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Universal Service in the Age of Competition 


In the narrowest sense of the term, a "universal service" program is a gov

ernment-sponsored subsidy scheme designed to add users to, or keep exist

ing users on, the public switched telephone network through low rates. The 

principal economic justification for such government intervention lies in 

the "network externality" concept-a manifestation of the "network 

effects" phenomenon discussed in chapter 1. Simply put, the value of a net

work to any given user is directly proportional to the number of other 

users who can be reached on it, and no individual user internalizes the full 

extent of that value in making decisions about whether to join or drop off 

the network. Ubiquitous telephone subscribership, moreover, benefits not 

just individual consumers, but society as a whole by enhancing economic 

development, democratic participation, and public safety. 

Although universal service subsidies might well have accelerated sub

scribership levels in the early years of telephone service, it is by no means 

clear that such subsidies are still necessary to keep those levels high. 

Because basic telephone service is so integral to contemporary life, most 

people above the poverty line would likely purchase it even if the govern

ment ended all existing subsidies and rates increased commensurately.1 In 

its broader senses, the term "universal service" is commonly used to denote 

various subsidy programs that have very little to do, even as a conceptual 

matter, with keeping people on the network. 

Today, the FCC's $6 billion "universal service fund," as revised in the 

wake of the 1996 Act, is composed of four disparate programs: (1) the fed
eral Lifeline and Link-Up programs, which provide need-based subsidies 
for low-income households; (2) the non-need-based government mecha
nisms designed to keep telephone rates for "high cost" customers "afford
able"-namely, below cost-even in the vast majority of cases in which 
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letting rates rise to cost would not necessarily induce anyone to forgo serv

ice; (3) a program for funding broadband connections to the nation's 

schools and libraries; and (4) a similar program for funding such connec

tions to rural health care facilities. 2 Of these programs, only the first, 

which is dwarfed in size by the second and third,3 is specifically designed 

to subsidize telephone service for subscribers who might otherwise drop off 
the network. 

In this chapter, we focus on the second of these four-the so-called 

"high cost" program, whose implementation presents the most vexing 

challenges to rational competition policy. As we shall see, that program
I 

reflects broad distributional equity goals that, depending on their execu

tion, may be at odds with principles of economic efficiency.4 At the end of 

the chapter, we turn to one of the central ironies of universal service poli

cy in the Internet age: the fact that the government does not provide sub

sidies in the one market-residential broadband service-in which such 

subsidies might be justified today by network externality considerations. 

I. 	The Political and Economic Dynamics of 
Universal Service 

For policymakers, the term "universal service" denotes the whole gamut of 

explicit and implicit subsidies designed to keep telephone rates in "high 

cost" areas "affordable"-i.e., below cost-even for customers with suffi

cient means. If, for example, the estimated monthly cost of serving a given 

household in a rural town is $100, the state public utility commission may 

nonetheless cap monthly retail rates in that town at $25. That is true even 

if the rural town also happens to be a wealthy resort where raising the price 

to $100 per subscriber would actually induce very few residents to leave 
the network. 

Who pays the extra $75 per month per line? As discussed in chapter 2, 

the traditional underwriters have included the customers whom the tele

phone company has charged above-cost rates to make up the difference. 
First, under the practice known as geographic rate averaging, customers in 
cities often pay roughly the same rates as customers in remote ruralloca
tions even though, because of economies of density (see chapter 1), the per
line cost of installing and maintaining a line in the city is a fraction of the 
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cost of doing the same in the countryside. Second, local telephone compa

nies have traditionally charged up to twice as much for a "business line" as 
for a "residential line," again without any cost-based ju·stification. Third, as 

discussed in chapter 9, local telephone companies impose on long distance 

companies regulated "access charges" that, at least on the state level, often 

exceed any genuine measure of cost, and the difference is passed along to 

heavy users of conventional long distance services in the form of inflated 

per-minute rates. Fourth, "vertical services," such as call waiting, are also 

priced well above cost. In all of these cases, the people contributing to uni

versal service often have no idea that they are doing so: that is why these 

types of subsidy are called "implicit." 

For many decades, regulators developed a universal service policy 

dependent on a maze of such cross-subsidies. For two basic reasons, these 

cross-subsidies were economically problematic even before the age of com

petition. First, by detaching the rate charged for a service from its underly

ing cost, they defied basic principles of cost-causation, artificially inflating 

demand for some services and dampening demand for others, such as long 

distance. Second, such cross-subsidies transgress Ramsey pricing principles, 

which hold that, when there is no straightforward way to allocate costs 

among different services, the most efficient solution is to recover them 

through necessary services that consumers would be reluctant to drop 

(such as basic local service) and not through more elective services that cus

tomers would more easily forgo at the margins (such as long distance 

calls).5 Because implicit cross-subsidies disregard these economic princi

ples, they have cost billions of dollars in allocative inefficiencies over the 

past century by diverting social resources from their most productive uses. 

The growth of local competition over the past dozen years has added 

an entirely new dimension to the problem. As we have stressed, high "busi

ness line" rates, geographic rate averaging, above-cost access charges levied 

on long distance calls, and other implicit subsidies are unsustainable in a 

competitive world. Those policies rely on the prevalence of captive cus

tomers who have no choice but to pay a telephone monopolist the above

cost rates for essential services that subsidize below-cost rates to certain 

subscribers, such as those living in rural areas. Once competition arises, the 
erstwhile monopolist-the ILEC-cannot get away with charging down
town business customers rates far above the cost of serving them, for those 
customers would then take their business to competitors who can and do 
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charge much less. And if the ILEC continues imposing above-cost access 

charges that raise end users' long distance rates above cost, more and more 

end users will make long distance calls using their wireless phones or, as 

broadband adoption picks up, using VoIP services-thereby avoiding 

access charges altogether (at least on the originating end). 

Unless policymakers are content to watch the ILEC fall slowly into 

financial distress, they will need to come up with a new type of subsidy 

scheme designed to function in a competitive environment. This is the 

avowed purpose of section 254 of the Communications Act, added in 

1996.6 In exceptionally vague language, section 254 en visions a transition 

from traditional implicit cross-subsidies to a system of "explicit" subsidies 

underwritten by competitively neutral assessments on telecommunications 

providers generally. The problem is that regulators, particularly on the state 

level, need considerable prodding to undertake that transition. Consumers 

often notice when they must pay tax-like fees that appear as line items on 

their telephone bills, and they look for someone to blame. But they typical

ly do not know when they are simply paying rates that, in some abstract 

economic sense, exceed cost. 

From the short term perspective of many regulators, the political costs 

of genuine universal service reform may outweigh the benefits. And the 

1996 Act contains no specific time frame for the elimination of the old 

implicit subsidies, leaving most regulators content to confront this chal

lenge gradually. In effect, these regulators hope that, at least until they have 

moved on to their next jobs, competition will progress slowly enough that 

carriers of last resort (the traditional incumbents) can stay financially 

healthy without any need for abrupt, politically controversial changes to 

the system. If this hope appeared tenable before the advent of VoIP, it now 

seems increasingly delusional. 

This chapter explores how universal service programs work in practice 

and why they raise so many difficult problems. We begin, however, by mak

ing two general observations about universal service that, because of their 

political sensitivity, policymakers hesitate to articulate in public. 
First, there is no uncontroversial policy reason to keep telephone rates 

below cost for people who can afford to pay cost-based rates. Prices for 
many goods and services, such as gasoline, often vary tremendously from 
one place to another, but the government usually perceives no need to 
equalize them. Such unremedied disparities extend to the very basics of life, 
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such as housing. For example, a typical four-bedroom house in the middle 

class suburbs of the nation's capital may cost $500,000 more than a com

parable house in the suburbs of Kansas City. But no one suggests that the 

government should make homeowners in Missouri pay more for their 

houses so that homeowners in suburban Maryland may pay less. Similarly, 

there is no clear reason why middle income families in Denver should pay 

more for telephone service so that high income residents of Aspen may 

receive such service on the cheap. 

The controversial rationale for such programs is that telephone serv

ice-like postal delivery-is so fundamental to modern life that it should 

be insulated from market forces and extended, at comparable rates, to all 

Americans as a civil right. Whatever the merits of that position, the govern

ment's commitment to traditional, non-need-based "universal service" pro

grams is unlikely to change. The reason can be traced to the grand 

compromise that produced the U.S. Constitution in 1789. Rural voters in 

the western states are disproportionately represented in Congress-Alaska, 

for example, has the same number of senators as New York-and they 

exploit that advantage to keep their telephone rates low. (Of course, the 

political influence of the rural states is even more dramatically apparent in 

other sectors of the economy: consider the case of farm subsidies.) For our 

purposes, therefore, we must take as given that, for the foreseeable future, 

the political process will preclude a more targeted, need-based approach to 

"universal service" in which those who cost more to serve pay commensu

rately higher rates unless, because of their limited means, they would oth

erwise be likely to drop off the network. 

Second, to whatever extent policymakers subsidize telephone service

either for poor subscribers or those living in high cost areas-it remains 

questionable policy to pay for those subsidies through "contribution obli

gations" imposed on telecommunications providers, as section 254 

requires, rather than through general taxes. Industry-specific excise taxes 

and similar assessments artificially depress demand for the taxed product 

or service and are therefore less economically efficient than general taxes'? 

And the telecommunications industry incurs not only the full burden of 

supporting universal service programs, but also a welter of regular federal, 
state, and local taxes-including the 3 % federal excise tax that was initial
ly adopted in 1898 to fund the Spanish-American War and that, despite 
calls for its repeal, remains stubbornly in place.8 Indeed, one of the many 
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issues raised by the transition to VoIP is the fact that all the taxes assessed 

on telecommunications services-approximately $9 billion per year on the 

state and local level alone-may be jeopardized as consumers sign up for 

VoIP services, which are arguably exempt from taxation and any direct 
assessment of universal service fees. 9 

Like much of universal service policy, the current reliance on industry

specific assessments is largely a function of politics. Politicians are loath to 

raise income taxes and are only too happy to adopt alternative funding 

mechanisms that, through their sheer complexity, obscure the extent to 

which ordinary American voters are indirectly paying taxes by another 

name. From a politician's perspective, implicit cross-subsidies are most 

appealing because they are the hardest for individual voters to perceive. But 

if the growth of competition-which is also popular among voters-makes 

such cross-subsidies unsustainable, complex universal service assessments 

are politically preferable to an ordinary tax hike, at least until consumers 

figure them out and complain. And even when consumers do complain, 

they may well get lost in the confusing array of fees and not know whether 

to blame politicians or service providers.1o Unfortunately, by mandating 

such industry-specific assessments, Congress has needlessly compelled reg

ulators to answer intractable questions about which types of providers 

should be required to bear what percentage of the contribution burden. As 

discussed below, those questions have no fully satisfying, competitively 
neutral answer. 

Traditionally, universal service programs have exemplified what 

Richard Posner has called taxation by regulation-a means of compelling 

"members of the public to support a service that the market would provide 

at a reduced level, or not at all," while keeping them largely in the dark 

about the existence, extent, or purpose of the subsidies they must pay.11 Of 

course, universal service programs are more transparent now than they 

were several decades ago, when virtually all subsidies were implicit and 

AT&T's Bell System routinely cited "universal service" to compliant regu

lators as a basis for opposing any competitive threat to its nationwide local 

and long distance monopoly.12 But even today, as competition is taking 

hold in most telecommunications markets and the long transition from 
implicit to explicit subsidies has begun, regulators still cling nostalgically to 
non-transparent forms of universal service support. 
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Finally, it bears emphasis that universal service issues differ markedly 

from many of the other policy challenges discussed in this book. Most of 

those other challenges arise from the underlying economic characteristics 

of the telecommunications industry: a combination of high fixed and sunk 

costs, large scale economies, significant network effects, and rapid techno

logical change. Many of the conundrums and economic distortions associ

ated with universal service programs, by contrast, are the creatures of 
regulation itself. 

With this background, we now turn to the actual mechanics of the 

emerging universal service support system. There are, in essence, three dis

tinct questions. First, on the "disbursement" side, which providers are enti

tled to receive universal service funds, and what is the process for deciding 

how much they receive? Second, which providers must contribute to uni

versal service funds, and in what amounts? Finally, as broadband Internet 

access becomes more widespread, what services beyond conventional 

telephony are likely to be subject to universal service support? We address 
each of these questions in turn. 

II. Universal Service Funding Mechanisms 

Two somewhat arbitrary distinctions, which date back to the early days of 

the Bell System monopoly, remain at the heart of universal service policy 

issues. First, the FCC and the states have divided up responsibility, for pur

poses of managing universal service subsidy mechanisms, into distinct 

"interstate" and "intrastate" spheres. Second, regulators at both levels treat 

the larger ILECs, such as the Bell companies, quite differently for universal 

service purposes from the smaller "rural" ILECs. While both distinctions 

(federal/state and non-rural/rural) are artificial, they will nonetheless drive 

universal service policy for the foreseeable future-as will a third arbitrary 

classification discussed later in this chapter: the distinction between 

"telecommunications services" and "information services." 

A. The basics 

Recall from chapter 2 that federal and state regulatory authorities "sepa
rate" the costs of the local loop into "interstate" (federal) and "intrastate'" 
(state) jurisdictions so that, among other things, courts can evaluate the 
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merits of a "takings" claim (alleging confiscatory regulation) against either 

one.13 Under this system, the FCC, after consulting with the states, splits 

an incumbent LEC's "costs" into two arbitrary categories: "interstate" 

costs, whose recovery the FCC superintends, and "intrastate" costs, whose 

recovery is the responsibility of the states.!4 For example, under the feder

al-state separations process, 25% of a Bell company's loop costs are gener

ally "allocated" to the interstate jurisdiction and 75% to the intrastate 

jurisdiction. Once the FCC makes that separation, each jurisdiction must 

decide how to enable the incumbent to recover the relevant costs. 1S 

In general, the federal government enables incumbents to recover the 

costs on the interstate side of the ledger through (mostly) prescribed per

minute interstate access charges imposed on long distance carriers and flat

rated "subscriber line charges" imposed directly on end users. To some 

extent, this regime still follows the framework adopted in the wake of the 

AT&T breakup, although the amounts of the different charges have 

changed dramatically.16 The states separately enable incumbents to recov

er their intrastate costs through (among other things) intrastate access 

charges, various toll charges, fees for "vertical features" like call waiting 

and caller ID, and monthly rates for basic local service. 

Taken together, the array of authorized charges imposed on high cost 

customers may fall far short of the cost of serving those customers. In a 

monopoly environment, such shortfalls could be addressed through cross

subsidies that enable the incumbent's books to come out even in the end 

anyway. In a competitive environment, they do not, for new entrants will 

"cherry-pick" the customers that would otherwise pay above-cost rates, as 

noted above. There would be no problem, of course, if the incumbents 

could simply drop their high cost customers or raise their rates to cost. But 

incumbents are almost invariably subject to state-law carrier-of-Iast-resort 

obligations that compel them to provide service to high cost customers and 

all others who request it-and to do so at low rates.!7 

In the 1996 Act, Congress included the highly ambiguous provisions of 
section 254 to address this concern. Under the prevailing interpretation,18 

section 254 instructs the FCC, after formally consulting with a "Federal
State Joint Board," 19 to take steps to keep rates "affordable" and "compa
rable," both from place to place within each state and from state to state 
across the country. It also envisions that the FCC will accomplish that goal, 
in cooperation with the states, by phasing out the unsustainable implicit 
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cross-subsidies that characterized universal service policy before 1996. In 

their place, section 254 sets up an explicit funding mechanism-known as 

the "high cost fund"-that is underwritten by "equitable and non-discrim

inatory contribution[s]" by all telecommunications carriers.20 That fund 
pays out money to carriers that serve high cost customers. 

The recipients of such subsidies are usually incumbents, since they are 

the ones with the carrier-of-Iast-resort obligations and thus the ones that 

normally serve these traditionally uncoveted customers. But these subsidies 

are also "portable" in the sense that they are available to any carrier that 

is willing to serve all customers within a defined geographic area and is 

designated (usually by the relevant state commission) as an eligible 

telecommunications carrier (ETC).21 ETCs can include wireless carriers as 

well as wireline CLECs, and their receipt of universal service funds raises 

complex questions about the extent to which they must demonstrate their 

ability to meet the same carrier-of-Iast-resort expectations to which the 

corresponding ILECs have long been held.22 In theory, these portable sub

sidies are supposed to be large enough to entice wireless carriers and 

CLECs to compete head-to-head against incumbents for high cost cus
tomers and, if successful, turn a profit. 

In the aftermath of the 1996 Act, the FCC asked to what extent the fed

eral fund should bear the burden of replacing all traditional subsidy mech

anisms, including those that, like geographic rate averaging, have been 

managed mostly by the states. Conceivably, Congress could have instruct

ed the states, through a process known as rate rebalancing, to eliminate 

implicit cross-subsidies altogether by lowering the above-cost rates charged 

to business customers, residential customers in densely populated neigh

borhoods, and others. And Congress then could have made the incumbents 

whole for their sudden revenue shortfall by paying them, through the fed

eral high cost fund, the complete difference between the cost of serving 

high cost customers and the retail rates they are allowed to charge them. 

That approach, however, would have required a radical enlargement of the 

federal fund by several billion dollars, and it thus would have imposed 

immense contribution burdens on telecommunications providers and, ulti
mately, telecommunications consumers nationwide. 

Congress did not require that approach, and the FCC has never seri
ously considered it. Instead, the Commission has concluded that the feder- · 
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al high cost fund should replace (i) the use of the traditional cross-subsidies 

(such as above-cost access charges) on the interstate side of the cost ledger 

and (ii) a small portion of traditional cross-subsidies on the intrastate side 

of the cost ledger. The FCC typically addresses those discrete functions in 

separate proceedings. And, to make matters more complicated still, it 

addresses both of them differently depending on whether the geographic 

territories at issue are served by "non-rural" ILECs (the Bell companies and 

a few others) or the smaller "rural" ILECs. We address the former first. 

As to non-rural carriers, the FCC's most significant reform efforts on 

the interstate side of the ledger came in a June 2000 order adopting the 

main components of an access charge reform program proposed by a 

broad-based industry alliance known as the "Coalition for Affordable 

Local and Long Distance Services" (CALLS). Roughly speaking, the FCC 

ordered significant reductions in the interstate access charges imposed by 

the largest ILECs and compensated them for the shortfall by increasing the 

size of the federal fund from which they may seek support as well as the 

flat-rated subscriber line charge imposed on end users.23 Although not as 

large as the access charges assessed by rural ILECs, the resulting interstate 

access charges for the non-rural ILECs are still well above the rates set 

under the FCC's TELRIC methodology for the corresponding network 

functions when they are leased as network elements. The magnitude of that 

discrepancy has led some to claim that, even as reformed in the CALLS 

order, these charges remain in some sense above cost; others reject that 

conclusion on the ground that TELRIC itself understates costs (see appen

dix A). To reduce such controversies, as discussed in the previous chapter, 

policymakers are considering various proposals to eliminate access charges 

altogether in favor of higher flat-rate end user charges and, most likely, a 

further expansion of federal universal service funds for carriers of last 

resort in high cost areas. As of this writing, however, the prospects for such 

proposals remain highly speculative. 

The FCC takes a much more limited view of the federal fund's role as 

a replacement for implicit subsidies on the intrastate side of the cost ledger. 

As to the areas served by the Bell companies and th~ other non-rural 

incumbents, the Commission has sought to limit its role to helping states 
with unusually high average costs (specifically, more than 135% of the 
national average) attain rates reasonably comparable to those of other 
states.24 
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To see how this works, consider a state that has (i) very high cost rural 

areas, (ii) very low cost urban areas, and (iii) a proportionate enough mix 

of the two that statewide average costs are reasonably close to the nation
al norm. '~ Under the FCC's current policy, the federal high cost fund does 

not help compensate for the intrastate costs of serving any high cost area 

within the state. The FCC reasons that, unless statewide average costs are 

unusually high, the state's own funding mechanisms can serve to equalize 

rates within the state's borders so that each subscriber's rates are roughly 

comparable to those in most other states. In 2001, the Tenth Circuit reject

ed the FCC's treatment of this issue, expressing skepticism that the FCC 

had discharged its responsibility to "induce" the states to follow through 

on equalizing rates in this manner.25 On remand, the FCC conducted a 

comprehensive rate review and tweaked the details of its rules a bit, but 

largely adhered to its prior policy. In so doing, it promised to study the 

need for additional federal action should it become necessary to ensure rea

sonable rate comparability across the nation. This most recent order has 

itself been appealed to the Tenth Circuit, where it remains pending at press 
time.26 

The upshot of the FCC's universal service policies is that, at least with 

respect to the regions served by the major incumbents, the states are sup

posed to bear the lion's share of responsibility for ensuring sustainable high 

cost support programs as competition erodes the traditional sources of 

implicit cross-subsidies. In theory, this permits the states to experiment 

with different approaches to the problem and to learn from the innovations 

of their fellow states.27 To date, however, only a few states have made seri

ous efforts to replace implicit cross-subsidies with more durable support 

mechanisms analogous to the federal high cost fund. Instead, to a void 

political controversy in the short term, most states continue to rely on geo

graphic rate-averaging and other such devices in the apparent expectation 

that competition will progress slowly enough that immediate change is 

unnecessary. Only in hindsight will we know for certain if that judgment is 

as improvident as it now appears. 

* Here we are using the term "rural" in its usual, vernacular sense, not in its spe
cialized sense as an identification of regions served by small ILECs. To determine 
whether a particular state has unusually high average costs for purposes of allocat
ing high cost support to non-rural ILECs, the FCC excludes from the calculus all 
areas of a state served by rural ILECs. 
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The FCC, too, has moved slowly in reforming the almost century-old 

system of cross-subsidies, mostly confining its efforts to reducing tradition

ally subsidy-laden interstate access charges closer to the underlying costs of 

the relevant services. Congress did not make the FCC's job any easier by 

enacting a statute that, while filled with vague aspirations to "affordable" 

service and "reasonably comparable" rates, is short on policy details for 

addressing politically difficult challenges such as replacing massive implic

it subsidies with explicit ones.28 And Congress compounded the problem, 

as discussed below, by leaving unclear the scope of the FCC's authority to 

cut through the traditional interstate/intrastate jurisdictional divide when 

doing so is necessary for genuine reform.29 This regulatory impasse carries 

significant costs. For example, many residential markets have yet to see 

competitive wireline entry because telephone rates are held below econom

ic cost by implicit cross-subsidies that remain non-portable to competing 
carners. 

B. The case of "rural" carriers 

We have focused so far on the universal service support issues raised by the 

largest non-rural incumbents such as the Bell companies. In contrast, a 

"rural" carrier-defined by its small customer base rather than the rustic 

qualities of its territory-is typically subject to rate-of-return regulation 

rather than price caps and is eligible for more generous universal service 

support than is available to the Bell company serving an adjacent territo

ry.30 In line with its general solicitude for such carriers, the FCC has large

ly forestalled addressing how competition will affect them and, 

correlatively, how the universal service schemes that govern them will need 

to be changed. To be sure, the 1996 Act sought to insulate many of these 

carriers from the effects of competition and thus from any immediate need 

to reform implicit cross-subsidies. Section 251(f), for example, allows state 

commissions to keep these carriers exempt from unbundling requirements 
and certain other pro-competitive mandates of sections 251 and 252)1 

But, with the steady build-out of wireless and cable infrastructure into the 

countryside, the day of reckoning for rural carriers can only be postponed, 
not avoided entirely. 

In the so-called MAG ("Multi-Association Group") proceeding in 
2001, the Commission adopted interstate access charge reforms for rural 
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carriers that were similar in spirit to, though much less far-reaching than, 

the reforms adopted for the Bell companies and other non-rural carriers in 

the CALLS proceeding.32 On a conceptual level, the FCC's methodology 

for calculating rural support is little changed from before 1996: it allocates 

a larger portion of a rural carrier's loop cost recovery to the "interstate" 

jurisdiction to the extent the carrier 's costs exceed various federal bench

marks)3 And, until at least 2006, the FCC will continue to base support 

levels on those carriers' embedded costs rather than (as with the non-rural 

carriers) their forward-looking costs, thereby assuring a steady subsidy 

flow)4 The FCC has justified this differential treatment on the grounds 

that, unlike the Bell companies, the rural incumbents have "higher operat

ing and equipment costs, which are attributable to lower subscriber densi

ty, small exchanges, and a lack of economies of scale," and that these 

carriers need a degree of "stability and certainty" in confronting the devel
opment of competition.35 

Nonetheless, even while deferring any dramatic universal service 

reforms, the FCC has sought to promote local competition in rural areas 

by providing, as the 1996 Act requires, "portable" and "competitively neu

tral" subsidies to any state-certified "eligible telecommunications carri

er."36 These efforts are on a collision course with the traditional efforts of 

both Congress and the FCC to protect the economic welfare of rural 

incumbents. That is because increases in competition effectively force the 

Commission to come up with more funds not just to subsidize the prevail

ing competitive ETC, but also to reimburse the ILECs for their revenue 
shortfall. As the FCC explains: 

As an incumbent "loses" lines to a competitive eligible telecommunications carrier, 
the incumbent must recover its fixed costs from fewer lines, thus increasing its per
line costs. With higher per-line costs, the incumbent would receive greater per-line 
support, which would also be available to the competitive eligible telecommunica
tions carrier for each of the lines that it serves. Thus, a substantial loss of an incum
bent's lines to a competitive eligible telecommunications carrier could result in 
excessive fund growth)? 

Exacerbating the burdens on the universal service program, state commis
sions are only too happy to certify new ETCs to get the benefits of compe
tition without having to confront the hard questions about whether such 
entry undermines the viability of the incumbent carriers in the relevant 
service areas. Nonetheless, at least as of this writing, the FCC has taken no 
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decisive action to deal with this problem before it becomes overwhelm
ing.38 

Further straining the existing subsidy mechanisms is the fact that, at 

present, carriers certified as ETCs can obtain federal support for providing 

more than one wireline or wireless connection to a given" high cost" cus

tomer. A wireless carrier, for example, can receive support from the high 

cost fund for serving a customer who already has a supported wireline con

nection. Enticed by this multiple subsidy opportunity, competitive ETCs 

have entered rural markets at a rapid clip. Whereas there were only two 

such ETCs in 1999, which together received about $500,000 in federal 

support, there were 109 in 2003, and they received approximately $131.5 

million.39 That figure constitutes a small but rapidly growing percentage of 

the high cost fund. As one state official observes, "[s]ince current [FCC] 

rules provide support to all lines of all ETCs, states have been faced with 

the perverse incentive of gaining more federal universal service support the 

more ETCs they approve," an incentive that "is especially strong in areas 

served by rural carriers since these areas generally receive higher levels of 
federal support."40 

In early 2004, a sharply divided Federal-State Joint Board proposed 

controlling the growth of the high cost fund by, among other things, limit

ing subsidies to one consumer-designated "primary connection" per user.41 

FCC Commissioner Kathleen Abernathy, a member of the Board, explained 

that "the universal service fund can no longer subsidize an unlimited num

ber of connections provided by an unlimited number of carriers. Nor do I 

believe that the Communications Act contemplates such a result. Section 

254 at bottom requires a 'lifeline' connection to the [public switched tele

phone network]-in other words, reasonably priced access to the network 

that provides the core 'supported services' that make up universal serv

ice."42 A number of other Board members dissented from this recommen

dation, reasoning that high cost support has never been limited to a single 

"lifeline" per customer; that limiting support in this manner would dis

courage carriers from deploying needed infrastructure in rural areas; that 

it would present significant administrative challenges (e.g., by raising ques
tions about how to treat multiple people living at the same address); and 
that other means should be found to control the growth of the fund. 43 

Whether the FCC will adopt the Joint Board's controversial recommenda
tion, or find some other means of ensuring the fund's vi.ability (such as by 
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making it more difficult for carriers to become certified as ETCs), remains 
to be seen. 

The proliferation of competitive ETCs poses another regulatory chal

lenge as well, this one as theoretical as it is practical: what level of support 

should such an ETC receive if its cost structure is radically different from 

the incumbent's? Today, as noted, the support level for any ETC is based 

on the incumbent's costs: forward-looking costs in the case of non-rural 

ILECs, and historical costs in the case of rural ILECs. As the Joint Board 

observes, with some understatement, "funding a competitive ETC based on 

the incumbent LEC's embedded costs may not be the most economically 

rational method for calculating support"44 because, among other things, 

those costs may bear little resemblance to the actual costs of the ETC. First, 

they may be far too high, as in the case of a rural ILEC that has operated 

inefficiently, or of a competitive ETC that wins customers located dispro

portionately in the lower cost areas of the rural ILEC's territory. In either 

event, basing subsidies on the ILEC's costs will confer a windfall on com
petitive ETCs. 

On the other hand, as Commissioner Abernathy observes, "several par
ties have suggested that wireless carriers' per-line support would be higher 

than incumbents' if calculated based on their own network costs."45 

Entitling those carriers to subsidies based on their higher costs would not 

only "frustrate [the FCC's] goal of restraining growth in high cost fund

ing,"46 but also present vexing issues of regulatory neutrality among com

peting telecommunications platforms. To what extent should regulators 

give extra subsidies to carriers that have designed networks with higher 

cost structures but greater functionality, such as mobility in the case of 

wireless carriers? To what extent should regulators "penalize" competitive 

ETCs with particularly efficient network architectures by granting them 

lower subsidies than the rate-of-return rural carrier itself would receive? 

These sorts of questions pose essentially the same dilemma that regulators 

face when, under the prevailing "calling-network-pays" rule, they must 

decide whether to prescribe different reciprocal compensation rates to dif

ferent carriers on the basis of differences in network technology and archi

tecture. As we explained in chapter 9, there is no perfectly satisfying 
solution to that problem in the reciprocal compensation setting. For simi
lar reasons, there is no such solution in the subsidy context either. 
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III. Universal Service Contribution Mechanisms 

So far, we have discussed how the money in the federal high cost fund is 

spent; now we turn to who must contribute to the fund in the first place. 

Section 251(d) requires every carrier that provides "interstate telecommu

nications services" to contribute to the federal fund in a manner directed 

by the FCC. In the wake of the Act, the Commission tested the extent of its 

authority in this area by declaring that such carriers should contribute to 

the fund on the basis of their interstate retail revenues and, potentially, 

their intrastate revenues as wel1.47 In 1999, however, the Fifth Circuit held 

that, despite the Supreme Court's expansive reading of the FCC's jurisdic

tion to implement the 1996 Act's competition-related provisions, the FCC 

lacked jurisdiction to base contribution obligations on the magnitude of a 

carrier's "intrastate" revenues-i.e., revenues attributable to the provision 

of intrastate telecommunications services.48 

The upshot of this ruling was that the heaviest contribution burden fell 

on traditional long distance carriers such as AT&T and MCI, which spe

cialized in the provision of "interstate" services. This was bad timing: the 

long distance market was beginning to implode as the fiber glut of the late 

1990s pushed down long distance rates and as customers began using e

mail and wireless services as substitutes for conventional long distance call

ing.49 The FCC has responded by continually raising the "contribution 

factor" that dictates the percentage of interstate revenues that a carrier 

must pay into the universal service fund to underwrite all the various fed

eral programs. In 2004, the FCC's proposed contribution factor stood at 

about 9%.50 Attentive consumers will recognize these fees as ever-increas

ing line items on their long distance bills. 

This interstate revenue-based approach to contribution obligations is 

competitively skewed and ultimately unsustainable for several reasons. 

First, it artificially dampens demand for long distance and other interstate 

services, since federal contribution obligations are assessed solely on the 

basis of revenues derived from such services, and since the states generally 
assess no contribution obligation of comparable size on the basis of 
intrastate revenues. Second, as the FCC observed in 2002, the 
interstate/intrastate distinction is quickly becoming unsustainable in the 
face of marketing and technological developments: 
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[I]nterstate telecommunications revenues are becoming increasingly difficult to 
identify as customers migrate to bundled packages of interstate and intrastate 
telecommunications and non-telecommunications products and services. This has 
increased opportunities to mischaracterize revenues that should be counted for con
tribution purposes. Such mischaracterization may result in decreases in the assess
able revenue base. Increased competition also is placing downward pressure on 
interstate rates and revenues, which also contributes to the decline in the contribu
tion base. For example, traditional long-distance providers increasingly are enter
ing local markets at the same time that competitive and incumbent local exchange 
carriers are increasingly providing long-distance services. Customers also are 
migrating to mobile wireless and Internet-based services. As we recently noted, 
these changes have led to fluctuations in the contribution base and rising contribu
tion obligations. 51 

In line with this analysis, almost all observers agree that the current system 
is broken, although there is no consensus on how to fix it. 

As of this writing, the FCC is considering a variety of proposals for 

contribution reform. One major candidate is a connections-based 
approach, which would assess contribution obligations on the basis of the 

physical layer connections that a carrier provides to any "public network," 

including a conventional telephone network or the Internet. A principal 

challenge presented by such an approach is that "connections" can take 

many different forms for which there is no universal standard of measure

ment. Different industry segments thus argue at length about how the FCC 

should "count" the number of connections provided by (i) various types of 

high capacity loops, (ii) wireless carriers, (iii) paging companies, and (iv) 
broadband providers.52 

There are also a number of legal questions about how to configure such 

an approach to make it comport with section 254(d), which requires con

tributions from all carriers that provide interstate telecommunications 

services. A pure connections-based approach would partially exempt some 

of the carriers that currently bear the greatest burden for universal service 

support-specifically, the long distance providers-because, in many cir

cumstances, those carriers rely on a LEC to provide the end user with the 

contribution-triggering direct connection to a public network. For that rea

son, the FCC has sought comment on whether to supplement any connec
tions-based approach with a mandatory minimum assessment for any 
provider of interstate telecommunications services. And some carriers have 
proposed combining a connections-based approach with revenue-based 
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assessments on stand-alone long distance companies-which, depending 

on the details and one's own industry perspective, mayor may not be com

petitively neutral.53 

As its name suggests, an alternative numbers-based approach would 

base contribution obligations largely on the volume of telephone numbers 

that a provider assigns to its customers, combined with connections-based 

assessments for special access and private lines. A principal virtue of this 

option is that, in many respects, it would be relatively easy to administer. 

It would also encourage conservation in the use of tel phone numbers, 

which should appeal to policymakers focused on preserving the diminish

ing stock of unassigned ten-digit numbers. Critics respond that, even more 

than a connections-based scheme, a numbers-based approach would large

ly exempt certain long distance carriers and broadband providers from 

contribution obligations because they do not usually assign telephone 

numbers to their subscribers. On that and other grounds, these critics ques

tion the Commission's jurisdiction and substantive legal authority to base 

contributions on the use of telephone numbers as such, rather than more 

directly on the provision of interstate telecommunications. 54 

Up to now, we have addressed contribution-related policy conundrums 

that essentially originate from the artificial distinction that section 254 

draws between "interstate" and "intrastate" services. Section 254 presents 

a separate layer of policy problems by distinguishing as well between 

providers of (interstate) "telecommunications services" and providers of 

mere (interstate) "telecommunications." Under section 254(d), the former 

providers are subject to compulsory contribution obligations; the latter are 

subject to such obligations only when, in its discretion, the FCC concludes 

that they should be. Although the FCC has exercised this discretion to 

impose contribution obligations on certain "private carriers,"55 which by 

definition do not provide "telecommunications services" (a term defined as 

synonymous with "common carriage"), the Commission has yet to impose 

contribution obligations on providers of transmission services generally. 

So long as it persists, the distinction between "telecommunications 
services" and mere "telecommunications" will produce significant compet

itive anomalies in the broadband arena. For example, as discussed in chap
ter 5, the FCC has concluded that a cable operator provides only an 
"information service," without any "telecommunications service" compo
nent, when it provides cable modem service to its end u~ers. At the same 
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time, a cable modem provider uses "telecommunications" as a part of this 

bundled product. If only the provision of "telecommunications services" 

(rather than "telecommunications") continues to trigger contribution obli

gations, then cable modem providers and facilities-based ISPs will enjoy an 

artificial regulatory advantage over wi reline carriers that provide DSL 

transmission services to end users or ISPs, since such services undoubtedly 

qualify as "telecommunications services." Of course, this competitive asym

metry would not arise (at least in its current form) if the FCC were to exer

cise its discretionary authority to impose universal service fees on cable 

companies or information service providers to the extent they provide 

"telecommunications" to themselves or others. Nor would it arise if the 

Ninth Circuit is ultimately upheld in concluding, in its (independently 

problematic) Brand X decision, that cable modem service does contain a 

"telecommunications service" component (see chapter 5). In that case, the 

mandatory contribution obligation would necessarily apply to cable 

modem providers and facilities-based ISPs as well. 

In either event, however, difficult issues would still arise about exactly 

how to identify the "telecommunications" (or "telecommunications serv

ice") component of an information service for purposes of assessing uni

versal service contributions. For example, recall from chapter 6 that some 

VoIP providers, such as Pulver, have been found not to provide any 

"telecommunications" at all. But other VoIP providers, even those that are 

not vertically integrated with last mile broadband access providers, do 

build transmission components into their service, often by purchasing them 

from telecommunications carriers behind the scenes. To what extent should 

the contribution burden fall on the downstream VoIP providers in such 

arrangements, and to what extent should it fall on the upstream transmis

sion wholesalers, which in turn can be expected to pass some of that bur
den through to the VoIP providers?56 

The FCC could try to answer these sorts of questions by moving to a 

contribution methodology based, to some degree, on both telephone num

bers and connections to a public network. Under that model, the primary 

burden would fall on last mile access providers, and VoIP providers would 

assume an increasing share of the burden to the extent they make use of 
the ten-digit telephone numbers associated with the public switched tele
phone network. But, as noted, such measures would be subject to legal 
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challenge, and the ensuing litigation would prolong the current state of 

uncertainty. Again, that uncertainty, like the hornet's nest of contribution 

disputes more generally, is the inevitable by-product of the Act's maze of 

legal distinctions as well as Congress's regrettable decision to fund univer

sal service programs out of fees specific to the telecommunications indus
try rather than tax revenues more generally. 

IV. Universal Service in a Broadband World 

As we explained at the beginning of this chapter, "universal service" poli

cies, in the narrowest sense of the term, are defended as necessary to facil

itate network externalities-i.e., to enhance the network's value to each 

subscriber by increasing the number of other subscribers. But the subsidies 

needed to keep subscribers on the telephone network are a fraction of the 

subsidies actually spent on "universal service" in the broader sense. Indeed, 

because the voice telephony market is mature and ubiquitous, and because 

virtually every user regards subscribership as an indispensable feature of 

modern life, very few of the people who benefit from universal service sup

port would actually drop off the network in the absence of that support

though many people in rural areas would be understanda bly outraged at 
the resulting price hikes. 

In its current incarnation, the universal service system subsidizes, for 

everyone regardless of wealth, low priced access to whatever communica

tions services are deemed essential to participation in modern society. To 

date, policymakers have confined the universe of such services to voice

grade telephone connections, and they have resisted making subsidies 

available for broadband Internet access.57 But as broadband becomes 

more widespread in the residential market, it will become more indispen

sable to ordinary people, and the FCC will likely face heightened pressure 

to subsidize broadband adoption on the ground that, like telephony, it is 

an essential service.58 Indeed, the Act calls for universal service support at 

"an evolving level of telecommunications service that the [FCC] shall 

establish periodically ... taking into account advances in telecommunica

tions and information technologies and services." 59 Noting the increasing 
importance of broadband to society, Commissioner Michael Copps con
cluded in 2002 that "advanced services are essential. Indeed, they are 
becoming more so with each passing day."60 Over time, others may well 
join him in that conclusion. 
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Ironically, if the network externality justification were the guiding light 

of universal service policy-as economic efficiency concerns suggest it 

should be-that policy would work in a manner almost exactly opposite to 

how it works today. At present, broadband is still an underdeployed tech

nology that residential consumers do not yet view as indispensable. By sub

sidizing its development, as South Korea and other countries have done, 

the government would accelerate the "virtuous cycle" needed for wide

spread broadband deployment: a dynamic in which greater consumer 

demand (prompted by lower prices) spurs greater broadband investment, 

which in turn spurs more broadband "killer applications," which in turn 

spurs more consumer demand.61 The benefits of this dynamic would 

extend beyond immediate consumer satisfaction to greater long term 

growth in the economy as a whole. In 2004, President Bush called for uni

versal, affordable access to broadband by 2007, although he, like the FCC, 

stopped short of endorsing government subsidies as a means to that end.62 

On the other hand, the pace of broadband adoption is equal to or 

faster than that for other major information technologies, and the case for 

massive government subsidies has not yet been proven.63 From a purely fis

cal perspective, moreover, the government's reticence to mount that subsidy 

initiative is understandable, for underwriting "affordable" broadband 

access to all residential customers would radically enlarge the revenue 

needs of the universal service program and thus the fees exacted to support 

it. So far, policymakers have confined themselves to the generally success

ful initiative to fund broadband access for local schools and libraries-to 

the tune of more than $2 billion per year. 64 And some state governments 

have helped bring broadband access to rural communities by building out 

fiber-optic networks for their own use and allowing citizens to tap into 

them. But the costs of ensuring affordable broadband connections for all 

residential customers, particularly in areas where providing broadband 

access would require enormous investment in new facilities, would dwarf 

the financial burdens imposed by these two programs.65 

We are not contending, of course, that the government should never 

subsidize residential broadband access. To the contrary, there may well be 

a strong justification for genuinely need-based subsidies. As is often noted, 
urban and rural poverty threatens to create a "digital divide" that, 
unchecked, will worsen current economic inequalities by depriving low- · 
income Americans of the opportunities the Internet presents for education 
and upward mobility.66 But we are contending that whatever subsidies the 
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government extends to the broadband rollout should not reflexively follow 

the traditional model of universal service programs. Among other consid

erations, insofar as the government subsidizes consumer access to this new 

technology, it should focus first on addressing inequalities of economic 

opportunity, perhaps through an extension of the Lifeline and Link-Up 

programs, and it should not confer extravagant benefits on people who 

would be willing to pay cost-based rates for the service in the first place.67 

And it should focus on lowering entry barriers as a means of promoting 

universal access-say, by driving down the costs of deployment (through 

its own actions as a purchaser, for example), facilitating access to rights-of

way, or supporting basic research into promising technologies. Finally, any 

new government initiatives in this area should be financed through gener

al revenue mechanisms-not through massive additional outlays from an 

already strained subsidy program underwritten by telecommunications 

providers. On this last point, Congress has already begun to break away 

from the traditional universal service model by considering tax credits to 
spur broadband deployment. 68 

::.. ::.. ::.. 

Economists often talk of "path dependence" to describe the surprising deci

sions that society sometimes makes because of decisions it made before. 

Few policymakers, for example, would design a health care system that 

looks like the one we currently have-in which the uninsured rely on emer

gency rooms for care (because there alone can they demand attention) and 

the insured are substantially insulated from the costs of their elective treat

ment choices.69 But in a world of incremental policy decisions, reliance 

interests build up over time, old policies are hard to change, and the cumu

lative results are often deeply flawed. So it is with universal service poli
cy.70 

Part of the challenge for the FCC is that it lacks the expertise to man

age what is, in effect, a complicated taxation system targeted at a dynamic 

industry. Like other taxation programs, moreover, this one inspires efforts 

by prospective payers and beneficiaries to game the system, and it thus 

requires constant vigilance by regulators. The FCC's challenge is multi

plied, of course, by the overlay of state regulation, which often maintains 
artificial rate structures and stringent carrier-of-Iast-resort obligations even 
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where competitors have made significant inroads on an incumbent's terri

tory. Ideally, as competitive pressures increase, policymakers will rebalance 

rates and complete the transition to enforceable and economically efficient 

subsidy mechanisms. To get from here to there, however, policymakers at 

all levels will need to acknowledge that universal service programs impose 

tremendous costs as well as benefits and that they cannot be "deficit

financed" indefinitely at the expense of the incumbents. 
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