Texas Public Policy Foundation

Policy

August 2006

Per spective

Q& A on the Texas Universal Service Fund
Letting Competition Work

by Bill Peacock, director of the Center for Economic Freedom

he Texas Universal Service Fund (USF) was estab-

lished in 1999 to help the state achieve its policy
goal of providing universal, low-cost telephone service
for citizens across the state in an increasingly competitive
environment. The largest portion of the USF, which sub-
sidizes high-cost service in suburban and rural Texas, is
divided into large and small company support. The USF
isalso used to subsidize service to those with low-
incomes and disabilities. Additionaly, it is used to subs-
dize government agencies, schools and ingtitutions for
administrative costs and high capacity trangport (such as
T-1lines).

2004 Universal Service Fund Expenses
in millions (estimated)

High Cost Support $546.28 93.16%
Low Income/Disability $ 34.34 05.85%
Support

Government Agency/ $ 573 00.97%
Schools Support

Source: Public Utility Commission, " Scope of Competition
in Telecommunications Markets of Texas," 2005.

The USF was revenue neutra in itsimplementation.

In other words, it replaced implicit subsidiesin toll and
access rates with an explicit portable subsidy going to the
provider of local service. Policymakers recognized that
long distance was a competitive service and that subsidies
collected through access charges had hindered the devel -
opment of this market. The implementation of USF was a
significant devel opment that has done much to assist in
the transition to a competitive marketplace.

Thefollowing Q& A isdesigned to provide abasic under-
standing of the USF—its purpose, strengths and wesk-
nesses—and make recommendations as to how it can be
modified to bring more competition to the Texas telecom-
muni cations marketplace. More detailed information on
the USF can be found in severa Foundation publications
available at www.TexasPolicy.com.

I. Has the Universal Service Fund accomplished its
purpose of providing reasonably priced, universal
service to consumers as intended by the Texas
Legislature?

The USF has been an integra part of the effort to provide
the low-priced, universal service that Texans enjoy today.
It has alowed competition to develop in long-distance
and urban local-service markets to a degree that would
have been impossible under the previous regulatory re-
gime dominated by implicit subsidies. Despite this policy
success, however, there are two magjor challenges with the
USF that must be addressed if the goal of reasonably
priced universal serviceisto be achieved.

Thefirst is efficiency. The USF supports the existence of
inefficient regulatory measuresthat could not survivein
an unsubsidized market. One of theseis the imposition of
price caps on loca telephone service. These price caps,
which hinder the development of atrue market, are de-
pendent on USF payments—companies providing local
service would not fare well in an environment where ba-
sic rates are capped and access rates are limited without
USF payments. As much as the USF has been helpful in
the transition to competition, true competition cannot oc-
cur in amarket where subsidies exist. Another inefficient
aspect of the USF isthe distinction it makes between sup-
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port for large and small companies—support should be
based on differencesin costs, not the size of acom-
pany. Additionally, the percentage assessment may aso
be inefficient compared with aflat-rate charge like the
federal Subscriber Line Charge.

Raobert Crandall and Jerry Ellig provide some addi-
tional insight into the inefficiency of the USF in their
paper for the Foundation in 2005, Texas Telecommuni-
cations: Everything is Dynamic Except the Pricing.
They emphasi ze that implementing the social policy of
low-cost, universal telephone service with atax/fee on a
specific industry creates economic distortionsin the
marketplace that decrease the efficiency of decisions
made by producers and consumers. Thisinefficiency
reduces consumer and producer welfarein Texas by
about $166 to $173 million annually.

Finally, the USF may beinefficient because of the cost
model used to alocate some of the high-cost support.
Though the model was forward looking, it is possible
that suburbanization and technological advances have
lowered the costs of providing basic local serviceto the
point that the model overstates costsin many areas of
the state.

Regarding reasonably priced service, the Public Utility
Regulatory Act (PURA) Sec. 56.021(1) saysthat one
purpose of the USF isto:

(1) assist telecommunications providers in providing
basic local telecommunications service at reasonable
rates in high-cost rural areas;

There may be several waysto determine what a reason-
ablerateisfor servicein high-cost areas. For instance,
reasonableness could be based on a comparison to rates
in urban areas—even though they are subject to price
controls. Or to costs for a substitutable service, such as
cellular. However, whatever the measure, it is clear that
today’ s price-capped rates for basic local servicein
most areas are unreasonable; that is, unreasonably low.

If today’ srates for basic local service were being re-
viewed by the state€' s actuaries under the Insurance
Code, they would no doubt be deemed “inadequate’
and companies ordered to raise them. The inadequacy
of theratesis supported by several observations:

m  Crandall and Ellig found that “in 2002 the local
rates charged by large incumbent tel ephone compa-

niesin Texas fell $487 million short of covering
the long-run incremental cost of primary residential
lines and $600 million short of covering the long-
run incremental cost of all residentia lines.”

m  Cranddl and Ellig use the Federal Communication
Commission’s Hybrid Cost Proxy Modd to esti-
mate that only 281,000 out of 5.5 million large
company residential lines examined are priced at
rates that cover their long-run incremental costs.

Basic local rates range from about $8 per month in
rural areasto $11 in urban areas (or $13.82 to
$16.72 including the federal subscriber line
charge), whereaslong-run incremental costs per
line range from $11.84 to more than $1,000 per
month.

m Basiclocal rates are generaly priced below that of
competitive dternatives, such as cellular service.

Of courseg, just because basic local rates are low does
not necessarily mean that overdl ratesfor telephone
sarvice are low. Particularly in urban markets, compa-
nies often price non-basic services at levelsto help sup-
port the under-priced, regulated basic service. However,
thistype of pricing causes economic inefficienciesin the
system because both producers and consumers make
poor decisions based on mideading pricing signals.

2. Is the Universal Service Fund helping or
hurting competition in the Texas
telecommunications market?

When the Public Utility Commission (PUC) imple-
mented the USF in 1999, it said that it was designed to
be a* competitively neutral mechanism” to assist in
“the trangition to a competitive marketplace [in which]
support previoudy embedded in various rates cannot be
maintained.” The USF has served this purpose well.
However, today, with the transition to competition
much further along, changesin the system are required
to bring true competition to the marketplace.

One example of the lack of competition isthat price
capson basic local servicein rural Texas set prices at
below long-run incremental costs. This situation creates
an anti-competitive environment in many rural areas
whereby potential competitors may be hesitant to enter
into rural markets where the incumbent offers below-
cost prices. Additionally, any government regulation of
pricing creates an anti-competitive environment be-

TEXAS PUBLIC POLICY FOUNDATION



August 2006

Q&A on the Texas Universal Service Fund

cause prices are one of the key waysthat companies
compete with each other.

Another example of how the USF contributes to less-
ened competition is seen in the private network service
mandate. Texas incumbent local exchange carriers
(ILECs) are required by PURA to offer high capacity
transport (such as T-1 lines), or private network service,
to avariety of users at reduced rates. The entities igi-
ble to receive this discount pricing include public
schoals, ingtitutions of higher education, public librar-
ies, non-profit hospitals, and the Texas Education
Agency. Because the incumbents are required to pro-
vide this service below the market price, other telecom-
muni cations providers are generally unable to success-
fully offer competitive services. However, because di-
rect USF support is paid only on discounted lines pro-
vided by small companies, subsidies for this are more
indirect than direct.

Additionaly, the way USF support is calculated using
cost and revenue averaging, it can hinder competition.
Costs averaged at wire centers create cost differentials
within the centers that might be exploited by new en-
trants. Also, similar opportunities may exist because
revenues are averaged statewide while costs are aver-
aged locally.

3. Are the entities receiving money from the
Universal Service Fund spending it as intended?

In implementing the current USF, Texas policymakers
recognized that “in the transition to a competitive mar-
ketplace, [universal service] support previoudy embed-
ded in various rates cannot be maintained.” So a shift to
explicit subsidies was made to facilitate this transition.
As part of the implementation, specific requirements,
e.g., reduced prices, were placed on companies and
verification steps taken by the PUC to ensure that this
exchange would be achieved. Companies that comply
with the provisions of the law under the oversight of the
PUC are spending the money as intended.

4. How should the Universal Service Fund be
reformed to help increase efficiency and
competitiveness in the Texas
telecommunications market?

In order to take the next step towards the USF being a
“competitively neutral mechanism” for “providing ba-
siclocal telecommunications service at reasonable rates
in high-cost rural areas,” the primary focus should be

on reducing its size. However, it isimportant to remem-
ber that this cannot be accomplished properly without a
concurrent raising of price caps. Reduced subsidies and
higher price caps would be completely in line with the
original intent of Texas policymakers of facilitating
“the trangition to a competitive marketplace.” The fund
has facilitated the transition, but its Sizeis now a hin-
drance rather than a help in fostering competition. Sev-
era steps can be taken to reform the USF and make it
more compatible with today’ s competitive marketplace:

Make rates mor ereasonable by allowing the
priceof basic local servicetoriseto better re-
flect actual costs. Thiswould be accomplished by
providing companiesincreased pricing flexibility.
Regulated rates for al basic residential phone ser-
vice should be immediately increased to parity with
the highest urban rates. Thiswould increase phone
companies revenue by about $90 million per year
and dlow for a corresponding reduction in USF
assessments/payments. In addition to this, amecha
nism should be put in place to provide for regular
increasesin price caps and corresponding decreases
in USF assessments.

The USF should not be expanded to cover new
servicesor technologies. The fund has supported
the provision of low-cost phone service in most
areas of the state. Some advocate the expansion of
USF support to new technologies like broadband.
However, the rapid adoption of new technologies
makes USF support for them unnecessary. The
adoption rate of broadband, for example, is running
on par or ahead of the rate of most older technolo-
gies. USF assessments should not be placed on any
new services; any savings realized from increased
price caps or reduced costs should be returned to
consumers, not used expand the services subsidized
by the USF. Thefact that thismight place anin-
creasing share of USF assessments on traditiona
telephone service highlights the importance of re-
ducing the size of the USF.

Eliminatethe distinction between large and
small company USF support. Telephone service
for customersin rura Texasis subsidized by urban/
suburban consumers well beyond what is necessary
to maintain reasonable rates. In many cases, this
subsidy flows from low-income to high-income
customers. Nationally, only 27 percent of rural tele-
phone company revenues come directly from cus-
tomers paying for basic local service. Subsidies that
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support this system encourage small companies to
remain inefficiently small, as may the current dis-
tinction between large and small company support.
USF support should be based on the legitimate costs
acompany occurs, not the size of the company. The
PUC should examine how a cost-based approach can
be applied to all Texas markets.

Eliminate mandated provision of Private Net-
work Service. By eiminating this and its associated
subsidies, USF assessments/payments could be re-
duced by $2 million per year.

In the short-term, it isimpossible to imagine local phone
servicein a least some parts of Texas without USF sup-
port. Yet 15 years ago it would have been impossible to
imagine the vast array of largely deregulated telecommu-
nications services we receive today. Whileit is not possi-
ble at thistime to address the universa, reasonable-cost
policy of the state solely through the market process, the
task at hand isto prepare the market for the day when it
will bethe primary means of meeting thisgoal .

5. What relationship should exist between the
Provider of Last Resort obligation and the
Universal Service Fund?

Aslong as the state requires companies to serve asthe
provider of last resort (POLR) in high-cost aress, the
state should assist the companies in meeting this obliga-
tion. The state should not expect companiesto bear the
POLR obligation on their own. Policymakers should
examine what the POLR obligation should look likein
the future.

6. Should the definition of basic local
telecommunications service be expanded or
otherwise changed?

The definition of basic local service should not be ex-
panded. The rapid adoption of new technol ogies makes
increased universal service support unnecessary. The
adoption rate of broadband, for example, isrunning on
par or ahead of the rate of most older technologieslike
color TVs, VCRs, and computers, which spread quite
rapidly themselves without any universal service

support.

7. How should “re
determined?

asonable rates” be defined or

There are avariety of mechanisms by which the reason-
ableness of rates can be determined. As dready men-
tioned, reasonableness could be based on a comparison to
ratesin urban areas. Or to costs for a subgtitutable ser-
vice, such as cdlular. Or to the cost of providing the ser-
vice. What is clear isthat the current rates—based on the
old value of service pricing—are clearly unreasonable.
That is, unreasonably low. Of course, another way that
reasonable rates could be determined is through voluntary
transactionsin the marketplace. For the time being, as
long as price caps continue, they should beincreased over
time along with relaxations of other pricing redtrictionsin
order to alow ratesto more accurately reflect the costs of
providing service.

8. How should money for the Universal Service
Fund be collected?

Theideal way for universal service funds to be collected
isthrough general taxation. This creates fewer economic
distortions than an assessment on a specific industry. To
the extent that the funds are collected through atelecom
gpecific tax/fee, aflat rate charge similar to the federal
Subscriber Line Charge should be considered.

9. Will the current funding mechanism for the
Universal Service Fund be adequate to sustain the
purposes for which it was created?

The need for the USF is decreasing, not increasing. And
the rapid adoption rate of new technologies, like broad-
band, shows that thereis no need to expand the fund into
new areas. No new services should be subjected to fund
assessments, and no new technol ogies should be covered
by fund payments. Therefore, the current funding
mechanism will provide more than adequate funding for
the purpose for which it was created. However, it will
continue to beinefficient. %

Bill Peacock is the director of the Center for Economic
Freedom at the Texas Public Policy Foundation. Contact
Bill Peacock at: bpeacock@texaspolicy.com.
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