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Good afternoon madam chairman and commissioners. | appreciate the
opportunity to participate this afternoon in the discussion on how the current
federal high cost funding mechanisms should be revised to prepare them for an
environment that will change rapidly over the coming years.

The concerns raised during the last few weeks over the application of
federal accounting rules to the school and library fund have served notice that we
cannot assume anything about our ability to maintain the status quo. While |
hope that the accounting issues can be addressed without too much disruption to
the funds, this experience should prompt us to take the steps necessary to
ensure that we can continue to achieve our policy goals for universal service in
the future. | envision this taking place in two phases.

First, there are measures that the Commission should adopt in its current
proceedings to ensure that the universal service mechanisms can be maintained
over the medium term — for the next five years or so. | will make some specific
recommendations on these in this statement.

Second, | believe that for the longer term — beyond five years, the existing
methods for supporting universal service will no longer be viable, given the

development of new, next-generation networks and rapid changes in the



marketplace. Because our commitment to universal service will continue, we will
have to consider new policy tools for achieving those goals in the new
environment. At the end of this statement, | will attempt to sketch out the
direction a new policy framework might take.
Contribution mechanism for the medium term

Today we are skating near the limits of the size of the federal mechanism
we can reasonably support on the basis of carrier contributions. This is the case
no matter what basis is used for calculating those contributions — revenues,
connections, phone numbers, or something else. We should therefore take care
to avoid any unreasonable expectations as to what this funding mechanism can
accomplish. For reasons | will describe more fully below, whatever we adopt
now will be a transitional device, not a long term solution to universal service
funding. It will buy us time to develop a long term solution. For similar reasons,
we should be very reluctant to add major new burdens, such as the replacement
of significant portions of the revenue carriers now obtain from access charges, on
top of the obligations this mechanism will already have to fund.

Disbursement of the rural high cost fund in the medium term

Because we are near the limit of what a carrier contribution approach to
funding can sustain, the Commission’s focus over the near and medium term
must be to limit the size of the federal mechanisms, and particularly of the largest
component, the rural high cost fund. Left unchecked, growth in the fund over the
next few years could undermine the stability of the current system. While parties

in the Commission’s proceeding continue to debate who is most responsible for



the growth we have observed in recent years, that is really quite irrelevant to the
determination of policy going forward. We should identify each potential source
of growth and ensure that the new funding mechanism is designed to address all
of them.

We should expect the new disbursement method to provide incentives for all
ETCs to operate efficiently. At the same time, it should reflect reasonable
expectations about what it costs to serve in rural areas, based on actual
experience.

The designation of competitive ETCs in rural areas can impose costs on
the system in two different ways, each of which will need to be addressed by any
new disbursement mechanism. The first source of additional cost comes through
- substitution of lines between the competing ETCs. As the incumbent loses lines
to a new entrant, its costs do not fall proportionally, and its revenue requirement
per line increases as it loses economies of density. This is the classic, and
expected, cost of supporting duplicate networks in an area where the market may
have difficulty maintaining one. Under the current plan, the higher revenue per
line is translated into higher per-line support in subsequent periods.

The second source of additional cost was perhaps not so widely
anticipated when the current plan was adopted, but has turned out to be quite
significant. Wireless carriers provide a service that is both a competitor for and a
complement to traditional wireline local service. Wireless carriers have also
developed a different business model, in which separate handsets are marketed

to each member of a household. Where the additional ETCs are wireless






