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POLICIES TO PROMOTE QUALITY SERVICE AT JUST, REASONABLE






FIGURE 1

UNIVERSAL SERVICE UNDER
THE TELECOMMUNICATIONS ACT OF 1996

QUALITY SERVICES AVAILABLE AT
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SCHOOLS, LIBRARIES, ETC.

Congress was also more specific than it had been in the past about how rates were 1o be

joint and common costs.

[254(h)]

EXPLICIT
SUBSIDIES
{254 (b)(4)(5).(d)]

kept just, reasonable and affordable for the purposes of achieving universal service. In addition to
the general requirements of section 254 (b) (1) and 254 (1), the law also requires in section 254

(k) that rates for service deemed to be part of universal service bear only a reasonable share of

Subsidy of Competitive Service Prohibited — A telecommunications camrier may not use
services that are not competitive to subsidize services that are subject to competition. The
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places on the household budget.

Households will continue to subscribe to the network because the phone is a necessity, but
if they are forced to pay more for this necessity and reduce their consumption of other necessities,
then the phone is not truly affordable. It is seriously diminishing the living standard of the
household.

These observations on the nature of the telephone and its use can be briefty summarized by
a familiar economic measure — the elasticity of demand. This gauges the rate at which demand
changes in response to a change in price. The elasticity of demand is measured as the percentage
change in demand that occurs in response to a one- percent change in price. Demand elasticities
are generally negative. When prices increase, demand decreases (conversely, when prices
decrease, demand increases).

Telephone demand elasticities are small. A one percent increase in price will cause a
reduction in demand thst is less than one percent. In the case of the telephone, it is considerably
less than one percentage point. It has become widely acknowledged that the elasticity of demand
for access (availability) is very low. Increases in price elicit very small reductions in demand *

It turns out, however, that the elasticity of demand for use is also quite low. The demand
response to usage price increases is somewhat larger than those for access but still quite small.
People do not want the telephone as an alarm box. They apparently want it as a means of
communications that requires being able to use it. It can be generally concluded that the long run

elasticity of demand for access is in the range of -.01 10 -.2 and the long run elasticity for use is

fitiqug (Cambridge Massachusctis: MIT
















and

(D) are consistent with the public interest, convenience and necessity. (para. 9, p 6)

The state has the authority in section 254 to expand the FCC’s definition of universal
service. We urge the commission to adopt these four principles, as well as several addition
principles to ensure that the expansion of universal service moets broad public needs and does not
raise the cost of universal service unnecessarily.

In addition to considering some or ali of the above four criteria, we believe that the following
additional characteristics are indicative of a basic and necessary functionality and should be used by the
Commission to determine whether an additional functionality should be added to the defiration of
universal service:*

The service must be a communications service that connects each to all,

The service must be a “‘mass market” service, which is most economical when sold in large
volume,

The Commission should conduct all proceedings on the expansion of the definition of
universal service in open and public forums so that the needs and preferences of all users can
be considered.

These principles are intended to ensure that functionalities are added to the universal service
definition in a manner that meets the needs of the broad public without significantly raising the cost of

3. REASONABLY COMPARABLE
This section of the Act must be read with a common sense view. Reasonably comparable

services and reasonably comparable rates are not terms of art with long histories in the case law of
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partially competitive environment — a strict prohibition on below cost pricing and a reasonable
recovery of joint and common costs across services that share facilities. The Conference Report
states this principle more vigorously. The Conference Committee Report clarifies the standard for

cost allocation by adopting the Senate report language —

The Commission and the states are required to establish any necessary cost
aﬂocauonndu,aoeoumngsafeguards andothergmdelmm_mmm

In pursuit of universal basic service, this language establishes a reasonable share of joint
and common costs allocated to basic service as an ypper limit.

The foresight of policy makers in adopting these principles cannot be underestimated.
They recognized the difficult economic and equity problems presented in reforming a century-old
monopoly. Congress knew that monopolists, faced with the growing threat of competition, are
inchined to shift costs onto their most captive customers. Monopoly providers will subsidize their
competitive services, if they can, and they will certainly maximize the recovery of joint and
common costs from those customers with the fewest options. This approach protects their
revenue stream and gives the monopolists the greatest leverage against potential competitors.
Such an approach is in the monopoly’s interest, but not necessarily in the best interest of the
public in general.

Even without an explicit subsidy, incumbents who have contimiing market power over

significant product or geographic markets gain an unfair advamage by allocating joint and

'° Conference Report, p. 129, coaphasis sdded).
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. The case turned on the observation that the consideration of a specific cost item
was inappropriate when the overall return of the utility should be considered.

. The disaliowance of costs also did not cause the utility severe financial distress and
so it stood.

The Commission should take great heart from Duguesne in the context of the current
proceeding. Here we have the utilities trying to cost out the piece parts of the network, refusing
to count other revenues, and ignoring 8 wide range of new revenue opportunities, with bottom
lines that are among the fattest in the nation. A universal service fund based on forward looking
economic costs that includes costs allocated to services and revenues derived from all services
that share facilities will easily pass constitutional muster when the LECs sue (as we well know

they inevitably will). They wili lose this case, too, just as they lost Duquesne.

C. CURRENT PRACTICE
The FCC, the states and the courts have found consistently and repeatedly that the loop is
a common cost. The courts recognized this aimost three quarters of a century ago in Smith v.

Lllinojs.”> Many of the states have formally recognized this in comments in federal proceeding,

13282 U.S. 133 (1930).

'* Two of the Regional Bell Opersting Companics takes this point of view (Bell Atiantic and NYNEX), as do a number
of state regnistors. State of Nebraska Public Service Commission, the State of New Humpshire Public Utilities
Commission, the State of New Mexioo State Corporation Commission, the Stste of Utah Public Service Commission,
thmedemdPﬂtWMMthmCmmi
Commission. FCC 96-93, CCDouhuNo 96-45 Apnllz l%MM&munL),p 18;"Commwnts of the State
of Maine Public Utility Commission, the State of Mountsua Public Service Commission. Virtually all other Consumer
AMCMMﬂmmmhk-Mm “Comments of the Idsho Public Servioe Commission®
i : o : BﬁahFMCm:CmFCC

Cnmmum.FCC%-% CCDoduNo 96-45 Apnllz. lmMTwm}. . ti; "Initisl Comments of the
PWMEUWCMD&M&WM&%WMtM Io
arvice, Before the Federal Communications Commission, FCC











































































































































the cost of money at less than 10 percent. At the national level, consumer advocates have
documented excessive profits for local exchange companies on the order of $5 to $6 billion for
the past several years.”> Inchuding tax effects, this equates to approximately $5 per month.
2. Strategic Investments

Strategic costs are a second major component of the gap. These are assets deployed
primerily to meet demand in competitive segments or non-telecommunications businesses. The
FCC has recently recognized that this is a massive problem, with huge quantities of underutilized
fiber and switching capacity deployed throughout the network ™ In Indiana, the People's Counsel
conducted a close review of the allocators used to assign costs to the residential class and found
gross over allocation of plant to that category.”® Among the major categories of strategic
investment were technologies to enhance Centrex offerings (also identified at the National level
as a problem), system signaling seven and ISDN costs primarily meeting business needs but
assigned to residential, and switching costs allocated on the basis of average use, rather than peak

use. These analyses demonstrate that between 10 and 20 percent of the total plant in service has

“Consumer Federation of America, Milking the Monopoly, 1996; Money for Nothing, 1997,
3 _ “Comments of the Consumer Federanon of America,” huhg_Mmg_qf_Aumm_of_Qg_s;

No. 96 1 12 Sumla.r oondusons are ruched "Tesumony of R:chard Gable Appendlx V1,

State of Maine, Public Utilities Commission, Re; Investigation Into New England Telephone
Company’s cost of Service and Rate Design, Docket No. 92-130

¥ "Testimony of Harold L. Rees, Public's Exhibit No. 3," p. 44, both in State of Indiana,
Indiana Unhty Resulatory Comnuwon. mmzmwmﬂmmmm







Since most cost/revenue comparisons include the federal subscriber line charge, we believe
that half of this number remains misallocated. That is, the costs associated with loop facilities
used by interLATA long distance are included in the cost estimates for basic service. This is
compensated by the fact that the revenue associated with the End User Common Line (EUCL)
are generally included in the estimation of basic service revenues.”’ Thus, approximately $4.50
should be taken into account either as a cost or as a revenue (CCL plus intraLATA long
distance). This would be equal to the national average CCL charge of $2.50, plus at least
another $2 for intralLATA toll use of the network.

Similarly, some of the costs of the network have been incurred to provide enhanced
services. The Indiana People's Counsel identified at least $1.30 of enhanced service reve.aues that
should be attributed to local to offset these costs.

Including these as cost adjustments for comparison with the TSLRIC studies is
appropriate since those studies include switching and transport costs that are appropriately sized
for local traffic, not long distance. Although they include the full range of functionalities
associated with all services that can be provided over the network (local, long distance and
enhanced) they strive 1o exclude the marketing and other expenses (like billing and collection)

associated with these services from the local telephone rate base.

C. CONCLUSION

7 The Indiana People's Counsel points out that CCL revenues should also be included, since
these cover the cost of the use of the loop (Rees).
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