define “affordable” in order to determine if universal service support is sufficient.  Rates 

alone do not reveal whether service is affordable; instead, the Commission must consider 

rates in conjunction with subscribership.  Looking at these measures, telephone service 

today is affordable, particularly for consumers in those income groups that are not 

eligible for additional low-income support.  Against this backdrop, any increase in 

support that is not narrowly targeted to benefit the lowest-income households would 

unnecessarily burden the Universal Service Fund. 

The Commission’s efforts to define “reasonably comparable” have suffered from 

a failure to rely on comprehensive rate data, an unwillingness to consider the impact of 

state ratesetting policies, and reluctance to allow competition to perform the rate 

rationalization required by the Act.  Moving forward, the Commission should first collect 

the data necessary to accurately compare rural and urban rates, and should then evaluate 

the effect of state policies on reported rates.  Only after adjusting the collected data to 

erase rate variations that result from state regulatory choices can the Commission fairly 

evaluate the true comparability (or disparity) of existing rates. 

In the interim, the Commission should protect rural consumers from rate 

disparities by subsidizing rural rates that exceed the highest urban rate, and address rate 

disparities by removing barriers to competition.  This approach will not impair the 

affordability of rural rates, and will not force urban consumers to bear the cost of rural 

rates that are lower than the rates in major metropolitan areas.  And allowing below-
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benchmark rates to rise will encourage the emergence of unsubsidized competitive 

substitutes, disciplining the growth of the Fund to the benefit of all consumers. 

Finally, the Commission should not adopt a new embedded cost mechanism to 

provide support to the Puerto Rico Telephone Company (“PRTC”) that is distinct from 

the otherwise applicable revised non-rural carrier mechanism.  As the Commission has 

previously found, embedded cost mechanisms subsidize inefficient carriers at the expense 

of efficient carriers, and the Commission should be reluctant to expand reliance on an 

inherently inefficient mechanism when the Fund is already under strain.  Instead, and as it 

has in similar contexts, the Commission can address any need for additional support in 

Puerto Rico through increased Lifeline and Link Up support.  These more narrowly 

tailored solutions can increase affordability for truly needy consumers without 

unnecessarily increasing demand on the fund. 

II. CONSUMERS IN ALL MARKETS BENEFIT WHEN BARRIERS TO 
COMPETITION FALL. 

Particularly in rural areas, universal service is often said to be inconsistent with 

competition.  General Communication’s Inc.’s (“GCI’s”) experience disproves this self-

serving fiction, showing that even in the most remote areas of the Alaskan bush, 

competition powerfully serves the goals of Section 254.  GCI distinguishes itself from its 

competitors by offering its customers lower prices, more choices, and better service.  It 

makes this effort not only in Alaska’s urban center (which is small by national standards), 

but also in outlying communities, many of which are far below the size threshold 

assumed necessary for competition.  As GCI has entered markets throughout Alaska, its 

competitors have responded by improving their own offerings, and consumers throughout 

Alaska have benefited.   
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GCI is a diversified telecommunications company that offers competitive local 

telephone service – along with long distance, cable, and high speed and dial-up Internet 

access services – to customers in Anchorage, Fairbanks, and Juneau.  In the areas in 

which GCI offers local service to date, the ILECs are ACS of Anchorage, Inc., and ACS 

of Fairbanks, Inc. (collectively, along with ACS of the Northland, Inc., which is the ILEC 

in the Northland region, where GCI recently received approval to offer local service, 

“ACS”).5  GCI – over the fierce opposition of Alaska’s rural ILECs – has also recently 

been certified to serve many other, more rural communities, including Seward, Bethel, 

Nome, Kenai, Ketchikan and Wrangell.6  In those geographic markets it already serves, 

GCI serves both the business and residential product markets, and has been designated an 

Eligible Telecommunications Carrier (“ETC”) by the Regulatory Commission of Alaska 

(“RCA”).  GCI plans to serve all customers in the recently certified rural communities.   

GCI competes head-to-head with ACS, offering services of the same or better 

quality.  Rather than offering a limited number of products that merely complement 

ACS’s services (e.g., wireless service or high-speed Internet access), GCI provides a full 

range of services – including long distance and local telephone service, fixed line and 

wireless telephone service, and Internet access at a variety of speeds – that fulfill all of its 

customers’ telecommunications needs.  GCI’s entry thus provides consumers with the 

                                                 
5 ACS is a rate-of-return ILEC.  It also is designated as a “rural telephone company” 

pursuant to 47 U.S.C. § 153(37) with respect to all of its operations other than 
Anchorage.  If all of ACS’s study areas in Alaska were consolidated, however, ACS 
would not meet the definition of a rural telephone company in 47 U.S.C. § 153(37). 

6 GCI has been approved to provide service to more than 70 rural communities across 
Alaska.  RCA Docket No. U-05-004, Order 4 (Dec. 9, 2005) & Order 6 (Feb. 2, 
2006). 
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type of choice envisioned by the 1996 Act, and has delivered lower prices, better service 

packages, and advanced services to both rural and non-rural markets. 

Since 1997, when GCI entered the competitive local exchange business in 

Anchorage (Alaska’s only “non-rural” market), consumers in Anchorage alone have 

saved tens of millions of dollars as a result of reduced local rates.  In November 2001, 

when ACS persuaded the RCA to grant it both a retail rate and a UNE price increase in 

Anchorage, GCI held the line and did not increase its retail rates.  Consumers, in turn, 

voted with their pocketbooks, showing overwhelming support for competition:  GCI now 

serves close to 50 percent of Anchorage residential and business customers. 

GCI also designed and offered packages and services that were not previously 

available to customers.  For example, upon entry, GCI offered a Value Package for 

residential customers in Anchorage, saving them more than 40 percent compared to the 

incumbent’s rates for basic local service and the most frequently used calling features 

(Caller ID and Call Waiting).  GCI also made offerings including features that ACS (and 

its predecessor ATU) had, but did not actively market, including Selective Call 

Forwarding, Selective Call Acceptance, Selective Call Rejection, and Selective Distinct 

Alert. 

Business customers also benefited from these and other innovations.  For 

example, GCI introduced digital projects such as Flexible Digital Subscriber Services.  

This service allows business customers to order fractional T-1 service, permitting the 

customer to increase or decrease the number of channels to respond to seasonal traffic 

demand without any additional charge twice each year.  GCI also offered a new product 
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called Fast Track Primary Rate ISDN, an affordable and scalable ISDN product for small 

businesses. 

In Fairbanks, the second largest city in Alaska, and Juneau, the state capitol, 

GCI’s competitive entry has also brought significant customer benefits.  Today, GCI has 

earned more than 30 percent of the Fairbanks and Juneau markets.  Importantly, even 

those customers who remain with ACS have benefited, because competitive pressure 

forces ACS to meet GCI’s competitive offerings.  Notably, in geographic areas where 

GCI does not compete with ACS, ACS has not made similar efforts – failing, for 

example, to offer the same types of bundled services that it makes available in 

Anchorage.7 

The impending threat of GCI’s market entry is having similar effects even in 

more remote areas of Alaska where GCI has just been authorized to provide service.8  In 

Nome, for example, where GCI recently acquired existing cable plant and began offering 

high-speed Internet access through cable modems, the Arctic Slope Telephone 

Association Cooperative began offering its own high-speed Internet service.  The 

Matanuska Telephone Association and the Ketchikan Public Utility have likewise 

responded to GCI’s anticipated market entry in their service areas by upgrading their 

traditional telecommunications networks to provide video services.   

GCI provides advanced services to many of the most remote locations in Alaska, 

using various platforms as necessary to expand the reach of its services.  GCI’s 

broadband cable modem service is available to approximately 80 percent of Alaskan 

                                                 
7 See Exhibit 1 (showing ACS bundle availability in areas with and without GCI 

competition).  
8 GCI’s local service certificate was amended to include Nome on February 6, 2006.  

RCA Docket No. U-05-046 Order 6 (Feb. 2, 2006). 
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homes.9  In more remote areas, GCI offers high-speed Internet service using broadband 

platforms integrating cable, satellite, and wireless technologies.10  GCI now offers high-

speed wireless Internet services at affordable prices to 121 villages, and serves 18 more 

villages by partnering with other providers and using wireless or DSL.  As a result of 

GCI’s efforts, advanced services are now available in some of the smallest and most 

remote villages in Alaska.  For example, GCI provides broadband service to Akutan, a 

village located on Akutan Island in the eastern Aleutians with a population of 713.  Over 

fifty percent of the households in Akutan subscribe to GCI’s high-speed Internet 

offering.11   This extraordinary response illustrates the importance of GCI’s service to its 

most isolated customers. 

Absent competition, Alaska consumers would not enjoy any of the benefits 

described above.  And competition has only been possible where regulatory barriers did 

not prevent private investment in response to consumer demand.12  The GCI experience 

in Alaska therefore proves that the competitive process, not regulatory fiat, is the best 

means to ensure the delivery of universal service at minimum cost to all consumers.  

Among the many benefits of competition is its ability to constantly motivate carriers to 

reduce their operating costs over time, and thereby limit the total amount of universal 

service support that is required to ensure the delivery of high quality services at 

                                                 
9  Demand for GCI’s cable modem services grew dramatically after GCI deployed its 

own fiber optic cable to the lower 48 states in 1999, providing Alaskans with a critical 
communications link to the rest of the nation. 

10 See Exhibit 2 (showing GCI WISP sites).  GCI also integrates DSL into its operations 
in the Kotzebue region, where it has a unique relationship with the local incumbent 
that has led to broadband access throughout the region. 

11  In addition, GCI provides high-speed Internet service to 285 rural schools, five 
regional health organizations, and 70 clinics throughout Alaska. 

12 GCI has deployed advanced services in many communities where regulatory barriers 
limit its ability to offer local telecommunications service. 

8 



affordable rates.  This provides an antidote to traditional rate-of-return (“ROR”) 

regulation that, contrary to universal service goals, encourages rural ILECs to engage in 

inefficient production and withhold innovation.13   Indeed, GCI’s ability to compete with 

ACS and other incumbents on factors such as price and innovation provides these carriers 

the incentives necessary to reduce costs and improve service.  As a result, Alaska 

consumers pay lower retail rates for supported universal services and enjoy innovative 

new services and packages.  This result – lower prices and wider availability of advanced 

services – directly serves the universal service goals enumerated in Section 254.    

III. THE COMMISSION SHOULD ADOPT SPECIFIC AND MEASURABLE 
DEFINITIONS OF STATUTORY TERMS. 

As the Tenth Circuit has explained, the Act requires the Commission to design the 

high cost program to ensure universal service support is “sufficient” and that rural rates 

are “reasonably comparable” to the rates in non-high cost urban areas.14  In defining what 

support is sufficient, the Commission must also take into account the statutory principle 

of “affordability.”15  Furthermore, as the Commission has long held, and as has been 

accepted by all courts of appeals to consider the issue, sufficiency of support includes the 

principle that support should not be excessive.16  Accordingly, the definitions of both 

“affordability” and “reasonable comparability” are critical to the definition of sufficient, 

as the Commission cannot determine the amount of necessary, but not excessive, high 

                                                 
13  See David E. M. Sappington “Harnessing Competitive Forces to Foster Economical 

Universal Service” at 11 (originally filed in CC Docket No. 96-45 attached to the 
letter of Tina M. Pidgeon, Vice President, Federal Regulatory Affairs, GCI, to 
Marlene H. Dortch, Secretary, FCC (Dec. 19, 2003)) (“Sappington”) (attached as 
Exhibit 3). 

14  Qwest II, 398 F.3d at 1233-37. 
15 Id. 
16 See Texas Office of Public Utility Counsel vs. FCC, 183 F. 3d 393 (5th Cir. 1999) 

(“TOPUC”); Alenco, 201 F.3d 608; Qwest II, 398 F.3d 1222. 
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cost support, or even whether high cost support is necessary in a given area, without 

defining these key statutory terms. 

The Commission must also specifically and measurably define “affordability,” 

“reasonable comparability” and “sufficiency” in order to be able properly to manage the 

high cost support mechanisms to avoid waste, fraud and abuse, and to meet the 

requirements of the Government Performance and Results Act. 17  As the Commission’s 

USF Management NPRM correctly recognized, “effective program management requires 

the implementation of meaningful performance measures” and “[c]learly articulated goals 

and reliable performance data allow the Commission and other stakeholders to assess the 

effectiveness of the USF programs and to determine whether changes are needed.”18  

Unless and until the Commission specifically defines the objectives that the high cost 

support mechanism are meant to achieve, it cannot meaningfully evaluate the 

effectiveness of this program.  The first, necessary step in defining program objectives is 

to specify – with reference to specific desired outcomes – the meaning of Section 254’s 

key terms. 

                                                 
17  See, e.g., Government Performance and Results Act of 1993, Pub. L. No. 103-62, 107 

Stat. 285 (codified in scattered sections of 31 U.S.C.) (finding that “(1) waste and 
inefficiency in Federal programs undermine the confidence of the American people in 
the Government and reduces the Federal Government’s ability to address adequately 
vital public needs; (2) Federal managers are seriously disadvantaged in their efforts to 
improve program efficiency and effectiveness, because of insufficient articulation of 
program goals and inadequate information on program performance; and (3) 
congressional policymaking, spending decisions and program oversight are seriously 
handicapped by insufficient attention to program performance and results.”); see also 
D. Osborne & T. Gaebler, Reinventing Government: How the Entrepreneurial Spirit 
is Transforming the Public Sector 139 (Plume 1993) (“Traditional bureaucratic 
governments . . . focus on inputs, not outcomes. . . .  They pay little attention to 
outcomes – to results.”) (emphasis in original). 

18  Federal-State Joint Board on Universal Service; High Cost Universal Service 
Support, Notice of Proposed Rulemaking, FCC 05-205, CC Docket No. 96-45, WC 
Docket No. 05-337 at ¶ 24 (rel. Dec. 9, 2005) (“Qwest II Remand NPRM”). 
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Indeed, once the Commission has defined the statutory terms and provisions and 

specified the outcomes that correspond with those terms and provisions, it can then allow 

carriers to compete to achieve these goals at the lowest cost.  The benefits of this reform 

are likely to be enormous – as former FCC Chief Economist Dr. David Sappington has 

explained, “the competitive process, not regulatory pre-selection of a single universal 

service provider, is the best means to ensure the delivery of supported 

telecommunications services at minimum cost to consumers.” 19  Only by first defining 

what constitutes a successful program can the Commission develop policies that 

encourage innovation and entry by the most cost-efficient technologies and providers, 

and at the same time reduce overall demand on the fund. 

A. The Commission’s Definition of “Sufficient” Should Not Enable 
Unnecessary Subsidies. 

To comply with Section 254, and the Tenth Circuit’s command in Qwest II, the 

Commission must “articulate a definition of ‘sufficient’ that appropriately considers the 

range of principles identified in the text of the statute.”20  In deriving a definition, the 

Commission may balance the six statutory principles, as well as the additional principle 

of competitive neutrality,21 against one another but may not “depart from them 

altogether.”22  By its plain meaning, the term “sufficient” can only be defined with 

respect to these principles – answering the question “sufficient to do what?”  
                                                 
19  Sappington at 1 (“Among the many benefits of competition is its ability to constantly 

motivate industry suppliers to reduce their operating costs over time, and thereby limit 
the total support required to ensure the delivery of high quality services at affordable 
rates.”). 

20 Qwest II, 398 F.3d at 1234. 
21 47 U.S.C. § 254(b)(7); Federal-State Joint Board on Universal Service, Report and 

Order, 12 FCC Rcd 8776, 8801-03 (¶¶ 46-52) (1997) (“First Universal Service Report 
and Order”) (adding principle of technological neutrality), aff’d in part and rev’d in 
part, TOPUC, 183 F.3d 393 . 

22 Qwest II, 398 F.3d at 1234. 
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Consequently, the Commission must define the terms “affordable” and “reasonably 

comparable” in order to determine whether USF in fact provides high cost support that is 

“sufficient,” as required by Section 254(e).23 

 The principle that rates be “affordable” dictates that sufficient support is also the 

minimum necessary to meet universal service goals, and not more.  As the Fifth Circuit 

has cogently explained, “[b]ecause universal service is funded by general pool subsidized 

by all telecommunications providers – and thus indirectly by the customers – excess 

subsidization in some cases may detract from universal service by causing rates 

unnecessarily to rise, thereby pricing some consumers out of the market.”24  By the same 

token, the Commission should focus on the benefits universal service provides to 

consumers, not the needs of carriers.  The Act is not meant to “guarantee all local 

telephone service providers a sufficient return on investment; quite to the contrary, it is 

intended to introduce competition into the market. . . .  The Act only promises universal 

service, and that is a goal that requires sufficient funding of customers not providers.”25  

The Commission can protect the consumers that contribute to and are intended to benefit 

from universal service by grounding the principle of sufficiency in the closely-related 

principle of affordability.26 

 Moreover, the principle in Section 254(b)(1) that rates be “just and reasonable” 

further necessitates that support be limited to the minimum necessary to support Section 

254’s goals.  Even if excessive support does not lead to unaffordable increases in rates for 

non-subsidized customers, requiring those customers to pay more than is necessary in 

                                                 
23 47 U.S.C. § 254(e). 
24 Alenco, 201 F.3d at 620. 
25 Id. (emphasis original).   
26 Qwest II Remand NPRM at ¶11. 
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order to excessively subsidize rates for others (or worse yet, to finance high dividend 

payments to owners of rural ILECs), it is not consistent with maintaining just and 

reasonable rates. 

 Furthermore, limiting support to the minimum amount necessary to achieve the 

Section 254(b) goals is also necessary to be consistent with the Commission’s principle 

of competitive neutrality, adopted pursuant to Section 254(b)(7).27  Because high cost 

support is only available to eligible telecommunications carriers, high cost support 

necessarily distorts competition – and is not competitively neutral – whenever a 

supported service provider competes with a non-supported service provider.  For 

example, an ETC will receive high cost support for service to a particular multiline 

business customer, while a non-ETC LEC serving the same customer would not.  While 

such distortions may to some extent be unavoidable,28 excessive support unnecessarily 

exacerbates the competitive bias. 

 Harnessing competitive markets is the most straightforward way to ensure 

sufficient, but not excessive, support.  As Dr. Sappington has explained: 

[T]he competitive approach allows the market continually to identify the most 
efficient suppliers of supported telecommunications services, to provide 
appropriate incentives to those suppliers and their competitors alike, to deliver 
universal services at minimum cost, and to continually reduce the costs and 
improve the quality of telecommunications services.29    

 
In addition to preventing unnecessary subsidies, competition ensures just and 

reasonable30 rates – rates that necessarily reflect the actual cost of providing service.   

                                                 
27 47 U.S.C. § 254(b)(7); First Universal Service Report and Order at ¶¶ 46-52. 
28 These distortions can be minimized through support disaggregation, when the ILEC 

elects to disaggregate. 
29 Sappington at 18. 
30 47 U.S.C. § 254(b)(1). 
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Likewise, allowing fair competition among providers serves the goal of competitive 

neutrality31 without sacrificing other universal service principles.  Competition, in other 

words, minimizes support and allows the market as a whole to set rates that are just and 

reasonable. 

B. “Sufficiency” Should Not Include the Costs of Providing Non-
Supported Services. 

 In paragraph 12 of the NPRM, the Commission asked to what extent “it should 

consider whether non-rural support is sufficient to enable carriers to upgrade networks in 

their high-cost areas so that the networks are capable of providing access to advanced 

services.”32  The Commission should not do so.  Sufficiency should be determined with 

respect to the services designated as supported services pursuant to Section 254(c).  

Indeed, calculating the amount of universal service support in a manner as to cover costs 

not only of providing the supported services, but also of other non-supported services, 

would violate Section 254(k)’s statutory directive that “a telecommunications carrier may 

not use services that are not competitive to subsidize services that are subject to 

competition.”33 

 It is important to recognize that access to advanced services is provided 

throughout the country, including in many rural areas, by entities that are not 

telecommunications carriers and who thus could not qualify to receive federal universal 

service support.  Residential and small business broadband Internet access services, for 

example, are provided by cable companies, satellite companies and licensed and 

                                                 
31 47 U.S.C. § 254(b)(7); First Universal Service Report and Order at ¶¶ 46-52. 
32  Qwest II Remand NPRM at ¶ 12. 
33  47 U.S.C. § 254(k). 
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unlicensed wireless Internet service providers.34  GCI uses its cable plant and unlicensed 

wireless combined with satellite backhaul to provide advanced services not just in 

Alaska’s cities, but also in 139 communities in the Alaska bush.  Although GCI provides 

telephone service in Anchorage, Fairbanks and Juneau, and has obtained LEC 

certification for some other areas, GCI is not certified as an ETC in all the areas in which 

it provides advanced services.  And, of course, GCI provides video service in the areas 

where it is a franchised cable operator, which includes many areas outside of Anchorage, 

Fairbanks and Juneau.  This is not unique.  According to NTCA’s 2005 Broadband 

Survey, 85% of the ILECs surveyed indicated they faced broadband competition from at 

least one other service provider for at least some of their customers, and 41% reported 

that competitors were serving customers throughout the rural ILEC’s study area.35 

 Section 254(k)’s command is very straightforward:  a carrier “may not use 

services that are not competitive to subsidize services that are competitive.”36  It difficult 

to conceive of a more direct violation of this injunction than to compute a subsidy for 

providing one service, particularly a frequently non-competitive service such as voice-

grade access to the public switched telephone network, by including costs that are only 

necessary to provide another service, such as high speed Internet access or video.  By any 

definition of subsidy, this would use revenues from a non-competitive service to 

subsidize a competitive one.  In fact, the Commission has long recognized that allocating 

                                                 
34  Wildblue, for example, uses satellites to provide broadband Internet access throughout 

the contiguous United States.  See wildblue.com.  Prarie iNet uses wireless 
technology to offer high-speed Internet access in small town and rural markets in 
Iowa and Illinois.  See www.prairieinet.net. 

35  NTCA 2005 Broadband/Internet Availability Survey Report at 8-9 (September 2005) 
(“NTCA 2005 Broadband Survey”). 

36  47 U.S.C. § 254(k). 
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costs to regulated services that exceed the standalone costs for such services constitutes a 

clear, and impermissible, cross-subsidy.37  Such a result would “cause regulated 

ratepayers to bear more costs than they would had the shared use facilities not been 

built.”38 

 As an example of such an abuse, suppose that a carrier could provide voice grade 

access to the public switched telephone network, and the other services described in 47 

C.F.R. § 54.101, using a hybrid fiber/copper network with loops of 18,000 feet and no 

load coils.39  Suppose further that the carrier nonetheless extended fiber further into the 

network, shortening its copper loops to 6,000 feet in order to be able to provide video 

services and ultra-high speed broadband.  The costs of the incremental loop-shortening 

are not necessary to provide the supported voice service.  They are necessary only to 

provide the unsupported services. 

 It would be particularly anticompetitive if these incremental loop-shortening costs 

were supported through federal universal service mechanisms.  As the Joint Board 

acknowledged when it declined to recommend the inclusion of advanced or high speed 

services as a supported service, many advanced services providers would not be eligible 

for such support because they “do not provide the other core telecommunications 

                                                 
37  Id. (characterizing standalone costs as the “upper bound” of costs allocated to 

regulated services). 
38  See e.g. Allocation of Costs Associated with Local Exchange Carrier Provision of 

Video Programming Services, Notice of Proposed Rulemaking 11 FCC Rcd. 17211, 
17220 (1996) 

39  Federal-State Joint Board on Universal Service; Forward-Looking Mechanism for 
High Cost Support for Non-Rural LECs, Fifth Report and Order, 13 FCC Rcd 21323, 
21352-53 (1998).   
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services.”40  As the Joint Board warned, “because some advanced or high-speed services 

providers would be ineligible for universal service support,” the universal service fund 

could “skew market trends by creating financial incentives to deploy advanced or high-

speed services over certain platforms.”41  Put more directly, the Fund would be in the 

position of subsidizing the services of some carriers, but not other providers, even where 

the market is already delivering advanced services today without such subsidies. 

 Section 254(k), however, requires more than that unsupported services bear their 

incremental costs:  it also requires that services supported by federal universal service 

mechanisms not bear “more than a reasonable share of the joint and common costs of 

facilities used to provide those services.”42  While it may be arguable whether this section 

constrains the setting of retail rate levels, if the second sentence of Section 254(k) has any 

meaning at all, it must necessarily proscribe assignment of all common costs to universal 

service when determining levels of universal service support.  Put differently, through 

Section 254(k), Congress has directed that the universal service fund should not be 

required to bear all the common costs of investment that generates economies of scope.  

Those economies of scope should be shared between the carriers and the fund through a 

“reasonable” allocation of common costs.  This is essentially the result that would be 

expected if both the video and voice telephony markets were competitive (as in a 

situation in which both the ILEC offered video service and the cable company offered 

telephony service), such that common costs were then apportioned in accordance with the 

relative elasticities of demand among all the supported services.  Carriers could then seek 

                                                 
40  Federal-State Joint Board on Universal Service, Recommended Decision, FCC 02J-1, 

at ¶ 16 (rel. July 10, 2002) 
41  Id. 
42  47 U.S.C. § 254(k). 
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recovery of any additional common costs through the combination of their regulated and 

non-regulated end user rates. 

 The effect of excessive subsidization is particularly pernicious with respect to 

broadband and video services that ILECs are offering in competition with cable, satellite 

and licensed and unlicensed WISP providers.  The Commission has acknowledged that 

universal service support has been used to build out DSL services in rural areas when 

DSL services are provided over the same outside plant facilities as circuit-switched voice 

services.43  Moreover, particularly in areas served by rural, rate-of-return LECs, the 

investment in broadband and video-capable networks can flow directly into the ratebase 

for supported services.  Allowing rural providers to use their USF subsidies to support 

competitive services undercuts universal service goals by impeding investment and 

market entry by competitors.44  The Commission should be particularly reluctant to allow 

such market-distorting effects where subsidies discourage deployment of advanced 

services in rural areas.  

 GCI has experienced first-hand the market-distorting effects of subsidized 

competition.  Matanuska Telephone Authority, an Alaska RLEC, entered the video and 

high speed residential and small business broadband markets after dramatically 

shortening the copper portion of its loops, with the costs of such investment apparently 

counted as regulated costs and reimbursed from the USF.  GCI, which provides video and 

residential and small business broadband service in the same market, built its video 

network with private capital.  Similarly, Ketchikan Public Utilities, in its 2005 Annual 

                                                 
43  Availability of Advanced Telecommunications Capability in the United States, Fourth 

Report to Congress, GN Docket 04-54, at 32, 42 (Sept. 9, 2004). 
44 As Dr. Sappington has shown, symmetric support preserves market incentives while 

asymmetric support distorts them.  See Sappington. 
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Report, touted a project to “read[y] the [outside copper] plant for future high bandwidth 

application such as video and high-speed DSL,” noting that “due to the fact that this 

project deals with the local loop cable plant, there is a favorable Universal Service Fund 

(USF) reimbursement through the cost separations process.”45  According to NTCA, 

nearly half (46%) of the ILECs it surveyed are using DSL to provide video, and nearly a 

third of responding carriers deployed networks with relatively short average loop lengths 

(less than 15,000 feet) – with 7% deploying networks with very short average loop 

lengths (less than 9,000 feet).46 

 It should be noted that the Wireline Broadband Order does not establish a 

precedent that permits the Commission simply to ignore the allocation of incremental or 

common costs to nonregulated services for the purposes of determining federal universal 

service support.  Although the Commission in that Order permitted carriers that elected 

to provide broadband transmission on a non-common carrier basis to treat the costs of 

such service as “regulated,” in so doing the Commission relied substantially on the 

existence of price cap regulation.47  Indeed, the Commission brushed aside concerns 

about cost allocation for rate-of-return regulation, noting that “all rate-of-return carriers 

that have participated in [that] proceeding have stated that they wish to continue offering 

broadband transmission as a Title II common carrier service.”48  Furthermore, the 

Commission required that, even for price cap carriers, “in the event that an earnings 

                                                 
45  Ketchikan Public Utilities, 2005 Annual Budget, at K-9. 
46  NTCA 2005 Broadband Survey at 7. 
47  See e.g. Appropriate Framework for Broadband Access to the Internet over Wireline 

Facilities, CC Docket Nos. 02-33, 01-337, 95-20, 98-10, WC Docket Nos. 04-242, 
05-271, Report and Order and Notice of Proposed Rulemaking, FCC 05-150 at ¶ 135 
(rel. Sept. 23, 2005) (“Wireline Broadband Order”). 

48  Id. at ¶ 138. 
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determination is needed for some ratemaking purpose, the affected carrier will have to 

propose a way of removing the costs of any non-Title II services from the computation.”  

Here, as in the Wireline Broadband Order, the Commission must likewise remove the 

costs of offering non-regulated services when determining the sufficiency of and 

computing federal universal support.  Similarly, the concerns the Commission expressed 

that NASUCA’s cost allocation scheme would lead to greater charges for two services 

over the same loop than for narrowband service49 are not applicable to the determination 

of USF sufficiency and the computation of support.  The Commission’s concerns with the 

NASUCA proposal addressed retail rate design, rather than USF, and could be addressed 

through rate design policies not covered by Section 254(k). 

 There is no reason that consumers nationwide should be required to subsidize 

deployment of services where market forces alone can perform the same function.  The 

Commission should address this inequity by refusing to provide support for network 

upgrades necessary to provide broadband or video. 

C. The Commission Should Define Affordability in Reference to 
Subscribership and Rate Levels.      

 The statute entitles all consumers – not just rural consumers – to affordable 

service.  Pursuant to Section 254, the Commission, however, has specific programs – 

Lifeline and Link Up – to make telephone service affordable for low-income consumers.  

For the purposes of structuring high cost support, therefore, affordability should be 

measured with respect to those consumers that are not eligible for low-income support.  

Furthermore, because high cost support extends to rates for all non-Lifeline customers, in 

evaluating affordability, the Commission should specifically consider whether 

                                                 
49  Id. at ¶ 143. 
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modifications to the Lifeline eligibility standards (for example, increasing the income 

threshold for eligibility) would be a more appropriate alternative for ensuring 

affordability while minimizing support than setting a lower overall affordability threshold 

for all non-Lifeline eligible customers. 

The Commission can only rationally evaluate affordability by considering both 

rate levels and subscribership levels.  The Commission acknowledged as much in its USF 

Management NPRM when it suggested, inter alia, that “[s]uitable performance measures 

for the High Cost program may include telephone subscribership rates in rural areas (and 

comparing such rates to telephone subscribership in urban areas).”50  Experience 

demonstrates that the level of the basic service rate alone does not dictate whether 

services are affordable and accessible.  For instance, in Wyoming, monthly rates are 

among the highest in the country, but subscribership is also among the highest in the 

country.  Wyoming’s rates in its lowest priced non-rural area exceed all but two of the 

rates reported in the Commission’s urban rate survey.51  However, as of March 2005, 

Wyoming’s in-unit telephone subscribership was 96.2%, above the national average of 

                                                 
50 Comprehensive Review of Universal Service Fund Management, Administration, and 

Oversight, Federal-State Joint Board on Universal Service, Schools and Libraries 
Universal Service Support Mechanism, Rural Health Care Support Mechanism, 
Lifeline and Link-Up, Changes to the Board of Directors for the National Exchange 
Carrier Association, Inc., Notice of Proposed Rulemaking and Further Notice of 
Proposed Rulemaking, 20 FCC Rcd 11308 at ¶ 30 (rel. June 14, 2005) (“USF 
Management NPRM”). 

51 Qwest Wyoming’s retail residential rates, including SLCs, fees and taxes, range from 
$33.17-$42.28, depending on the rate zone.  See Federal-State Joint Board on 
Universal Service, Federal Joint Petition of the Wyoming Public Service Commission 
and the Wyoming Office of Consumer Advocate for Supplemental Federal Universal 
Service Funds for Customers of Wyoming’s Non-Rural Incumbent Local Exchange 
Carrier, CC Docket No. 96-45, at 10 (filed Dec. 21, 2004). 
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92.4%.52  Indeed, notwithstanding its high local service rates, Wyoming’s telephone 

subscribership in 2004 exceeded the national average in every income group, including 

low income groups.53  Similarly, even as average monthly rates for urban residential 

customers increased both nominally and relative to inflation between 1999 and 2003, the 

subscription rates for consumers in the two lowest income groups tracked by the 

Commission have also increased.54  These results demonstrate that the Commission 

cannot use rates alone to measure the affordability and therefore the success of its 

universal service programs. 

The appropriate metric that captures the broader success or failure of a universal 

service program is subscribership (including wireless subscribership), since it measures 

directly whether consumers are actually benefiting from increased access to 

communications.  This is not to say that the Commission should (or, as a legal matter, 

can) do more than create conditions that facilitate consumers’ access to services – 

consumers of course will retain the choice not to subscribe.  But at the same time, the 

Commission needs to examine whether there are barriers to access to communications 

                                                 
52  Federal Communications Commission, Wireline Competition Bureau, Industry 

Analysis and Technology Division, Telephone Subscribership in the United States 
(Data through July 2005) at Table 3 (rel. Nov. 7, 2005) 

53  Federal Communications Commission Wireline Competition Bureau, Industry 
Analysis and Technology Division, Telephone Penetration by Income by State (Data 
through March 2004) at Table 4 (rel. March 10, 2005) (“State Penetration”). 

54  To measure subscribership levels at different income levels adjusting those income 
levels to remove inflation, the Commission tracks subscribership according to income 
groups measured in 1984 dollars.  The lowest income group has an annual household 
income of less than $10,000 in 1984 dollars, which in 2004 was approximately 
$18,252.  Id.  The second to lowest income group has an annual household income of 
less than $20,000 in 1984 dollars, but $10,000 or greater in 1984 dollars, which in 
2004 was between $18,252 and $36,504 in annual household income.  Id.  For 
comparison, the U.S. Department of Health and Human Services Poverty Guidelines 
for a family of four had a 2004 poverty level of $18,850 in annual household income. 
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services besides just the monthly rate for basic service55 – and the statutory principles of 

universal service56 (as supplemented by the Commission)57 in fact require the 

Commission to eliminate these barriers where it is reasonable to do so.58  Over time, the 

use of subscribership figures and comparisons among the several states will allow the 

Commission to more carefully determine best practices in designing universal service 

programs.  Equally important, these metrics will allow the Commission to determine 

whether particular funding levels actually affect consumers’ use of subsidized services.59  

                                                 
55  Studies have long suggested, for example, that the inability to pay a toll bill is “the 

single most significant cause of nonsubscribership.”  See Amendment of the 
Commission’s Rules and Policies To Increase Subscribership and Usage of the Public 
Switched Telephone Network, 10 FCC Rcd 13003, 13010 (¶ 30) (1995); see also 
Joseph Kraemer, Richard Levine, and Randolph May, The Myths and Realities of 
Universal Service:  Revisiting the Justification for the Current Subsidy Structure, The 
Progress and Freedom Foundation, at 32-35 (January 2005) (collecting studies); 
Chesapeake and Potomac Telephone Company’s Submission of Telephone 
Penetration Studies, Formal Case No. 850 (filed Oct. 4, 1993); Field Research 
Corporation, Affordability of Telephone Service – A Survey of Customers and 
Noncustomers (1993); Milton Mueller & Jorge R. Schement, Universal Service from 
the Bottom Up: A  Profile of Telecommunications Access in Camden, New Jersey, 12 
Information Society 3 (April 1996); John Horrigan & Louis Rhodes, The Evolution of 
Universal Service in Texas (September 1995) (working paper, LBJ School of Public 
Affairs).  Accordingly, reducing access charges should increase subscribership.  The 
Commission’s data appears to corroborate such a hypothesis.  From 1992-2004, as 
access charges and USF in long distance rates trended downward, subscribership 
increased, particularly in the lowest income group (those with annual household 
income of less than $10,000 in 1984 dollars).  See State Penetration at Table 4; 
Federal Communications Commission Wireline Competition Bureau, Industry 
Analysis and Technology Division, Trends in Telephone Service at Table 13.4 (rel. 
June 21, 2005). 

56  47 U.S.C. § 254(b)(1)-(b)(6). 
57  Id. § 254(b)(7); First Universal Service Report and Order at ¶¶ 46-52. 
58  See, e.g., Qwest II, 398 F.3d at 1236 (noting that the Commission must seek to 

“preserve” and “advance” universal service). 
59 Michael H. Riordan, Gregory L. Rosston & Bradley S. Wimmer, Low-Income 

Demand for Local Telephone Service: The Effects of Lifeline and Linkup (Sept. 20, 
2003). 
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This critical information will allow the Commission to reduce subsidization to the 

minimum necessary to achieve the goal of universal service.  

 Current data indicates that telephone rates satisfy the statutory directive that they 

be affordable.  Subscribership levels are high, particularly in those income groups that are 

generally not Lifeline-eligible, and the relative cost of telephone service is low.  The 

Commission’s most recent subscribership report shows that telephone subscribership 

overall is at 94%, and for households with annual income greater than 200% of the 

poverty level for a family of four, in unit telephone subscribership exceeds 96%.60  The 

Commission itself has determined that, among non-subscribers, many homes lost service 

not because of high basic service rates, but because of inability to pay for long distance 

usage.61  The Commission has also documented the relatively small part phone bills play 

in consumer budgets, finding that “[a]bout 2% of all consumer expenditures are devoted 

to telephone expenditures.”62 

Not surprisingly, lower income households have lower levels of subscribership.  

Households with annual incomes of less than $5,000 have only a 79.8% penetration rate, 

while households with incomes of $20,000- $25,000 (or higher) exceed the overall 

national average penetration rate.63  This suggests that any increase in support designed to 

make service more affordable should be targeted at low-income households through 

                                                 
60 Telephone Subscribership in the United States at 1 (Nov. 2005) (“Subscribership 

Report”).  The HHS poverty threshold for a family of four was $19,300 in 2005 and is 
$20,000 for 2006.  See http://aspe.hhs.gov/poverty/figures-fed-reg.shtml. 

61 Amendment of the Commission's Rules and Policies to Increase Subscribership and 
Usage of the Public Switched Network, Notice of Proposed Rulemaking, 10 FCC Rcd 
13003, 13009 (1995). 

62 Federal Communications Commission Wireline Competition Bureau, Industry 
Analysis and Technology Division, Trends in Telephone Service at 3-1 (rel. Apr. 
2005). 

63 Subscribership Report at 31. 
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changes to the Lifeline and Link Up programs, and should not take the form of additional 

subsidies that indiscriminately benefit consumers in all income groups or that are directed 

to providers rather than consumers.  By needlessly raising contribution levels in order to 

provide unnecessary support, the latter approaches would undermine rather than advance 

universal service, as well as undermine competitive neutrality. 

Moreover, failure to establish a clear definition of affordable rates (as well as a 

clear definition of “sufficient” support) potentially violates Section 254(f), which 

precludes a state from “rely[ing] on or burden[ing] Federal universal service support 

mechanisms.”64  Intrastate retail rates below those necessary to be affordable and 

reasonably comparable violate Section 254(f) by needlessly increasing the support drawn 

from USF – thereby impermissibly “burdening” the federal high cost support 

mechanisms.  As the Tenth Circuit pointed out with respect to the non-rural intrastate 

high cost loop support mechanism, the Commission is not permitted simply to rely on 

state commissions’ historic rate-making decisions to assure that rates are “affordable.” 65  

By developing a clear and coherent definition of affordable rates, and precluding support 

for lower rates, the Commission will ensure that state regulatory decisions do not 

needlessly increase federal universal service support. 

D. The Commission’s Definition of Reasonably Comparable Should not 
Require Subsidies where Rural Rates are Lower than Urban Rates.   

The Commission has also been directed to adopt a specific definition of 

“reasonably comparable”66 rates, and it must do so.  But it must do so based on a more 

common sense interpretation of the level of reasonable comparability sought by the Act – 

                                                 
64  47 U.S.C. § 254(f). 
65  See Qwest I, 258 F.3d at 1204. 
66 47 U.S.C. § 254(b)(3). 
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which should not be interpreted to require rates in rural areas to be subsidized below 

urban rates.  Further, the Commission should take steps to insulate its rate comparisons 

from the distorting effects of state universal service policies.  In order to adequately 

define reasonable comparability, the Commission should collect the data necessary to 

accurately compare urban and rural rates.  

First, the Commission must take a step back from its past approach to defining 

reasonably comparable.  The Qwest decisions have each criticized the Commission’s 

approach, and to survive further scrutiny, the Commission must ground its definition of 

reasonably comparable (and the resulting support levels) in the goals of the Act and 

empirical evidence.  As the Qwest I court explained, the Commission’s definition of 

reasonably comparable “must be related to the statutory principles”67 and the 

Commission must “provide adequate record support and reasoning for whatever level of 

support it selects.”68  Likewise, the Qwest II court directed the Commission to address the 

statutory directive to both “preserve and advance universal service,” and suggested that 

failing to address “significant variance between rural and urban rates” would be 

inconsistent with this directive.69  The Qwest II court went on to criticize the 

Commission’s failure to support its funding mechanism with “empirical findings” and 

instructed the Commission to craft a support mechanism taking into account “all the 

factors that Congress identified in drafting the Act” and to “support its final decision on 

the basis of the record before it.”70 

                                                 
67 Qwest I at 1202. 
68 Id. at 1203. 
69 Qwest II 398 F.3d at 1234-37.   
70 Id. at 1237. 
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In devising a specific definition of reasonably comparable, the Commission must 

consider the overall aims of the Act, its specific statutory commands, and the historical 

basis for rates.  Competition and universal service are each central to the 1996 Act, which 

“provides for a pro-competitive, de-regulatory national policy framework” 71 and seeks to 

preserve and advance universal service.72  Accordingly, the Commission has explained 

that two of the 1996 Act’s central goals are:  

opening the local exchange and exchange access markets to competitive entry . . . 
and . . .  reforming our system of universal service so that universal service is 
preserved and advanced as the local exchange and exchange access markets move 
from monopoly to competition.73 
 

As the Commission itself has recognized, meeting these goals requires comprehensive 

changes to universal service, as the pre-1996 Act approach to universal service both 

“distorts competition,” and “is incompatible with the statutory mandate to introduce 

efficient competition into local markets.”74  Such comprehensive changes cannot come 

overnight, but the Commission must nonetheless, as it has elsewhere, move as quickly as 

possible to “take several steps in the right direction.”75 

 Congress has provided substantial guidance to the Commission as it undertakes 

this task.  The Act prohibits federal implicit support mechanisms, commanding that 

support be “explicit”76 and that support mechanisms be “specific and predictable.”77  The 

                                                 
71 H.R. Conf. Rep. No. 104-458, at 1 (1996). 
72 47 U.S.C. § 254(b). 
73 Implementation of the Local Competition Provisions in the Telecommunications Act 

of 1996; Interconnection between Local Exchange Carriers and Commercial Mobile 
Radio Service Providers, First Report Order, 11 FCC Rcd 15499, 15505 (1996). 

74 Id. at 15507. 
75 Access Charge Reform, Sixth Report and Order, 15 FCC Rcd 12962, 12974 (2000) 

(“Access Charge Reform Order”).   
76 47 U.S.C. § 254(e).  See TOPUC vs. FCC, 183 F.3d 393.  
77 47 U.S.C. § 254(b)(5). 
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Act also recognizes the potentially distorting effect of state universal service policies on 

the federal universal service program, forbidding state mechanisms that “rely on or 

burden Federal universal service mechanisms.”78   

 Taken as a whole, these statutory provisions dictate a new approach to universal 

service, and require the Commission to address, not institutionalize, existing disparities 

between and among rural and urban rates.  The Commission, however, has approached 

this project in the wrong way, by examining reasonable comparability with respect to a 

national average of rates surveyed from a fewer than 100 cities, ignoring the fact that 

these rates reflect a myriad of state historical regulatory practices and implicit subsidies, 

disregarding the distorting effect of state policy choices in cost allocation and rate design, 

and failing to rely on competition to perform the rate rationalization required by the Act.   

The Commission’s efforts to define reasonable comparability have been 

undermined by its failure to support its regulatory decisions with empirical evidence 

sufficient to measure the comparability of urban and rural rates.  Indeed, by using a 

national average of surveyed urban rates that includes implicit support, the Commission’s 

prior definitions of “reasonably comparable” ensured that state implicit support 

mechanisms would necessarily burden and rely upon federal mechanisms because the 

upper bound of a reasonably comparable rate would fall each time a state implicitly or 

explicitly supported its end user rates.  In order to articulate a definition of reasonably 

comparable that does not dictate results that violate the statute, the Commission should 

undertake a comprehensive review of both rural and urban rates.  Specifically, the 

Commission should require all carriers to file their fixed rate residential rate plus 

                                                 
78 47 U.S.C. § 254(f). 
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subscriber line charge and rates for their most popular packages (including a la carte rates 

for each package element).  Only with such information can the Commission accurately 

evaluate the current level of rural and urban rates, and an accurate assessment of both 

rural and urban rates is indispensable to any evaluation of whether rural and urban rates 

are reasonably comparable.79  

 Once that data is in hand, the Commission should evaluate the effect of state 

regulatory policies on rural and urban rates, and should define rate comparability only 

after correcting for variances in rates that do not derive from the cost of providing 

service.  The Commission cannot fairly evaluate the need for universal service in a 

particular area unless it adjusts reported rates to reflect state regulatory choices, including 

the extent of implicit support contained in intercarrier compensation or “value-of-service” 

rate designs.  Any other approach risks fostering continued reliance on implicit support 

and rewarding state regulatory policies that increase eligibility for federal support and 

impermissibly burden the federal fund.  Further, adjusting reported rates so they do not 

reflect state ratemaking choices will ensures that the term reasonably comparable is 

defined in a manner that directly addresses the underlying cost disparities that first gave 

rise to federal universal service policy.80   

                                                 
79 The Commission should consider whether states have this data or can otherwise play 

a role in accurately measuring current rate levels. 
80 See Qwest II at 1226 (“The cost of providing service in rural areas often greatly 

exceeds that in urban areas.  To ensure universal service, states often permitted 
carriers to charge higher rates in urban areas to subsidize the cost of providing service 
in rural areas.  Similarly, the federal government structured long distance rates to 
subsidize local service.  With the advent of competition, Congress feared that carriers 
entering the market would compete aggressively for low-cost, urban areas, leaving 
former monopoly carriers the unsustainable burden of providing service to rural areas 
in the fact of a dwindling urban base.”); see also Access Charge Reform Order at 
12971 (“One of the primary purposes of universal service support is to allow LECs 
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 Evidence already available to the Commission confirms the importance of looking 

past the reported rates to reflect the effects of state regulatory policies, as it shows that 

existing rate variability cannot be explained solely by variations in cost.  For example, the 

variance in High Cost Proxy Model’s monthly cost per loop in the states that have the 

cities with the ten highest and ten lowest urban rates is much smaller than the variance in 

rates.81  Other commenters have previously provided evidence to the Commission 

showing that rates in many rural areas are lower than rates in than in urban areas,82 and 

that these disparities result from state policy and ratemaking decisions, not cost.83  

The Commission has been charged only with ensuring that the high cost of 

providing service in some areas does not result in unreasonably high rates in those areas.  

It has not been directed to reify state urban or rural ratemaking choices.  Reasonable 

comparability should therefore be judged not in relation to the wide range of historical 

rates shaped by state policy choices, but should instead measure the comparability of 

rates as if they were set in a competitive market – which would presumably reflect actual 

cost of service.  One straightforward way to do this coherently on an interim basis, 

recognizing that the urban rates will increasingly have to reflect cost as competition 

increases, would be to define as reasonably comparable all rural rates that are below the 

                                                                                                                                                 
and other eligible telecommunications carriers to provide certain basic services to 
customers in high-cost areas without having to charge these customers unaffordable 
rates.  Historically, in the interest of meeting the goal of universal service, LEC 
services have been subsidized or "supported" to enable high-cost consumers to be 
served at rates that are reasonably comparable to those in lower cost areas. This 
universal service support has been both explicit and implicit.”). 

81 Exhibit 4 (comparing high and low urban rates with statewide average loop cost).   
82 See Sprint’s Joint Board Comments at 15-16, CC Docket No. 96-45 (filed May 5, 

2003). 
83 See Comments of SBC Communications Inc. at 12-15, CC Docket No. 96-45 (filed 

Dec. 20, 2002). 
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highest urban rates.  This will ensure that reasonable comparability is not affected by 

state decisions to provide additional support (explicit or implicit) for state rates, and that 

the definition of reasonable comparability is therefore consistent with Section 254(f)’s 

direction that state support not burden the federal mechanism.  Once the Commission has 

the necessary data in hand, it can then further refine its rate-based benchmark.   

The Commission, however, should also move quickly to remove barriers that 

limit competition in high cost areas.  In GCI’s experience, removing regulatory barriers 

to competitive entry has led quickly to entry into rural markets, with the result that 

competitive forces work to drive costs and rates down.  As competition rationalizes rates, 

less regulatory intervention will be necessary to ensure reasonable comparability, 

advancing both competition and universal service objectives.   

IV. The Commission Should Adopt Support Mechanisms that Provide Sufficient, 
but not Excessive, Support. 

Universal service principles – and responsible program management – dictate that 

sufficient support be no more than is necessary to meet universal service goals.  In 

deriving a high-cost support mechanism, therefore, the Commission must be careful to 

provide the minimum amount of support necessary to ensure that rates are reasonably 

comparable between rural and urban areas.  There is a simple way to satisfy these 

statutory commands – rural rates should be no lower than the highest urban rate.  Nothing 

in the statute suggests – or permits – urban customers to systematically pay higher rates 

than rural customers.  And the current FCC data shows dense population does not 

correlate with lower rates – rates in New York, Boston, Milwaukee, Providence and 

Buffalo for example, are among the highest urban rates in the country.84  It would be an 

                                                 
84 See Exhibit 4. 
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absurd use of universal service dollars collected from urban consumers to subsidize rural 

consumers so that they can pay lower rates than consumers in major metropolitan areas.  

 All consumers, both rural and urban, bear the burden of subsidizing universal 

service.  Similarly, all low-income consumers, whether rural or urban, have available 

additional universal service programs designed to make telephone service affordable.  

Further, and as discussed in greater detail above, providing universal service support only 

when rural rates rise above the highest urban rate will not decrease affordability or 

subscribership.  And allowing below-benchmark rates to rise will encourage the 

emergence of unsubsidized competitive substitutes, disciplining growth of the universal 

service fund and serving the principle of competitive neutrality.85   

 A rate-based benchmark would also be directly responsive to the Tenth Circuit’s 

opinion in Qwest II, which criticized the Commission’s previous reliance on cost to 

measure rate comparability.86   The Commission should avoid looking at provider costs to 

measure the effectiveness of universal service, as this approach necessarily distorts 

incentives to reduce cost, favors a limited group of providers, and impedes the 

affordability of all telephone service.  Cost-based benchmarks also permit cross-

subsidization of competitive services, a violation of Section 254(e).87  

                                                 
85 The Commission may ease any transition to the proposed benchmark by allowing 

rates in supported areas that fall below the benchmark to rise by 10% annually (or 
25% where rates are more than 40% below the benchmark) until rates reach the 
benchmark or the need for support is eliminated.   

86 Qwest II, 398 F.3d at 1237. 
87 Similarly, if the Commission sets support based on costs, Section 254(k) requires it to 

develop a mechanism for allocating a reasonable portion of such common costs to 
services (such as video and broadband) that are not supported services.  See supra 
Part III.B. 
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 Adopting a rate-based benchmark and allowing all providers willing to assume 

ETC obligations to receive support will instead foster competition and encourage market 

entry.88  And competition serves the goals of universal service by “allow[ing] the market 

continually to identify the most efficient suppliers of supported telecommunications 

services, to provide appropriate incentives to those suppliers and their competitors alike, 

to deliver universal services at minimum cost, and to continually reduce the costs and 

improve the quality of telecommunications services.”89  Focusing on outcomes – 

affordable and reasonably comparable rates – while allowing multiple providers an 

opportunity to provide supported services will also minimize the opportunities for waste, 

fraud, and abuse, preserving universal service funds for their proper purpose. 

 Setting a rate-based benchmark, however, is not enough.  The Commission must 

address current irrationalities in the universal service support system if it is to maximize 

the benefits and minimize the burdens of universal service for all consumers.  The current 

high cost and rural support systems are ill-suited to today’s competitive markets, and, 

until the Commission properly harnesses competition and embraces competitive 

neutrality, will force consumers to pay unnecessarily high prices for communications 

services and impede deployment of new networks and technologies.    

 Moving forward, the Commission should make support available to all providers 

willing to assume ETC obligations to receive support, provide the same amount of 

support per line to all providers, and cap support at the level necessary to make rates 

affordable when service is provided by the least-cost supplier.  In addition to providing 

the simplest means of ensuring that support is sufficient but not excessive, this approach 

                                                 
88 State commissions can be empowered to adjust benchmark rates if necessary. 
89 Sappington at 18. 
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will allow USF programs to capture the efficiencies of a competitive market and 

discipline growth of the fund.90   

V. THE COMMISSION SHOULD CAREFULLY TARGET ANY 
ADDITIONAL SUPPORT FOR PUERTO RICO. 

 The Verizon subsidiary PRTC has asked the Commission to adopt a non-rural 

insular support mechanism for Puerto Rico based on embedded costs.  This proposal 

would be a step in the wrong direction.  Given the current strain on the Universal Service 

Fund, the Commission should be reluctant to create additional support mechanisms, 

particularly where those mechanisms reward inefficiency.   In those rare cases where 

additional support is necessary to make local service affordable, the Commission should 

provide support that is narrowly tailored to meet only the demonstrated need.     

 The PRTC is a non-rural carrier currently receiving support under the non-rural 

support mechanism, a mechanism that does not rely on embedded cost to calculate 

support levels.  The Commission has recognized the power of embedded cost 

mechanisms to undermine efficiency, explaining these methods send “the wrong signals 

to potential entrants and existing carriers” and result in “subsidization of 

inefficient carriers at the expense of efficient carriers.”91  Embedded cost mechanisms do 

not discipline suppliers, supporting costs even where those costs exceed the level 

necessary for an efficient carrier to provide supported service.  These excessive subsidies 

violate the statutory principle of sufficiency by imposing unnecessary costs on 

                                                 
90 Sappington at 24 (“Harnessing natural market forces . . . may permit the regulator to 

reduce universal service support over time, as it becomes apparent that the prevailing 
level of universal service subsidy allows providers to offer service at prices below 
affordable and reasonably comparable levels.”). 

91 Federal-State Joint Board on Universal Service, Report and Order, 12 FCC Rcd 
8776, 8900 (1997). 
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telecommunications consumers.92  The effect of these super-subsidies is particularly 

damaging because overpayments are collected by providers, not the consumers who are 

the intended beneficiaries of the fund. 

 Recognizing the anti-efficiency effects of embedded cost mechanisms, the 

Commission has moved away from this method of universal service support wherever 

possible.  The Commission should not abandon its progress lightly.  Instead, it should 

consider new embedded cost support mechanisms only where necessary to address needs 

that cannot otherwise be satisfied. 

 The PRTC has not shown that calculating support on an embedded cost basis is 

necessary to increase its telephone subscribership.  Elsewhere, the Commission has used 

enhanced Lifeline and Link Up support to address the need for additional support on 

tribal lands, a problem similar to the one identified by the PRTC.93  This is the approach 

that the Commission should take here, especially as the Commission is considering 

reforms to the mechanism from which PRTC requests relief. 

CONCLUSION 

The 1996 Act embraces both competition and universal service, seeking to reform 

telecommunications regulation to ensure that competition can take root while making 

sure that all consumers have access to quality services at reasonable rates.  GCI’s 

experience, confirmed by economic theory, demonstrates that these two critical purposes 

are complementary, not contradictory.  Even in rural and remote areas, competition can 

bring consumers lower prices and increased choices.  The Commission should keep this 

                                                 
92 See supra Part III.A. 
93 Federal-State Board on Universal Service; Promoting Deployment and 

Subscribership in Unserved and Underserved Areas, Including Tribal and Insular 
Areas, Twelfth Report and Order, 15 FCC Rcd 12208 (2000). 
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fundamental economic truth in mind as it undertakes its long-overdue definition of key 

statutory terms, and should carefully avoid regulatory action that unnecessarily increases 

subsidies or favors incumbents over new entrants.  Instead, the Commission should allow 

competition to rationalize rates, drive down prices, and serve the goals of universal 

service. 
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 _________________________ 

G. Nanette Thompson 
Vice President – Federal Policy 
General Communication, Inc. 
2550 Denali Street 
Suite 1000 
Anchorage, AK  99503 
 
 
 
March 27, 2006 

 John T. Nakahata 
Brita D. Strandberg 
Harris, Wiltshire & Grannis LLP 
1200 Eighteenth Street, N.W. 
Washington, D.C.  20036 
(202) 730-1300 
 
Counsel for General Communication, Inc. 

 

36 



______-B-ea~
\
\~

\~
\~
\~
\~
\~

\~
\0
\SR
\

.Alama \ Arctic Circle

AHughes
A HusHa

A Ganes Ck

J!l..Nu!ato

Aleutian
Islands

V''I"iJ~~ d~ t:J~ dl

StLawr~
Island

ACS STUDY AREAS WITH
COMPETITION
(ACS OFFERS RETAIL BUNDLES
fN 100% OF THESE COMMUNITIES)

,&>SlGeorge

(ACS BUNDLE AVAILABLE) } COMPETITIVE ENTRY PERMITTED
(ACB BUNDLE NOT AVAILABLE) (14 of 16 OFFERED BUNDLES)

(ACS BUNDLE AVAILABLE) -lr COMPETITIVE ENTRY NOT PERMITTED
ACS-N (ACS BUNDLE NOT AVAILABLE) ~ (1 of 82 OFFERED BUNDLES)



EXHIBIT 2 

Pacific Ocean

Arctic Ocean- ...

Gulf of Alaska

Beaufort Sea

..

-- -"r ..... :...- --
.-

Chukchi Sea

......

,

BefingSea



Harnessing Competitive Forces to Foster Economical Universal Service 
 

 
 
 
 

by 
 

 
 
 
 

David E. M. Sappington

 



 

TABLE OF CONTENTS 
 

Page 
 

I. INTRODUCTION AND SUMMARY............................................................................... 1 
 
II. THE GOALS OF UNIVERSAL SERVICE POLICY ....................................................... 4 
 
III. THE DE JURE MONOPOLY APPROACH TO ACHIEVING UNIVERSAL 
 SERVICE GOALS.............................................................................................................. 6 

A. The Hypothetical De Jure Monopoly Approach .................................................... 6 
B. Illustration of the De Jure Monopoly Approach................................................... 10 
C. Proffered Justifications for the De Jure Monopoly Approach.............................. 15 

1. Economies of Scale........................................................................................ 15 
2. Reduced Capital Costs ................................................................................... 17 

D. Summary ............................................................................................................... 17 
 
IV. THE COMPETITIVE APPROACH TO ACHIEVING UNIVERSAL 
 SERVICE GOALS............................................................................................................ 18 

A. The Details of the Competitive Approach ............................................................ 19 
B. Illustration of Unfettered Competition.................................................................. 20 
C. Competition With Universal Service Support ...................................................... 22 

 
V. IMPLEMENTING THE COMPETITIVE APPROACH ................................................. 24 

A. Provide Symmetric Support.................................................................................. 25 
1. Illustration...................................................................................................... 25 
2. The Hazards of Asymmetric Support ............................................................ 27 
3. Summary ........................................................................................................ 30 

B. Cap Per-Line Support ........................................................................................... 32 
C. Avoid Duplicative Support ................................................................................... 33 
D. Summary ............................................................................................................... 35 

 
VI. AVOID ANY PERCEIVED NEED TO IMPLEMENT ASYMMETRIC SUPPORT .... 35 

A. Define Supported Services Appropriately ............................................................ 36 
B. De-average Symmetric Support............................................................................ 36 
C. Distinguish Apparent From Actual Asymmetries................................................. 38 
D. Limit the Burdens of Any True Cost Asymmetries From COLR Obligations ..... 40 
E. Summary ............................................................................................................... 40 

 
VII. CONCLUSIONS............................................................................................................... 41 

i 



 

 
Harnessing Competitive Forces to Foster Economical Universal Service 

 
by 

 
David E. M. Sappington* 

 

I. INTRODUCTION AND SUMMARY 
 
 The Federal Communications Commission (“the Commission”) and the Federal-State 

Joint Board on Universal Service (“the Joint Board”) are engaged in the important task of 

reviewing the rules governing high-cost universal service support and the Eligible 

Telecommunications Carrier (“ETC”) designation process.  The Commission and the Joint Board 

seek to determine if the existing rules best satisfy the goals of the Telecommunications Act of 

1996 (“the 1996 Act”).  This paper reviews a key issue that the Commission and the Joint Board 

face in this regard – the distribution of support to competing carriers – and explains how the 

Commission and the Joint Board can structure this support to achieve key universal service goals 

while harnessing the proven benefits of industry competition. 

 This paper offers three principal recommendations.  

 First, the competitive process, not regulatory pre-selection of a single universal service 

provider, is the best means to ensure the delivery of supported telecommunications services at 

minimum cost to consumers.  Among the many benefits of competition is its ability to constantly 

motivate industry suppliers to reduce their operating costs over time, and thereby limit the total 

support required to ensure the delivery of high quality services at affordable rates.  

_____________________________________________________________________________________ 
*  David Sappington is the Lanzillotti-McKethan Eminent Scholar in the Department of Economics at 

the University of Florida. He is also the Director of the University’s Public Policy Research Center, 
and former Chief Economist of the Federal Communications Commission. 

 



 Second, because regulators unavoidably lack access to the enormous amount of 

information required to implement asymmetric per-line support and to continually administer 

such support efficiently, symmetric per-line support policies should be adopted.  Symmetric 

support policies will ensure that the most efficient suppliers deliver supported services, so that 

industry costs and support levels will be minimized on an ongoing basis.  Excessive support also 

can be avoided by eliminating duplicative support and, if necessary, by capping total support.  

 Third, arguments advanced by some parties in favor of asymmetric per-line support can 

be better addressed by defining supported services appropriately, by de-averaging support across 

relevant geographic regions, and by implementing a reasonable sharing of any true burdens that 

arise from any asymmetric carrier-of-last-resort obligations. 

 This paper emphasizes the fact that the benefits and costs of a particular universal service 

mechanism cannot be assessed properly on the basis of static considerations alone.  Some 

commentators have attempted to analyze the merits of designating multiple ETCs based solely 

on short-term considerations.  Such static analyses ignore the fundamental benefit of competition 

– the strong, dynamic pressures it provides to continually reduce operating costs and improve 

service quality.  Universal service support should be structured to harness the power of 

competitive forces to continually compel industry suppliers to reduce costs and improve quality.  

Competition can ensure that society as a whole automatically benefits from cost reductions and 

quality improvements on an ongoing basis, thereby minimizing the amount of long-term support 

and ongoing governmental regulatory intervention that is needed to ensure that universal service 

goals are achieved. 
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 This paper also emphasizes the hazards of linking universal service support to realized 

costs on an ongoing basis in the absence of competitive pressures.  Such linkage typically will 

provide limited incentives to minimize operating costs.  Recall that universal service subsidies 

are merely transfers of payments among consumers.  Every dollar of subsidy used to reduce rates 

in a rural area (or for some other universal service-related purpose) must be collected in rates 

(usually universal service recovery fees) charged to consumers nationwide.  When subsidies are 

collected from consumers other than those who receive the subsidized service, the subsidized 

consumers have little incentive to compel their supplier to reduce its operating costs in order to 

keep subsidies low.  Consequently, absent strong pressure from competitors, incumbent suppliers 

will have limited incentive to minimize their costs on an ongoing basis if higher costs are largely 

passed on to customers other than their own in the form of higher universal service recovery 

fees; as a result, consumers are therefore likely to face a greater burden than is necessary to 

achieve the Commission’s and Joint Board’s universal service objectives.  Competition is 

particularly well suited to delivering universal service at minimum cost while providing 

automatic market-based incentives to continually reduce operating costs and provide high quality 

service. 

 The discussion in this paper proceeds as follows.  Section 2 reviews the central goals of 

universal service policy and notes that two distinct approaches – monopoly or competition – 

might conceivably be employed to achieve these goals.  Section 3 explains that one of these 

approaches – the de jure monopoly approach – is inappropriate, primarily because regulators do 

not have, and never can obtain, the information required to implement this approach successfully 

(i.e., to provide sufficient support at minimum overall cost to consumers) either in the short run 
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or in the long run.  Section 4 explains why the second approach – the competitive approach – is 

better able to achieve the central goals of universal service policy over time.  Section 4 stresses 

the importance of allowing competition to determine market outcomes when regulators lack the 

knowledge required to dictate and enforce desired outcomes directly.  

 Section 5 explores how best to implement the competitive approach.  The importance of 

providing symmetric support to suppliers of supported services is emphasized.  Attempts to 

implement asymmetric support in the presence of limited information can raise industry costs, 

prices, and support levels, and otherwise harm consumers of telecommunications services.  

Section 5 also notes that excessive support can be avoided, even in the short term, by capping 

support and limiting duplicative support.  Section 6 suggests ways in which universal service 

policies can be administered, when necessary, to obviate any perceived need to implement 

asymmetric support policies.  For example, ex ante symmetry can be fostered by defining 

supported services appropriately, by de-averaging support across relevant geographic zones, and 

by implementing a reasonable sharing of any significant financial burdens that might arise from 

asymmetric carrier-of-last-resort obligations.  Section 7 summarizes the primary 

recommendations of this paper. 

II. THE GOALS OF UNIVERSAL SERVICE POLICY 

 Congress has determined that quality communications services should be “available at 

just, reasonable, and affordable rates”,1 and that “[c]onsumers in all regions of the Nation, 

including low-income consumers and those in rural, insular, and high cost areas, should have 

access to telecommunications and information services ... at rates that are reasonably comparable 

                                                           
1   47 U.S.C. §254(b)(1). 

4 



to rates charged for similar services in urban areas.”2  Furthermore, Congress stated, “There 

should be specific, predictable and sufficient Federal and State mechanisms to preserve and 

advance universal service.”3  These congressional determinations imply five goals for universal 

service policy. 

 First, telecommunications and information services that are “reasonably comparable” to 

the services available in urban areas should be available in rural areas.  Second, the rates for 

these services should be “affordable.”  Third, the rates for these services should be “reasonably 

comparable” in urban and rural regions.  Fourth, the service rates and any associated support 

received by suppliers should be just and reasonable. In particular, although the rates and support 

should be sufficient to render the supply of the services financially attractive, the total regulated 

revenue, consisting of universal service support and revenue from end users and other carriers, 

should not be excessive.  Fifth, the mechanisms to support universal service should be “specific, 

predictable and sufficient.”  The United States Court of Appeals for the Fifth Circuit has held 

that this requirement implies that “funding of customers, not providers” must be sufficient,4 and 

the Commission recently reiterated that “minimizing the burden on contributors is inherent in the 

principle of sufficiency.”5 

 As with the provision of telecommunications services generally, there are two distinct 

approaches the Commission might contemplate to achieve these five important universal service 

                                                           
2   Id. at (b)(3). 
3  Id. at (b)(5). 
4  Alenco Communications, Inc. v. FCC, 201 F.3d 608, 620 (5th Cir. 2000). 
5  Federal-State Joint Board on Universal Service, Order on Remand, Further Notice of Proposed 
Rulemaking, and Memorandum Opinion and Order, CC Docket No. 96-45 at ¶ 37 (rel. October 27, 2003); 
Alenco, 201 F.3d at 620 (“[b]ecause universal service is funded by a general pool subsidized by all 
telecommunications providers – and thus indirectly by the customers – excess subsidization in some cases 
may detract from universal service by causing rates unnecessarily to rise, thereby pricing some consumers 
out of the market.”) 
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goals: the de jure monopoly approach and the competitive approach.  The de jure monopoly 

approach is, in essence, the approach used by the Commission and the states prior to the 

enactment of the 1996 Act.  The competitive approach is the approach the 1996 Act clearly 

embraces for markets other than those served by rural telephone companies, as well as those 

rural areas for which state commissions have terminated the statutory “rural exemption” from 

unbundling and interconnection requirements.6  

 Standard economic analysis reveals that the competitive approach is by far the superior 

approach, for the reasons described below.  To understand the superiority of the competitive 

approach, it is important to first understand the failings of the de jure monopoly approach. 

III. THE DE JURE MONOPOLY APPROACH TO ACHIEVING UNIVERSAL 
SERVICE GOALS 

 
 It cannot be denied that the de jure monopoly approach has delivered universal service to 

rural areas.  Nonetheless, a de jure monopoly approach to achieving universal service goals is the 

wrong approach, and should not be employed.  A de jure monopoly approach to universal 

service will predictably result in universal service support that exceeds the amount that is 

sufficient to achieve universal service goals.  Consequently, consumers as a whole will be forced 

to pay rates (including universal service support) that are not just and reasonable under the de 

jure monopoly approach. 

A. The Hypothetical De Jure Monopoly Approach 

 If it were to be employed, a de jure monopoly approach logically would entail the 

following three steps, assuming that regulators sought to ensure the provision of universal 

service at the lowest possible cost to consumers.  First, the Commission and state regulators 

would identify the most efficient supplier of the supported telecommunications services in each 

                                                           
6  See 47 U.S.C. § 251(f)(1). 
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relevant market area.  Only the identified supplier would be permitted to operate as the universal 

service provider in this area, and only this supplier would receive universal service support.  

Second, the regulators would (somehow) ensure that the chosen supplier continually produces 

the supported services in each area at minimum cost.  Third, the Commission and state regulators 

would calculate and provide to the monopoly provider an amount of subsidy sufficient to allow 

the monopolist to set prices that are affordable and reasonably comparable across geographic 

areas, while ensuring that the prices and support provide a normal return on investment for each 

of the designated monopoly suppliers. 

 Although the monopoly approach could, in theory, achieve the five key universal service 

goals, it could do so only under very stringent and unrealistic circumstances.  These 

circumstances include the following six:  

• First, regulators must be able to identify and select the least-cost supplier 

of the supported services in every relevant geographic area.  To do so, 

regulators must have detailed, comprehensive knowledge of the prevailing 

production technologies of all potential suppliers of supported services.  In 

addition, and even more unrealistically, regulators must know how the 

production technologies and associated costs of potential suppliers will 

change over time.  If a regulator lacks this information, she runs 

considerable risk of selecting other than the most efficient supplier under 

the de jure monopoly approach.  When the most efficient supplier is not 

selected, realized industry costs will exceed the minimum possible costs, 

and so support in excess of minimum possible levels will be implemented, 

contrary to the goals of universal service policy. 
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• Second, regulators must be able to act on their (unrealistically) extensive 

knowledge, and resist all pressure to select politically powerful, 

entrenched suppliers rather than least-cost suppliers of key services.  If the 

regulator selects the de jure monopolist based on considerations other than 

efficiency, consumers as a whole will pay more to support universal 

service than is necessary, and, in the words of the 1996 Act, “sufficient”. 

• Third, regulators must be able to induce the selected monopolists to 

operate their prevailing technologies as efficiently as possible.  Otherwise, 

actual industry costs will exceed minimum possible costs, and so support 

will be forced above the level that is just sufficient to induce the supply of 

the supported services at affordable and reasonably comparable rates.  

Regulators have long struggled with how best to motivate monopolists to 

operate efficiently.  Regulators have recognized that traditional rate-base 

rate-of-return regulation does not provide strong incentives to limit costs 

to the minimum possible levels, and have used price regulation as a 

“second best” alternative to competition to induce regulated monopolies to 

operate efficiently.  If excessive cost inflation is (unavoidably) permitted 

under the de jure monopoly approach, rates will be unjust and 

unreasonable, and support will be excessive, rather than sufficient. 

8 



• Fourth, regulators must be able to induce the monopolists to continually 

discover more efficient technologies that enable the production of high 

quality, innovative services at ever-lower costs.  Otherwise, the prices that 

consumers pay for the supported services will be higher than they need to 

be and/or support will be excessive.  

• Fifth, regulators must be able to determine the most efficient geographic 

scope of operations for each de jure monopolist.  Because the prevailing 

boundaries of incumbent LEC “study areas” largely reflect historic 

regulatory factors, it is inappropriate to assume that existing ILEC service 

areas represent efficient units for providing universal service.  It may be, 

for example, that a particular small ILEC service territory could be served 

most efficiently in conjunction with adjacent areas.  Failure to identify all 

such efficiencies would condemn consumers as a whole to pay higher 

rates than are necessary, and would result in excessive universal service 

support. 

• Sixth, regulators must be certain that economies of scale are pervasive 

within each of the identified geographic service areas.  In other words, the 

minimum possible per-line cost of serving customers must decline as a 

telecommunications supplier serves more lines within each of these areas.  

If per-line costs do not decline, industry costs will not necessarily be 

minimized under monopoly production.  Consequently, unjust and 

unreasonable rates and/or excessive universal service support may be 

fostered under the de jure monopoly approach. 
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B. Illustration of the De Jure Monopoly Approach 
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Figure 1.  Simple Two-Firm Setting With Constant Unit Production Costs. 

 Figure 1 permits a simple illustration of the stringent, unrealistic circumstances required 

for the de jure monopoly approach to achieve the five universal service goals.  Figure 1 depicts a 

setting in which there are two potential suppliers of a single supported service.  Call these firms 

the incumbent local exchange carrier (“ILEC”) and the competitive eligible telecommunications 

carrier (“CETC”).  For simplicity, suppose the two firms produce the same homogenous service 

and operate with constant unit cost.7  Let  denote the ILEC’s unit cost and denote the 

CETC’s unit cost of production.  in Figure 1 denotes the affordable and reasonably 

comparable universal service price that the regulator seeks to implement. Q  denotes the 

number of units of the supported service that consumers will purchase at price .  The 

downward-sloping demand curve in Figure 1 reflects the fact that consumers will purchase more 

of the supported service as the price of the service declines. 
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7  In this setting, a firm’s unit cost of production is both its average and its marginal cost of 



 If the regulator is to implement the de jure monopoly approach in this setting, she must 

first identify the least-cost supplier of supported services.  To do so, the regulator must know that 

 is less than .  In practice, this information is difficult, if not impossible to discover.  It is 

difficult even to compare the actual realized costs of supplying supported services, particularly 

when new suppliers seek to operate in the market, and regulators lack detailed historic cost data 

on these potential suppliers. 

Ec Ic

 Of course, to implement the de jure monopoly approach, the regulator must do far more 

than simply verify and compare realized costs.  She must also be able to identify the costs that 

industry suppliers would incur if they operated efficiently, and so incurred only the minimum 

possible costs.  Current realized costs are not necessarily the costs of an efficient provider.  

Particularly when firms historically have served as monopolists under rate-of-return regulation, 

there is no basis for assuming that realized costs are the minimum possible (efficient) costs.  

Realized costs will only reflect efficient costs if the regulator has been able to regulate perfectly, 

and has not allowed costs and investment to rise above efficient levels.  A substantial body of 

economic literature and FCC decisions suggest that investment costs and expenses are likely to 

exceed efficient levels under rate-of-return regulation.8 

 Moreover, the regulator must know more than the current, efficient cost structures of the 

two potential suppliers.  The costs of efficient suppliers are unlikely to remain constant over 

                                                           
production. 
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8  See, e.g., Charles Phillips, Jr., The Regulation of Public Utilities: Theory and Practice, in 
Arlington, VA: Public Utilities Reports, Inc., (3 ed. 1993).  (“Under regulation, … if rates are fixed so as 
to enable all companies – those that are well managed and those that are not – to cover their costs plus 
receive a fair rate of return, there is no stimulus for efficiency comparable to the stimulus of 
competition.”); Policy and Rules Concerning Rates for Dominant Carriers, Report and Order and Second 
Further Notice of Proposed Rulemaking, 4 FCC Rcd 2873, 2890, ¶ 30 (rel. April 17, 1989).  (“[Under 
rate-of-return regulation,] a carrier seeking to increase its dollar earnings often can do so merely by 
increasing its aggregate investment. … This creates a powerful incentive for carriers to ‘pad’ their costs, 
regardless of whether additional investment is necessary or efficient.”) (emphasis added). 



time, particularly in the telecommunications industry where continual technological change and 

changes in input prices are the norm.  If, for example,  initially were greater than , but c  

were declining more rapidly then c , the regulator would need to know the exact rates at which 

the two costs were declining in order to determine which supplier could serve customers more 

efficiently at any particular point in time.  Such knowledge is impossible to obtain with certainty 

because regulators, like even the most omniscient industry experts, are unable to predict 

perfectly future technological advances.  Such advances are inherently uncertain and 

unpredictable. 

Ec Ic E

I

 Even knowing the minimum feasible costs of all potential producers – both current costs 

and future costs – is not sufficient to implement the monopoly approach.  The regulator must 

also be certain to act on this information.  In particular, in the setting of Figure 1, the regulator 

must be able to withstand all political pressure to protect the inefficient ILEC.  She must do so, 

for example, even when the ILEC and the CLEC presently have similar costs, but it is apparent 

that the CLEC’s costs will fall below the ILEC’s costs in the near future.  In this case and others, 

the regulator must oust the ILEC as the universal service provider, perhaps in the face of 

substantial political pressure not to do so, and award the franchise exclusively to the more 

efficient CETC in order to minimize overall universal service costs.  

 To implement the de jure monopoly approach, the regulator must also be able to induce 

the selected supplier (here the CETC) to operate at minimum cost.  Only by doing so can the 

regulator be certain to secure price  with the smallest possible subsidy.  This smallest 

possible subsidy appears as the shaded region in Figure 1.

USp

9  There is little empirical evidence that 

                                                           
9  The smallest subsidy, Q(pUS)[cE - pUS], is the product of the number of units of the supported 
service purchased at price pUS and the difference between the unit cost of the least-cost supplier and price 
pUS. 

12 



regulators are able to induce monopoly suppliers to minimize their operating costs, even under 

various forms of incentive regulation.10  This is not surprising, given the enormous complexity of 

the task and the limited information that regulators typically have while engaged in the task. 

 Over time, the de jure monopoly approach also requires the regulator to motivate the 

selected supplier to continually reduce its costs towards (or even below) , so that the subsidy 

required to ensure  can be reduced (or even eliminated).  Notice that as c  declines toward 

 in Figure 1, the shaded rectangle, which represents the required support, becomes smaller.  

The precise manner in which a regulator can motivate a protected monopolist to continually 

discover more efficient means of operation is not apparent, particularly if the firm realizes that its 

support will be reduced as its costs decline. 

USp

USp E

USp

 The de jure monopoly approach also requires that the regulator continually be certain that 

industry production costs exhibit pronounced economies of scale and that the selected supplier 

has lower costs than any other potential supplier.  Given the limited information typically 

available to regulators, neither of these important facts is readily ascertained in practice.   

 The regulator’s task in this regard is particularly challenging when one considers the cost 

complementarities that can arise from operation in multiple geographic regions.  Consider, for 

example, a case in which the CETC’s per-line cost of serving the relevant geographic area on a 

                                                           
10  Ai and Sappington find little impact of incentive regulation alone on operating costs. See 
Chunrong Ai & David Sappington, The Impact of State Incentive Regulation On the U.S. 
Telecommunications Industry, 22(2) The Journal of Regulatory Economics, 133-160 (2002).  However, 
the authors find that costs are significantly lower when incentive regulation is accompanied by strong 
competitive pressure. Thus, Dr. Lehman’s pessimism regarding the ability of incentive regulation alone to 
motivate substantial cost reductions may be appropriate. (Dale Lehman, Universal Service and the Myth 
of the Level Playing Field, August 12, 2003 at 17-19). However, this pessimism does not, as Dr. Lehman 
seems to imply, suggest that rate-of-return regulation in a monopoly environment is a preferable, or even 
neutral, policy prescription.  Indeed, Ai and Sappington’s finding suggests that costs decline when rate-
of-return regulation is replaced by a combination of incentive regulation and competition. This finding is 
a reason to foster competition, not preclude it. 
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stand-alone basis is greater than the ILEC’s per-line cost of serving that area.  Suppose, however, 

that the CETC can serve the area from a switch that it has installed to serve customers in an 

adjacent area.  Suppose further that when it serves the supported area in this manner, the CLEC’s 

per-line cost of serving the supported area is less than the ILEC’s corresponding cost.  This 

simple example illustrates the more general point that in order to assess suppliers’ costs of 

serving a particular geographic area, regulators must have comprehensive knowledge of both the 

costs of serving the area on a stand-alone basis and as part of a larger service territory.  Such 

knowledge is seldom available in practice. 

 Without the enormous amount of information required to implement the central planning 

that underlies the de jure monopoly approach, attempts to engage in such central planning are 

doomed to fail and to harm consumers, as history has shown repeatedly.11  Armed only with 

limited and highly imperfect information, regulators will inevitably authorize inefficient 

suppliers to operate and prohibit efficient suppliers from doing so.  Consequently, industry costs 

will increase above minimum feasible levels, increasing demand on the universal service fund.  

Furthermore, even if the most efficient suppliers are somehow selected initially, entry restrictions 

will protect the chosen suppliers from the rigors of competitive discipline.  Consequently, the 

suppliers likely will have limited incentive to continually minimize their operating costs.  The 

resulting higher costs will increase the amount of support required to ensure affordable and 

reasonably comparable rates for supported services. 

                                                           
11   See, e.g., Daniel Yergin & Joseph Stanislaw, The Commanding Heights: The Battle Between 
Government and the Marketplace that is Remaking the Modern World (Simon and Schuster, 1998). 
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 In summary, although the de jure monopoly approach to achieving universal service 

goals could secure the delivery of comparable services and rates in urban and rural areas, it 

generally will fail to secure affordable rates without the expenditure of excessive support.12  The 

inevitable selection of inefficient suppliers and a lack of competitive discipline on the chosen 

suppliers will put upward pressure on rates and support, to the detriment of all consumers of 

telecommunications services – both those who benefit from the support and those who pay the 

support. 

C. Proffered Justifications for the De Jure Monopoly Approach 

 In light of the substantial drawbacks to the de jure monopoly approach, it can only be 

advisable if it offers significant countervailing benefits.  Two potential benefits of the approach 

are conceivable, but neither is compelling. 

1. Economies of Scale 
 
 One hypothetical benefit of prohibiting competition is that it might enable the selected 

supplier (typically the incumbent supplier) to enjoy pronounced economies of scale, and thereby 

admit lower industry costs and prices.  As emphasized above, however, the prevalence and 

magnitude of scale economies are difficult to verify in practice.  Furthermore, even if scale 

economies do exist over some range of output so that the potential cost savings are conceivable 

in theory, the realization of such savings is unlikely in practice for at least three reasons. 

 First, the operating scale at which unit costs no longer decline substantially as output 

increases is difficult to identify in practice.  Consequently, it typically is difficult, if not 

impossible, to distinguish settings in which potential cost reductions due to scale economies 

outweigh the many disadvantages of precluding competition from settings in which the many 

                                                           
12   It also generally will fail to provide strong incentives for product or service innovation. 

15 



disadvantages of precluding competition outweigh any possible savings from scale economies.  

This difficulty is particularly pronounced in the telecommunications industry because of the 

potential for technological innovation to develop less costly means to serve high cost areas.  For 

example, wireless technology may have substantially reduced the “last mile” costs of serving 

geographic areas with low teledensity, and softswitch technology may reduce the “switching” 

costs of serving areas in which a switch serves a small number of lines. 

 Second, network unbundling provides a convenient alternative means to secure both the 

many benefits that competition offers and the cost reductions that scale economies can provide.  

Network unbundling does so by allowing competitors to access key elements of an incumbent 

supplier’s network (for example, loops) that may be provided most economically at a certain 

point in time by a single firm.  In doing so, network unbundling facilitates competition among 

multiple firms while preserving the industry cost savings that may flow from scale economies.13 

 Third, even if the operation of multiple firms sacrifices some scale economies in the short 

run, the associated competition is likely to reduce industry costs in the long run.  As explained 

more fully in section 4, competing firms, whether ILEC or CETC, constantly seek to reduce their 

operating costs so that they can reduce their prices and thereby attract customers from rivals. 

Therefore, competition promotes long-term cost reductions even in the presence of scale 

economies.  

 Of course, in markets where scale economies are sufficiently pronounced, the market 

may result in de facto monopoly, i.e., only one firm may ultimately serve customers.  But the 

value of potential entry and competition is that it allows the market continually to test whether 

                                                           
13  For the purpose of identifying ETCs, the 1996 Act draws no distinctions among common carriers 
according to whether they choose to operate using solely their own facilities or whether they employ 
unbundled network elements.  See 47 U.S.C. §214(e)(1)(A). 
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scale economies make entry uneconomic, or whether entry is feasible and in the best interests of 

consumers even when the prevailing technologies admit some scale economies.  An absence of 

entry barriers will help to ensure that monopoly provision arises only when such provision is in 

the best interests of consumers, and that competitive provision will re-emerge if the incumbent 

supplier ceases to pursue the best interests of consumers. 

2. Reduced Capital Costs 
 
 A second conceivable benefit of restricting entry is that the associated reduction in the 

variation in an incumbent supplier’s revenue stream may reduce the firm’s cost of capital.  While 

this theoretical possibility cannot be summarily dismissed, any such gains from guaranteeing 

revenue streams seem likely to be dwarfed by the associated costs of protecting carriers from 

competition.  The persistent trend in the U.S. telecommunications industry over the past two 

decades has been away from rate-of-return regulation, toward various forms of incentive 

regulation and toward increasing competitive pressure.14  This trend reflects growing recognition 

of the severe drawbacks to revenue guarantees.  Such guarantees dull incentives for innovation 

and cost reduction, to the detriment of consumers.15  Consumers of supported services and those 

who pay the support both benefit when incumbent suppliers are compelled to respond to the 

competitive challenges offered by rivals. 

D. Summary 

 In summary, the de jure monopoly approach requires substantial regulatory intervention 

in an attempt to ensure that the designated monopoly provider delivers universal service at the 

                                                           
14   See, e.g., David Sappington, “Price Regulation”, in The Handbook of Telecommunications 
Regulation, 225-293 (Martin Cave, Sumit Majumdar, and Ingo Vogelsang, eds., 2002). 
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15   As the Fifth Circuit Court has observed, “The Act does not guarantee all local telephone service 
providers a sufficient return on investment; quite the contrary, it is intended to introduce competition into 
the market. Competition necessarily brings the risk that some telephone service providers will be unable 
to compete.” Alenco, 201 F.3d at 620. 



lowest possible cost both presently and in the future.  To select the most efficient provider, to 

continually ensure the least-cost provision of high quality services, and to determine when a 

change in the monopoly provider is necessary to meet universal service goals, the regulator must 

continually have (unrealistically) comprehensive, accurate information about the monopoly 

provider’s actual and potential operating costs and about the corresponding costs of all potential 

suppliers of supported services.  Because information of this scope and quality is not available to 

regulators in practice, the de jure monopoly approach is not an appropriate mechanism for 

pursuing universal service goals. 

IV. THE COMPETITIVE APPROACH TO ACHIEVING UNIVERSAL SERVICE 
GOALS 

 
 As the 1996 Act has recognized,16 the powers of market competition can be harnessed to 

overcome the key problems that plague the de jure monopoly approach to achieving universal 

service goals.  Competition can relieve regulators of the need to continually obtain extensive 

(and typically unobtainable) information in order to continually select and motivate the most 

efficient universal service provider.  In stark contrast to the de jure monopoly approach, the 

competitive approach allows the market continually to identify the most efficient suppliers of 

supported telecommunications services, to provide appropriate incentives to those suppliers and 

their competitors alike, to deliver universal services at minimum cost, and to continually reduce 

the costs and improve the quality of telecommunications services.  By harnessing market forces 

to continually compel industry suppliers to minimize their operating costs, the competitive 

approach helps to ensure that any high-cost support that is provided is not excessive. 

                                                           
16   The 1996 Act is self-described as an Act “to promote competition and reduce regulation in order 
to secure lower prices and higher services for American telecommunications consumers ...” Pub. L. No. 
104-104, 110 Stat. 56 (1996). 
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A. The Details of the Competitive Approach 
 
 Under the competitive approach to achieving universal service goals, regulators first 

determine which services will be supported as universal services.  Regulators also initially 

determine the reasonably comparable and affordable rates that they seek to achieve, just as they 

do under the de jure monopoly approach.  However, under the competitive approach, regulators 

recognize the inherent impossibility of identifying and continually motivating the most efficient 

supplier of universal services.  Instead, regulators specify the support that will be delivered to the 

universal service supplier that wins the consumer’s business at the specified affordable and 

reasonably comparable rates.  When implemented appropriately (as discussed further in section 

5), the competitive approach can secure all five of the key goals of universal service policy.  In 

particular, services and rates that are affordable and reasonably comparable in rural and urban 

areas can be implemented, while competitive discipline works continually to minimize industry 

costs, reduce industry prices toward costs, and otherwise limit the amount of long-term support 

that is needed to ensure affordable and reasonably comparable rates for supported services. 

 Most importantly, in contrast with the de jure monopoly approach, the competitive 

approach allows universal service goals to be achieved under reasonable conditions.  Regulators 

do not have to identify in advance the most efficient providers of supported services.  Nor do 

they have to know the precise capabilities of the most efficient suppliers or the degree of scale 

economies with which they operate.  Under the competitive approach, the “invisible hand” of 

self-correcting market mechanisms, not regulatory fiat, determines the number and the identity of 

firms that thrive in the marketplace.  Competition also motivates industry suppliers continually to 

reduce their operating costs and develop innovative, high quality services.  Consequently, market 

competition excels on precisely those dimensions that regulated monopoly fails.  
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B. Illustration of Unfettered Competition 
 
 To illustrate how competition can deliver these important benefits and to introduce a 

framework for subsequent analysis, consider how the competitive process would work in the 

absence of subsidies in the simple two-firm setting depicted in Figure 1.  Recall that in this 

setting, there are two potential providers – the incumbent local exchange carrier (“ILEC”) and 

the competitive eligible telecommunications carrier (“CETC”) – of a single supported service. 

The firms produce the homogeneous product at constant unit cost.  

 Because the firms sell a homogeneous product in this simple setting, consumers will 

purchase the product from the firm that charges the lowest price.  To attract customers, the firms 

will lower their prices aggressively, each seeking to ensure that its price is not undercut by its 

rival’s price.  This fierce competition forces the market price to fall to the level at which a further 

price reduction would cause one firm’s operations to become unprofitable.17  Figure 2 depicts the 

case where the CETC is the least-cost provider, since its unit cost, c , is less than the ILEC’s 

unit costs, .  In this case, market competition initially will drive the market price just below 

, the price below which the ILEC cannot operate profitably without support or additional cost 

reductions.  The CETC’s lower operating costs enable it to serve customers profitably at this 

price without any support.  Figure 3 depicts the parallel setting in which the ILEC initially is the 

least-cost provider.  In this case, the ILEC will prevail in the marketplace and serve customers at 

a market price just below .  The CETC will then be under pressure to reduce its costs in order 

to be able to serve customers profitably. 

E

Ic

Ic

Ec

                                                           
17  In richer models, including those in which industry suppliers produce differentiated products, 
multiple firms may operate simultaneously in equilibrium. However, the central qualitative conclusions 
drawn from the simple model that is analyzed here for expositional simplicity are relevant more generally. 
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economic profit that motivates the firms to continually pursue cost reductions in competitive 

settings. 

 Critically, and in stark contrast to the incentives under de jure monopoly, the incentives 

that arise in competitive settings are mutually reinforcing and self-correcting, and they persist 

without any government intervention.  Although the low-cost supplier may secure some short-

term economic profit in the settings of Figures 2 and 3, the high-cost competitor will constantly 

seek ways to lower its costs.  As the high-cost competitor successfully achieves cost reductions, 

the profit of the low-cost supplier and the market price both decline.  If the former high-cost 

supplier is eventually able to become the least-cost supplier in the industry, it will once again be 

able to earn an economic profit from serving customers.  In this case, the former least-cost 

provider (now the higher-cost provider) will have to seek ways to reduce its costs in order to 

remain competitive.  Of course, the prevailing least-cost supplier will continually attempt to 

reduce its costs to avoid becoming the higher-cost provider.  In this manner, the competitive 

process naturally induces industry suppliers to constantly innovate and eventually to pass on to 

customers in the form of lower prices the benefits of their innovations.20 

C. Competition With Universal Service Support 
 
 To this point, the discussion has abstracted from any subsidies that might be provided in 

the industry.  Because competition produces prices that reflect production costs, however, 

competition alone will not always produce prices that are affordable and reasonably comparable 

in all geographic regions.  As illustrated in Figure 1, the desired affordable and reasonably and 

comparable price  may be below the unit cost of the least-cost supplier, even when )( USp

                                                           
as the suppliers’ costs become more similar. If the two suppliers have the same unit cost, neither firm will 
earn positive economic profit. 
20  In practice, innovation can give rise to superior services as well as lower costs. Consumers 

22 



competitive pressures force the firm to continually minimize its operating costs.  Unit costs may 

exceed the appropriate universal service price when unit costs are unavoidably high in some 

regions (such as those with low teledensity) or when costs vary significantly across geographic 

regions.  When the unit cost of the least-cost supplier is expected to exceed the affordable and 

reasonably comparable price, a universal service subsidy can be provided to allow profitable 

provision of the universal service at this price. 

 As long as the same per-line subsidy (i.e., symmetric support) is made available to both 

suppliers, the competitive interaction will proceed precisely as described above.  In particular, 

competition with symmetric support will ensure production by the least-cost supplier.  It will do 

so because symmetric support does not change the qualitative relationship among firms’ unit 

production costs.  In particular, a firm with the lowest unit cost in the absence of support will 

continue to have the lowest after-support unit cost under any symmetric support policy.  

 To prove this conclusion formally for the simple case where there are two industry 

suppliers, let cI denote the ILEC’s unit cost in the absence of support and let cE denote the 

CETC’s corresponding unit cost.  Also let s denote the (symmetric) per-unit support delivered to 

both firms.  In this setting, the CETC’s after-support unit cost will be less than the ILEC’s after-

support unit cost (that is, cE - s  <  cI - s) if and only if the CETC’s unit cost in the absence of 

support is less than the ILEC’s unit cost in the absence of support (that is, if  cE  <  cI  ).  

 Because symmetric support does not alter the qualitative relationship among firms’ costs, 

a regulator requires no knowledge of the firms’ unit costs to be sure that the more efficient 

supplier will prevail in the marketplace, just as it does in competitive markets.  In this sense, a 

symmetric support policy is robust to even the severe information limitations that regulators 

                                                           
benefit from superior services, just as they benefit from lower prices. 
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typically face in practice.  Furthermore, symmetric support that does not automatically adjust to 

reflect realized operating costs will motivate all suppliers to work diligently to constantly reduce 

their operating costs. 

 Universal service support, therefore, need not disrupt the automatic, self-correcting, 

beneficial forces that arise in competitive markets.  Providing universal service support to the 

provider that wins the consumer’s business preserves the dynamic cost-reducing, innovation-

inducing benefits of a competitive market, while still delivering universal service at just, 

reasonable and affordable rates, consistent with the 1996 Act’s universal service objectives.  

Harnessing natural market forces in this manner also may permit the regulator to reduce 

universal service support over time, as it becomes apparent that the prevailing level of universal 

service subsidy allows providers to offer service at prices below affordable and reasonably 

comparable levels. 

 Despite the merits of the competitive approach, numerous parties have asserted that the 

approach with per-line support based on the ILEC’s costs is undesirable and will result in 

excessive support.  The next section analyzes these assertions, emphasizing the need to recognize 

the long-term dynamic benefits engendered by competition and to avoid focusing myopically on 

short-term static considerations. 

V. IMPLEMENTING THE COMPETITIVE APPROACH 

 To ensure that the key goals of universal service policy are achieved under the 

competitive approach, the high-cost support policy must be designed to harness the beneficial 

forces of the competitive process in order to avoid excessive support.  Three features of the 

support policy are especially important in this regard.  First, symmetric support should be 
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provided to suppliers of supported services.21  Second, industry suppliers should not receive 

support for customers they do not serve.  Third, duplicative support payments for duplicative 

universal service subscriptions should be avoided.  These three features of a well-structured 

support policy are now discussed in turn. 

A. Provide Symmetric Support 

 As discussed above, symmetric support policies that deliver the same per-line support to 

all suppliers of supported telecommunications services help to avoid excessive support in two 

primary ways.  First, they help to ensure that consumers are served by the least-cost supplier, just 

as they are in competitive markets.  When industry costs are minimized, the support required to 

ensure affordable and reasonably comparable prices also can be minimized.  Second, symmetric 

support policies can provide strong incentives for industry suppliers to minimize their current 

operating costs and to continually strive to secure even lower operating costs in the future.  As 

industry costs decline, support can be reduced without jeopardizing the flow of high quality 

services to customers at affordable and reasonably comparable rates. 

1. Illustration 
 
 To illustrate the benefits of symmetric support policies and the hazards of asymmetric 

support policies, return to the simple setting illustrated in Figure 1.  Suppose that in this setting, 

the ILEC’s realized unit cost of production is 5 and the CETC’s realized unit cost is 4.  Further 

suppose that the regulator determines that the appropriate universal service price  is 3, and 

so restricts the ILEC’s price to at most 3.  Suppose that consumers demand 100 units of the 

)( USp

                                                           
21  Ideally, this support should reflect the minimum support that will enable an efficient supplier to 
deliver universal service profitably at affordable and reasonably comparable rates. If reliable data on this 
minimum support are not available, symmetric support for all ETCs might be based (at least initially) on 
costs that are reasonably well known to the regulator (e.g., the ILEC’s costs). 
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supported service when its price is 3, so that  when , as depicted in 

Figure 4. 
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Figure 4.  A Numerical Example Where the CETC is the Least-Cost Provider. 

 If the regulator were fully informed about the operating costs of the ILEC and the CETC in 

the setting of Figure 4, she could ensure the desired price of 3 with a minimum possible total 

support  of 100.  She could do so by offering unit support of 1 and requiring (directly or 

indirectly) that the supported service be sold at unit price 3.

)(S

)1

22  Because the unit support of 1 

reduces the CETC’s effective after-support unit cost to − , the CETC would secure an 

economic profit of zero by selling the supported service to consumers at price 3.   

 Notice that if unit support is 1, the ILEC will not be able to operate with a normal return 

on investment (i.e., it will earn a negative economic profit) when it charges price 3 for the 

supported service.  Unit support of 2 is the minimum support that would allow the ILEC to 

operate with a normal return on investment (and thus a zero economic profit) at price 3. 
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22  Direct price regulation would require both the ILEC and the CETC to charge at most 3.  Indirect 
price regulation would require the ILEC to charge at most 3, while not specifically regulating the price 
charged by the CETC.  If the ILEC sets a price of 3, the CETC will be compelled to set a price at or 



Consequently, if the ILEC were the sole industry producer, support of at least 2 would be 

required to ensure long term supply of the supported service at price 3.  Unit support of 2 would 

reduce the ILEC’s after-support unit cost to 3 )25( −=  and thereby enable the ILEC to secure a 

normal return on investment (i.e., zero economic profit) when it sells the supported service to 

customers at price 3.  

 If the same unit support of 2 were available to both potential suppliers in the setting of 

Figure 4, the CETC would have lower after-support unit cost than the ILEC.  Consequently, the 

CETC would be able to profitably undercut the ILEC’s price, and thereby serve customers at a 

price just below 3.  The CETC would earn a temporary economic profit in this case, and on a 

static basis, the total amount of universal service support in this example would be the same 

whether the ILEC and CETC both received a subsidy of 2 or the ILEC alone served all 

customers under a de jure monopoly and received a subsidy of 2.  However, under the 

competitive approach, the CETC’s initial success in the market will provide strong incentives for 

the ILEC to work diligently to reduce its costs to the point where it can compete effectively 

against the CETC.  This is the same incentive that would arise in a market where universal 

service support is not provided and so an ILEC (with unit cost 5) and a CLEC (with unit cost 4) 

compete head-to-head to win customer loyalty.23   

2. The Hazards of Asymmetric Support 
 
 In this example (and more generally), symmetric support secures production by the least 

cost supplier, and thereby minimizes the industry costs of producing the supported service.  As 

explained above, symmetric support also provides ongoing incentives for all industry suppliers to 

work diligently to constantly reduce their operating costs.  Despite these important attributes of 

                                                           
below 3 in order to attract customers in the present setting. 
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symmetric support, a regulator may be troubled by the fact that symmetric support (like the 

competitive process) allows the CETC to earn some economic profit when it is the most efficient 

provider of the supported service.  Consequently, the regulator may seek to reduce this profit, in 

hopes of relieving pressure on the universal service fund. In particular, the regulator might 

consider offering less unit support to the more efficient CETC.24  For example, in the setting of 

Figure 4, the regulator might provide unit support 2 to the ILEC and unit support 1 to the CETC.  

This asymmetric support would leave the two suppliers with the same after-support unit cost of 

, and thereby lead them to compete away all economic profit and deliver the 

supported service to customers at the desired universal service price of 3. 

)1425(3 −=−=

 Despite its superficial attraction, a policy of asymmetric support for providing the same 

supported service has at least four important drawbacks, both in the setting of Figure 4 and more 

generally.  First, asymmetric support policies entail greater total support than is necessary to 

ensure the delivery of the supported service at the desired universal service price.  As noted 

above, if the regulator truly knew that the CETC’s unit cost was 4, she could secure the desired 

price of 3 by offering unit support of 1 to all ETCs in the market and directly or indirectly setting 

the price at 3.  Such a policy would eliminate the need to pay unit support 2 to the high-cost 

ILEC for the customers it serves.   

 Second, asymmetric support policies limit the incentive of the high-cost supplier to 

reduce its operating costs.  If the ILEC in the setting of Figure 4 recognizes that it will receive 

                                                           
23   See Section 4 above. 
24  Conceivably, regulators might contemplate asymmetric support in some instances in order to 
compensate for perceived discrepancies between UNE prices and the costs an ILEC incurs in supplying 
UNEs. Of course, a difference between TELRIC UNE prices and embedded costs is not alone dispositive 
of a relevant “discrepancy”. However, to the extent that any UNE prices warrant adjustment, they should 
be adjusted directly rather than indirectly through asymmetric support levels.  In addition, UNE prices do 
not reflect all costs that CETCs incur in delivering facilities-based services. Therefore, UNE prices alone 
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greater support as long as its unit cost exceeds the CETC’s unit cost, the ILEC’s incentive to 

reduce its costs is dulled substantially.  The ILEC does not face the threat that the CETC will 

undercut its price, as the CETC is only provided enough support to allow it to provide the same 

price as the ILEC.  Consequently, asymmetric support policies will tend to perpetuate industry 

support in excess of the minimum required to ensure affordable and reasonably comparable 

prices, rather than reducing over time the amount of support required to achieve these prices. 

 Third, the CETC’s incentives to minimize its current operating costs and to constantly 

reduce its future costs will be similarly dulled by asymmetric support policies.  If the CLEC 

recognizes that it will be offered less support than the ILEC as long as it operates more 

efficiently than the ILEC, the CETC’s incentive to operate efficiently will be mitigated.  A 

policy that links the support of a CETC directly to its realized cost acts much like rate-of-return 

regulation, providing incentives for the CETC to allow its operating costs to rise.  By creating 

such inappropriate incentives, an asymmetric support policy undermines the competitive process 

and leads to ongoing support in excess of the minimum required to ensure the delivery of 

supported services at affordable and reasonably comparable rates.   

 These drawbacks to asymmetric support policies arise even when the regulator is 

omniscient, and so knows the capabilities of all industry suppliers.  The fourth drawback to 

asymmetric support policies arises in the more realistic setting where the regulator is not 

omniscient.  Suppose, for example, that in the setting of Figure 4 the regulator mistakenly 

believes that the CETC’s unit cost of production is 3, and therefore that the CETC needs no 

support in order to deliver the supported service at price 3.25  Because the CETC’s after-support 

                                                           
are not a sufficient measure of a CETC’s costs or of differences between an ILEC’s and a CETC’s costs. 
25  The lack of historic cost data and regulatory accounting rules for CETCs makes it likely that 
regulatory estimates of CETCs’ operating costs will be highly imperfect. 
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unit cost will be under these circumstances, it will not be able to supply the 

supported service at price 3.  Furthermore, the asymmetric support policy will place the CETC at 

such a competitive disadvantage that it will be unable to apply meaningful competitive discipline 

on the ILEC.  As long as support is set to allow the ILEC to serve customers profitably at price 3, 

the ILEC will have substantial freedom to allow its costs to rise.  The increased support that 

accompanies the increased costs will continue to endow the innately less-efficient ILEC with 

lower after-support costs than the CETC, leaving the CETC powerless to impose the competitive 

pressure that could otherwise stem the ongoing flow of excessive support to the ILEC. 

)04(4 −=

3. Summary 
 
 In summary, symmetric support policies ensure the operation of the least-cost provider of 

supported services.  This is the case even if the symmetric support that is provided is based on 

the ILEC’s costs, rather than the costs of an efficient industry provider.  Symmetric support 

policies also provide strong incentives for industry suppliers to work diligently to reduce their 

operating costs in order to be able to compete effectively for customer patronage.  In contrast, 

asymmetric support policies generally dull these incentives and can limit competitive discipline. 

Consequently, asymmetric support policies generally will require the delivery of support in 

excess of the minimum amount required to secure the delivery of supported services at 

affordable and reasonably comparable prices. 

 In concluding this discussion of the merits of symmetric support policies,26 it is important 

to emphasize that these merits persist regardless of which competitor is the most efficient 
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26  The merits of symmetric support policies are well known to the Commission. The Commission 
noted how asymmetric support can distort the competitive process when it observed that “A mechanism 
that provides support to ILECs while denying funds to eligible prospective competitors thus may give 
customers a strong incentive to choose service from ILECs rather than competitors.” Western Wireless 
Corporation Petition for Preemption of Statutes and Rules Regarding the Kansas State Universal Service 
Fund Pursuant to Section 253 of the Communications Act of 1934, Memorandum Opinion and Order, 15 



supplier of supported services.  Symmetric support continues to be the best policy if the ILEC 

has lower unit cost than the CETC. To illustrate this more general point, consider Figure 5, 

which depicts a setting where the CETC’s unit cost is 5, the ILEC’s unit cost is 4, and the desired 

universal service price is 3. 
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8 (rel. August 28, 2000).  Of course, even asymmetric support policies that 
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work diligently to reduce its operating costs in order to compete effectively against the ILEC, 

and would subsidize uneconomic entry by a competitor.  Symmetric support, in contrast, 

supports competition, not competitors. 

B. Cap Per-Line Support 

 Some criticize the competitive approach on the grounds that it may deliver excessive 

support to industry suppliers when multiple firms serve customers in a market area.  The critics 

note, for example, that when support levels reflect an ILEC’s unit cost of production and when 

the ILEC’s unit cost increases as it loses customers to competitors, competition leads to higher 

levels of industry support.27  This criticism is better directed at the details of the support policy 

than at the competitive approach per se.  When support policies are designed appropriately, the 

competitive approach allows the many benefits of competition to be secured while avoiding 

excessive support levels. 

 To illustrate this more general point, consider the benefits of capping the per-line support 

that is provided in a market area as competition intensifies.  A cap on per-line support prevents 

the support from growing, even if the capped support initially reflects ILEC costs.28  

Furthermore, if the capped support is allocated to competitors according to their realized market 

shares, all competitors will have substantial incentive to attract customers by serving them well.  

In particular, if an ILEC’s support is reduced when it loses customers to competitors, the ILEC 

will have stronger incentives to retain customers than it does when its support is automatically 

adjusted to compensate for the financial effects of customer migration.  Furthermore, when the 

link between support and realized costs is severed, all competitors will have strong incentives to 

                                                           
27  See, e.g., Dale Lehman, Universal Service and the Myth of the Level Playing Field, August 12, 
2003 at 8. 
28  By limiting increases in total support, the cap also helps to ensure that the total level of support is 
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reduce their operating costs.  The reduced costs can promote lower prices for supported services 

and can help to offset any increase in unit costs that an ILEC might incur as its market share 

declines below one hundred percent.  

 Thus, in direct contrast to the claims of critics, symmetric support can harness the proven 

forces of competitive discipline to avoid excessive support.  If per-line support is capped as 

competition intensifies, support need not increase (except as lines increase).  Even if support is 

not capped, it may decline below present levels in the long run, provided support is not 

automatically set equal to the difference between the ILEC’s realized unit cost and the desired 

universal service price.  If industry participants recognize that their support will not increase 

automatically to match realized cost increases, they will be motivated to reduce their costs.  As 

industry costs decline, support can be scaled down appropriately without jeopardizing the 

continued flow of high quality services to consumers at affordable and reasonably comparable 

rates. 29 

C. Avoid Duplicative Support 

 Some may fear that the competitive approach to achieving universal service goals will 

promote duplicative support.  This need not be the case if support rules are designed 

appropriately.  Furthermore, it is important to note that the issue of duplicative support arises 

even under the de jure monopoly approach to achieving universal service goals. 

                                                           
predictable. 
29  Thus, it is not necessarily true, for example, that “It is more costly to support two networks than 
one.”  Dale Lehman, Universal Service and the Myth of the Level Playing Field, August 12, 2003 at 10.  
The competition that results when multiple industry suppliers are made eligible for symmetric support can 
reduce industry costs and thus the total level of support that is needed in the long run. If scale economies 
are pronounced, industry competition will likely ultimately lead to a single supplier of supported services 
in some geographic regions. However, symmetric support policies that do not automatically increase 
support as observed costs rise will help to ensure that the successful supplier in these regions is the most 
efficient supplier of supported services. 
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 The present support system allows eligible telecommunications carriers, singly or in 

combination, to collect high-cost support for providing multiple supported services or multiple 

units of the same supported service to a single customer.30  Not only is such duplicative support 

costly, but it may well be unnecessary to ensure that households have access to essential 

telecommunications services.  Duplicative support can be limited (under both the competitive 

approach and the de jure monopoly approach to achieving universal service goals), for example, 

by providing support for only a single, primary network connection for each household. 

 When support is provided through primary network connections, suppliers face the full 

financial ramifications of losing customers to competitors under the competitive approach to 

achieving universal service goals.  A firm that loses a customer to a competitor loses the full 

amount of the revenue associated with the former customer’s subscribed services.  Consequently, 

providing necessary support through primary network connections can increase the incentives of 

competitors to deliver low prices and high quality supported services to consumers. 

 Telephone vouchers might be employed to deliver support for primary network 

connections.31  When support is delivered in the form of vouchers, a firm is not automatically 

authorized to collect support from a universal service fund whenever it provides a supported 

service to a customer, regardless of whether the customer already purchases the same service or a 

different supported service from the same supplier or a different supplier.  Therefore, vouchers 

                                                           
30   This is the case despite the Joint Board’s 1996 recommendation to limit high-cost support to a 
single line to a residence or a business.  See Federal-State Joint Board on Universal Service, 
Recommended Decision, 12 FCC Rcd 87, 132-34 (rel. November 8, 1996).  The Commission declined to 
accept this recommendation.  See Federal-State Joint Board on Universal Service, Report And Order, 12 
FCC Rcd 8776 at 8828-8830, ¶¶ 92-96 (rel. May 8, 1997). 
31  The telephone vouchers might be provided to some or all customers that live in designated high-
cost areas. The voucher recipients would be able to use the vouchers to pay for the supported services 
they purchase. It would not be necessary to distinguish between “primary” and “non-primary” network 
connections under such a policy. 
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can help to avoid duplicative support.  Distributing support via vouchers also obviates any need 

to try to estimate cost differences among firms in order to micro-manage asymmetric support 

payments.  Because vouchers afford all suppliers of supported services the same right to compete 

for the loyalty of voucher recipients, vouchers treat all suppliers of supported services 

symmetrically, and thereby enable the most innovative and most efficient firms to prevail in the 

marketplace. 

D. Summary 

 In summary, the support policies employed under the competitive approach must be 

designed carefully to avoid excessive support and undue distortions of the competitive process.  

Support should not be guaranteed to firms as they lose customers, and duplicative support to 

multiple suppliers should be avoided.  Furthermore, and perhaps most importantly, symmetric 

support should be provided to suppliers of supported services in order to implement strong 

incentives for cost reduction, and to otherwise avoid excessive support. 

VI. AVOID ANY PERCEIVED NEED TO IMPLEMENT ASYMMETRIC SUPPORT 

 Despite the harmful long-term effects of doing so, regulators may be tempted to micro-

manage asymmetric support levels.  The temptation to implement asymmetric support levels may 

be particularly strong if competitors are known to offer very different services or to face very 

different operating circumstances and conditions.  To overcome this temptation, it can be 

advisable to reduce relevant asymmetries ex ante rather than attempt to adjust for them ex post.  

Relevant asymmetries can be reduced ex ante by defining supported services appropriately, by 

de-averaging high-cost support across relevant geographic regions, and by implementing a 

reasonable sharing of any true financial burdens associated with asymmetric carrier-of-last-resort 

obligations, to the extent that the asymmetry and the associated burdens can be demonstrated. 
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A. Define Supported Services Appropriately 

 By defining supported services appropriately, regulators can avoid situations where 

industry suppliers incur different costs simply because they supply different services.  As noted 

in section 4, the first step in the competitive approach to achieving key universal service goals is 

to identify the supported services.  To identify a supported service fully, regulators should 

specify all relevant dimensions of the service and any associated standards that the service must 

meet.  Relevant service dimensions and associated standards might pertain, for example, to the 

reliability, transmission quality, and functional capabilities of the service.  Firms that do not 

deliver the specified standards on all relevant dimensions should not be eligible for support.  

 Providing support only to suppliers of services that satisfy the specified standards on all 

relevant dimensions will obviate any perceived need to micro-manage support for firms that 

experience substantially lower costs because they produce services that do not satisfy the 

specified standards on all relevant dimensions, even though they may resemble supported 

services in some respects.   

B. De-average Symmetric Support 

 Cases where multiple firms offer supported services but are perceived to face different 

operating circumstances and conditions also can be accommodated without resorting to 

asymmetric support payments.  To illustrate this fact, consider a setting where the costs of 

serving different geographic regions differ substantially, and where a CETC has unfettered 

ability to serve some geographic regions and not serve others, while the competing ILEC is 

required to provide service in all geographic regions at uniform rates.  If the same per-line 

support were provided in all geographic regions in this setting, the CETC would have substantial 

asymmetric opportunity to reduce its costs and increase its profit by choosing to serve only low-
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cost geographic regions.  Consequently, a regulator might reasonably conclude that a lower level 

of support was appropriate for the CETC in such a setting. 

 However, the regulator would still face the difficult task of determining precisely the 

appropriate difference in support levels.  Such a determination is difficult at any point in time 

because it requires substantial knowledge of the prevailing operating costs of all competitors in 

all geographic regions.32  Furthermore, an ongoing assessment of operating costs would be 

required to ensure any differential support that is implemented remains appropriate over time. 

 Given the formidable difficulties and hazards involved in micro-managing support levels, 

it generally is preferable to limit the asymmetries that might otherwise motivate the micro-

management.  One way to limit relevant asymmetries is to de-average the symmetric support 

provided to ILECs and CETCs to reflect relevant cost variation across geographic regions.  If 

support is increased symmetrically for ILECs and CETCs in geographic regions that are known 

to be relatively costly to serve and decreased symmetrically in regions that are known to be less 

costly to serve, key asymmetries in the operating circumstances of ILECs and CETCs can be 

mitigated, thereby avoiding any need to attempt to fashion different support levels for different 

competitors. 

 Of course, just as regulators typically lack the information required to assess the extent of 

exogenous cost differences among competitors, regulators are likely to have imperfect 

knowledge of the extent to which production costs vary systematically across geographic 

regions.  ILECs typically have access to this information, though. Consequently, ILECs can be 

permitted to de-average across geographic zones the support that is available symmetrically to 

ILECs and CETCs.  

                                                           
32   The determination also requires knowledge of the firms’ production technologies in order to 
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 Under current rules, ILECs are authorized to de-average support across certain 

geographic zones without regulatory approval.33  ILECs can further de-average support across 

geographic zones to the extent that the relevant state regulatory commission finds the de-

averaging to be in the public interest.34  Thus, ILECs typically have both the information and the 

authority they require to ensure that CETCs do not choose their service territories strategically in 

order to benefit from differences between cost and support levels. 

 If ILECs choose not to exercise the authority they have been afforded, any resulting 

asymmetries between cost and support levels should not be employed to rationalize the micro-

management of asymmetric support for ILECs and CETCs.  Otherwise, ILECs might be tempted 

to refrain from de-averaging support in order to convince regulators to limit unduly the support 

available to CETCs.  Such handicapping of CETCs inevitably would lead to the many problems 

identified above.  Therefore, when any need for ex post handicapping is readily mitigated by 

undertaking ex ante actions that render the operating circumstances of ILECs and CETCs more 

symmetric, these ex ante actions should be pursued. 

C. Distinguish Apparent From Actual Asymmetries 

 Some might argue that asymmetric support for ILECs and CETCs is appropriate because 

the two types of competitors face different carrier-of-last-resort (COLR) obligations.  In 

principle, if different firms faced very different costs because of asymmetric COLR obligations, 

if the asymmetric COLR obligations were essential, and if the additional COLR costs were not 

primarily linked to geographic areas with lower teledensity that could be addressed through 

                                                           
distinguish realized costs from the costs that could be achieved through efficient operation. 
33   See 47 C.F.R. § 54.315(d). 
34   See 47 C.F.R. § 54.315(c); 47 C.F.R. § 54.315(d)(5). 
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geographic disaggregation of support, then a case might be made for asymmetric support levels.  

However, this case is not clearly supported for two primary reasons.   

 First, asymmetric COLR obligations do not necessarily impose substantial cost 

differences.  In particular, if the costs of standing ready to serve are the costs a firm would 

naturally occur when competing for customers even in the absence of a COLR obligation, then 

the COLR obligation imposes no additional costs on the firm.  Furthermore, customers in high-

cost areas sometimes compensate their telecommunications supplier directly (through line 

extension fees, for example) for a significant portion of the extra costs the supplier incurs in 

serving them. Second, CETCs face COLR obligations in practice.  For example, as a matter of 

federal law, CETCs must offer (and advertise) telecommunications services throughout the entire 

service area in which they receive an ETC designation.35  In addition, if one ETC relinquishes its 

ETC designation in an area served by other ETCs, the other ETCs are obligated “to ensure that 

all customers served by the relinquishing carrier will continue to be served.”36  Therefore, COLR 

obligations do not unavoidably raise the costs of ILECs asymmetrically. 

 Furthermore, to the extent that COLR obligations cause an ILEC alone to provide 

supported services in geographic regions that are particularly costly to serve,37 the higher costs 

that the ILEC incurs because of its COLR obligations can be addressed directly – and 

symmetrically – through geographic disaggregation of support.  As explained above, by offering 

higher (symmetric) per-line support in the geographic regions that are particularly costly to 

serve, relevant asymmetric burdens of COLR obligations can be mitigated. 

                                                           
35   See 47 U.S.C. § 214(e)(1). 
36   47 U.S.C. § 214(e)(4). 
37  This might be the case, for example, if a CETC elects to serve the most costly geographic regions 
through resale while using its own facilities to serve other geographic regions. 
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 In addition, for the reasons identified above, it typically is difficult, if not impossible, to 

determine the exact extent to which asymmetric COLR obligations cause costs to vary 

asymmetrically.  Consequently, attempts to micro-manage support levels to correct for suspected 

cost asymmetries caused by asymmetric COLR obligations can subvert the competitive process 

in the ways described above, and thereby lead to higher prices and increased universal service 

support. 

D. Limit the Burdens of Any True Cost Asymmetries From COLR Obligations 

 In cases where asymmetric COLR obligations do impose unavoidable cost asymmetries, 

COLR obligations can be designed to limit any perceived need for inappropriate asymmetric 

support.  For example, as General Communication, Inc. (GCI) has proposed in Alaska, CETCs 

might be required to share COLR obligations with ILECs once CETCs achieve a certain retail 

market share.38  The sharing of COLR obligations could take a variety of forms, including a 

sharing of the expenses required to extend network capacity to reach unserved areas and/or 

reciprocal network unbundling for ILECs and CETCs.39  Through these policies and others, any 

demonstrated differences in operating costs imposed by varying COLR obligations can be 

limited, thereby avoiding any perceived need to try to correct for these differences through 

imperfect micro-management of asymmetric support levels. 

E. Summary 

 In summary, it often is preferable to reduce meaningful ex ante asymmetries where 

necessary, rather than attempt to adjust for the asymmetries ex post. Appropriate ex post 

adjustment typically requires more information than is available to regulators.  Any such 

                                                           
38   See Attachment 2 of the testimony of Dana Tindall before the United States Senate Committee on 
Commerce, Science and Transportation Communications Subcommittee in the matter of Hearing on the 
Current Status and Future of the Universal Service Fund, April 2, 2003 (“Tindall Testimony”). 
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adjustment also can limit incentives for superior performance and thereby lead to higher prices 

and/or increased universal service support.  Important asymmetries can be reduced ex ante by 

defining supported services fully, by de-averaging high-cost support, and, where necessary, by 

implementing a reasonable sharing of any true financial burdens associated with asymmetric 

COLR obligations. 

VII. CONCLUSIONS 

 In reviewing the rules that govern high-cost universal service support and the ETC 

designation process, the Commission and the Joint Board are undertaking an important task.  

Their task of retaining the benefits of competition for rural consumers while controlling the size 

of the fund is complicated immeasurably by the limited information to which they have access.  

The competitive approach to achieving key universal service goals coupled with symmetric 

support policies are essential in light of this limited information.  Market competition and 

symmetric support policies will allow the most innovative and the most efficient suppliers to 

continually deliver supported services to consumers at affordable and reasonably comparable 

rates.  Market competition, symmetric support, limits on duplicative support, and, if necessary, 

capped support also will help to limit the support required to ensure these rates, in part by 

providing strong incentives for industry suppliers to continually reduce their operating costs.  

Over time, market competition and symmetric support will be particularly valuable in identifying 

instances where support is excessive and in disciplining fund demand.  

 None of these important outcomes is fostered adequately by the de jure monopoly 

approach or by asymmetric support policies.  Because of the limited information that is available 

to regulators, attempts to select a single support recipient or to micro-manage different support 

                                                           
39   See the Tindall Testimony for additional details and possibilities. 
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levels for different ETCs run considerable risk of raising industry costs and support levels.  Any 

perceived need to micro-manage asymmetric support can be mitigated, as necessary, by fostering 

ex ante symmetry in the operating circumstances of market competitors.  Such symmetry can be 

fostered, for example, by defining supported services appropriately, by de-averaging high-cost 

support, and, if necessary, by implementing a reasonable sharing of any true financial burdens 

associated with asymmetric carrier-of-last-resort obligations.  This approach will best ensure the 

delivery of innovative, quality services at affordable and reasonably comparable rates, while 

imposing cost discipline on fund growth that can help to ensure the continued sustainability of 

support to high-cost, rural areas. 



EXHIBIT 4

Comparison of High and Low Urban Rates with Statewide Average Loop Cost

Tier City State Total
Flat Charge¹

Avg. Total
Flat Charge

Monthly
Cost-per-Loop 

(for State)²

Avg. Monthly
Cost-per-Loop 

(for State)
Buffalo New York $34.47 19.65318152
Milwaukee Wisconsin $33.84 22.5637645
Racine Wisconsin $33.58 22.5637645
New York City New York $31.67 19.65318152
West Memphis Arkansas $31.66 26.67535212
Richmond Virginia $31.43 21.2150845
Smithfield Virginia $30.59 21.2150845
Binghamton New York $30.44 19.65318152
Providence Rhode Island $30.29 20.23533974
Boston Massachusetts $29.88 18.91065765
Brownsville Texas $17.33 21.30375064
Anaheim California $16.66 17.42955465
Bakersfield California $16.66 17.42955465
Fresno California $16.66 17.42955465
Los Angeles California $16.66 17.42955465
Oakland California $16.66 17.42955465
Salinas California $16.66 17.42955465
San Diego California $16.66 17.42955465
San Francisco California $16.66 17.42955465
San Jose California $16.66 17.42955465

¹ Federal Communications Commission Reference Book of Rates, Price Indices, and Household Expenditures for
  Telephone Service at Table 1.3 (2005).

² FCC High Cost Proxy Model 2004 State-by-State Model Results
  (http://hraunfoss.fcc.gov/edocs_public/attachmatch/DOC-247659A1.xls).

21.23385921

17.81697425
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