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Good morning, Chairman Boucher, Ranking Membeai®te and Members of the
Subcommittee. My name is Kyle McSlarrow and | &@ President and Chief Executive Officer
of the National Cable & Telecommunications Assaciat Thank you for inviting me today to
testify on the discussion draft of the Universaiv8® Reform Act of 2009. We welcome the
discussion draft as a valuable and important $irsp toward bringing the universal service fund
(USF) into the 2% Century.

NCTA represents cable operators serving more #0gmercent of the nation’s cable
television households and more than 200 cable anogretworks. The cable industry is the
nation’s largest provider of residential high-spé&#eérnet service, having invested more than
$145 billion since 1996 to build two-way, interaetinetworks with fiber optic technology.
Cable companies also provide state-of-the-artaliggiephone service to more than 20 million
American consumers. Cable operators are comntiitespanding access to quality voice and
Internet services, and the dramatic growth in cbbadband subscribers is evidence of their
success in doing so.

As a major contributor to the federal universal/sm fund, the cable industry has a
significant interest in USF issues. We share gpdaard your goal to cap the size of the high
cost fund and transition away from a monopoly-engp®rt program and toward a more modern,
neutral, and forward-looking mechanism. With theaeaoal in mind, we recently asked the
FCC to open a rulemaking to reduce high cost supp@reas where there is durable

unsubsidized competition. We believe the growttooél competition gives Congress the



opportunity to curb the growth of the high costduand turn its attention to how best to support
the deployment and adoption of broadband serviBased on our research, we have concluded
that there is up to $2 billion dollars in high cesbsidies currently being provided in these
competitive areas.

Other elements of the discussion draft would imprthe implementation and
administration of the USF programs. For instatice draft adds the principles that universal
service mechanisms should be competitively neatrdlthat such mechanisms should be
“explicit” as well as “specific, predictable andficient.” These are valuable additions to the
framework on which the FCC and the Federal-State Bward base policies for the
preservation and advancement of universal serids.also past time to recognize, as the
discussion draft does, that providers other thaditional common carriers should be eligible to
receive USF support. We are pleased that thevbilld confirm the FCC’s statutory authority
to adopt a numbers-based contribution mechanisinally, we support the provisions in the
discussion draft that would outlaw “traffic pumpirend the use of “phantom numbers” that
seek to exploit or avoid the current access chargs — and direct the FCC to reform those rules
through comprehensive intercarrier compensatioormef

We also agree that it is appropriate to consid&red broadening of the universal
service program to include carefully targeted siibsifor broadband service. As the discussion
draft recognizes, however, the transition from Ee@entric USF system to one that supports
broadband will entail significant changes. We raoeend the Committee consider changes that
not only include measures to control costs threagheaningful cap on the size of the high cost
fund, as the discussion draft acknowledges, butialdude a reduction in high cost program

support where it is no longer needed, and thertagamf support for broadband services to areas



and consumers that currently lack access to sueites. A renewed USF program must also
include reform of contribution mechanisms and pileva new method of calculating high cost
program support. | will discuss each of thesedssu turn.

The L ocal Exchange M arketplace Has Changed Substantially Since Congress Created the
USF Program in 1996

When Congress directed the FCC to create the Wsav&ervice Fund program in 1996,
incumbent local exchange carriers (ILECs) had aapoly in the local exchange market,
interexchange carriers were the only companiesigirey long distance service, wireless was a
nascent service generally considered to be a lyamy broadband Internet access was virtually
nonexistent. Thirteen years later, the marketplesechanged completely. Cable operators
today provide voice service to over 20 million vwrustomers, often offering it in rural areas
throughout the country. Already, cable’s entryittie voice market has produced billions of
dollars in consumer benefits and promises evernt@reanefits in the future.

Notwithstanding these fundamental marketplace cbsyrigowever, the high cost
program operates as if nothing has changed sin@g@. 18ven as millions of Americans take
service from facilities-based wireline competitasgd millions more decide they no longer need
wireline voice services at all, the high cost furoahtinues to provide billions of dollars of
support for wireline voice services provided bydbielephone companies. And because of
structural flaws in the high cost program, new ebly facilities-based competitors often has the
perverse effect ahcreasing the subsidy a geographic area receives. As atréisaltotal size of
the federal USF program, and the resulting burdeocomsumers, continues to escalate at a
staggering rate. The current USF program is oareistainable path, with the contribution
factor expected to rise above 14% next year -igfisdst levelever (as compared to under 6% ten

years ago).



USF Reform Requires a Cap on the Size of the High cost Fund

A critical first step in USF reform is placing apcan the size of the high cost fund.
Unless high cost support is brought within reastababunds, it would be imprudent to expand
the high cost fund to cover broadband servicese discussion draft caps contributions for high
cost support at its current level, but we are comeet that the growth factor and various
exceptions to the cap may not effectively limit #ize of the fund. For instance, the discussion
draft changes the calculation of high cost supfmerhon-rural carriers and repeals certain
existing limits on high cost support — and themp&s an upward adjustment to total
contributions to account for any increased demandiiversal service funding caused by these
changes. The unlimited upward adjustment to refieanges in intercarrier compensation could
also substantially increase the overall size otilgl cost fund. Finally, the discussion draft
permits an upward adjustment in the size of the fionaccount for increases in the total number
of ILEC access lines, but no reduction in contiidms if the total number of ILEC access lines
declines.

By increasing the overall level of contributionB,ad these upward adjustments will
increase the burden on consumers without any headge in the services they receive.
Increasing the scope of state USF programs, a®peaiin the draft, could add to this burden.
On the other hand, any cap on contributions mushnipeemented in a manner that ensures
sufficient USF support for tribal lands, which haeen persistently underserved.

High Cost Support Can be Reduced or Eliminated in Areas Where Basic Service
Can Be Provided Without Such Support

One of the fundamental problems with the currégth lsost scheme is that it does not
include any mechanism for reassessing which provided areas should receive support. With

competition now firmly entrenched in much of theited States, we believe a mechanism that



directs high cost support away from areas with beglized competition can and should be
added to the USF framework to ensure that suppadargeted to areas that require it. In our
view, this mechanism would advance the objectifébediscussion draft.

An effective cap in the size of the high cost fumdbsolutely necessary to protect
consumers and promote greater efficiency. Paaibuif Congress decides to bring broadband
within the scope of USF, consumers should not Ipeeted to pay any more than they do today.
We believe that the growth of competition in the\psion of voice service offers an opportunity
to bring the high cost fund under control. Speaitlly, USF support can be reduced or even
eliminated in areas where there is unsubsidizedlwwe competition. Cable voice service is
available to approximately 80 percent of U.S. hbosss. In rural LEC study areas, more than
6.6 million households, or 43 percent, have actesable voice services. The presence of an
unsubsidized competitor in a market is, in our vielgar evidence that universal service support
is no longer necessary. The Universal Service iRefdccountability, and Efficiency Act Of
2008, introduced by Reps. Barton and Stearns, ldevecognized that USF support is not
needed where consumers have access to affordab&ecammunications offered by one or
more unsubsidized providers. In markets where hatkline providers are currently receiving
support, by contrast, continued support may bessarg to ensure that consumers continue to
enjoy a competitive choice.

Briefly, NCTA’s proposal envisions a two-step pees by which the Commission would
reassess the level of USF support for providees@as experiencing unsubsidized wireline
competition. InStep 1, a petitioner could challenge the necessity fghtdost support by
demonstrating that one of two triggers is satisfied

Trigger 1 — More than 75% of households in theuai¢ telco study area can purchase
service from an unsubsidized facilities-based wieetompetitor (or more than 50% of



households can purchase such service and therglenee that competitors are not
avoiding higher cost areas).

Trigger 2 — The state has deregulated the ratdsdal exchange service in the relevant
study area, thus permitting provider costs to loevered through competitive pricing of
voice and other services.
Both triggers constitute strong evidence that gonent support is no longer needed to ensure
that consumers can receive service at reasonabk ra

In Sep 2, the ILEC would have the opportunity to demonsttae minimum level of
support needed to ensure that consumers can resgiviee in areasot served by the
unsubsidized wireline competitor. The goal is ébetimine the costs that are attributable to
customers in the noncompetitive portion of a stadga and that cannot be recovered through the
revenues from regulatexhd unregulated services provided to those customers.

NCTA'’s proposal is a modest, but critical, firs#s toward meaningful and needed USF
reform. It targets areas where continued governsigoport is least likely to be needed because
there is durable competition. In this regard,gh@posed competition trigger is satisfied only
where there is extensive facilities-based wiretiompetition; neither wireless nor over-the-top
VoIP satisfies that trigger. Indeed, the majoatyural LEC study areas do not currently qualify
under this trigger. Even in areas where one ofriggers is satisfied, there are no automatic
reductions in support EECs will have a full opportunity to identify costs that cannot be
recover ed from customers, including provider of last resort costs.

We encourage you to consider NCTA'’s proposal asgfgyour USF reform effort. We
have provided more detail on this approach — inolyidn economic analysis — in a petition for
rulemaking we filed with the FCC the week beforg.laWe believe our proposal should enable
the Commission to reassess the continuing neeglrfurst $2 billion in funding. It offers a

mechanism for reducing unnecessary high cost stippbich will help bring the contribution



factor, and the resulting burden on consumers, ucwi@rol. Of equal importance, once the
existing USF program is on a better trajectory, @eas or the Commission can begin to
consider whether, and how, to use USF funding éwigde targeted support to programs that
promote broadband deployment. It would be premedimuse the USF as a vehicle for
subsidizing broadband deployment, however, unglitityh cost program is placed on more solid
footing.

We appreciate that the discussion draft alskss&etarget high cost support, by
calculating support based on wire center costerdttan statewide averages and providing
support only to the extent that the ILEC’s forwérdking costs per line exceed 2.75 times the
national average. This proposal assumes, howthatrUSF support is needed whenever costs
are high — without first considering whether unsdized investment is taking place that makes
such support unnecessary. Combining the wireecamproach with NCTA'’s proposal could
help meet the objective of targeting support whieietruly needed.

Even in non-competitive areas, targeting supowtite centers may be difficult to
implement because the FCC no longer requires mathese carriers to keep or report the
necessary cost data. A regime in which suppardlisulated based on the cost of providing
telephone service to a particular wire center vidugre the FCC has no ability to verify those
costs, poses a risk of waste, fraud, and abusebadlieve that part and parcel of the wire center
approach would be the adoption of appropriate attbog requirements, including a requirement
that ILECs allocate common costs to non-supporeedces provided over their networks (e.g.,
multichannel video service), before providing USiport based on wire center costs. In this

regard, it's also likely that the FCC’s USF costdabis out of date and therefore may not be



useful in modeling the cost of modern broadbandiaits to determine the level of subsidy
required in a particular wire center.

Universal Service Support for High-Speed Br oadband

The proposed legislation would allow USF suppoitéaused for broadband facilities.
Given the importance of broadband to our econonaysaciety and its increasingly central role
as a communications medium, we agree that it isogpiate to consider changes in the high cost
program to help achieve the national goal of ursigkaccess to broadband. But the history of
staggering growth in the high cost program suggéstisthe USF should have a narrowly
defined role with respect to broadband, especiallight of additional government support
coming from appropriations to programs managed U Rnd NTIA under the Recovery Act.
The need for USF support for broadband will bedraihderstood in the coming months, as
NTIA and RUS award broadband infrastructure grantder the Recovery Act — and as the state
mapping agencies complete their work on a compiaheimventory of broadband availability.

At a minimum, we encourage you to limit any USFmsu for broadband deployment to
those areas that currently do not have broadbanildiés in place. Cable broadband service —
which was created from billions of dollars of ptieanvestment and without any significant
government subsidy — is already available toda&82tpercent of U.S. households and subscribed
to by more than 40 million of those householdswduld be a poor use of scarce government
resources to subsidize a broadband competitormmaamities — including many small rural
communities — where cable operators have invesikdapital to deploy broadband services.
Government subsidies for one competitor in martsady served by broadband also might

discourage the existing provider from making camtieh investments in its network facilities.



Given widespread broadband deployment, we belieaeG@ongress should focus on
promoting broadbanddoption. Even in areas with one or more broadband prosjdeere are
often barriers to broadband adoption — such asddflity, lack of a computer or other
equipment to connect to the Internet, and low kwtlbasic “digital literacy.” As Congress
intended, a portion of the broadband grant and ppagrams created by the American Recovery
and Reinvestment Act should be targeted at progtanmerease broadband affordability and
adoption. The existing Lifeline and Link Up Prograare specifically designed to subsidize
connectivity for users who need such assistane@aiiding these programs to include access to
broadband could help bring the benefits of broadlariow-income consumers. The discussion
draft recognizes that broadband support should/aadle on a technology-neutral basis. In
light of the important social objectives serveddxpanding USF programs to include broadband,
however, we believe that funding for broadband #idogprograms should come directly from
the government rather than by imposing new contiobuobligations on service providers or
their subscribers.

Reform of the USF Contribution M echanism

The FCC currently assesses the USF contributiomnesgent on a provider’s retail
interstate telecommunications revenue, as requinelér the 1996 Telecommunications Act.
While this approach may have been appropriate 86 18owever, the current monthly surcharge
is approaching an unsustainable 13% on monthlphelee bills and, as | noted eatrlier, is
expected to rise to 14% next year. NCTA has lampsrted basing USF contributions on
assignment of telephone numbers and we apprebigtéhe draft discussion bill would permit
the FCC to adopt a numbers-based contribution nmesfma A numbers-based contribution

scheme, if properly structured and implementedi$iout the prospect of providing a more



stable, predictable and nondiscriminatory fundirgchanism that would affect all providers and
end-users of voice services equitably, irrespeaivbe particular technology used to provide
that service. Because the vast majority of Americansumers use at least one service with an
attached telephone number, a numbers-based cdmanbequirement reaches an extremely
broad base of providers and consumers.

Recognizing the difficulties in identifying and assing only interstate
telecommunications services, the proposed legisiatiould authorize the FCC to “employ any
methodology to assess such contributions” includieghodologies based on all
communications service revenues or on working tedep numbers. We welcome this statutory
reform. However, the bill also would permit the&@ impose contribution requirements on all
“communications service providers,” which wouldtauize contributions based on broadband
revenues.

NCTA believes that expanding the USF contributiequirement to include broadband
revenues is unnecessary and counterproductivere Theo evidence that an untapped pool of
non-contributors would be brought into the systBrough a broadband assessment. Rather, an
assessment on broadband service likely would lekglaiost exclusively by people that already
contribute on their voice services. Moreover, assg USF contributions on broadband
providers would raise the cost of broadband serfid@ceonsumers of those services — impeding
rather than facilitating the goal of improving bdband penetration. Taking such a step seems
particularly ill-advised in the current economiawte, where customers may be particularly

sensitive to increased costs.
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Competitively Neutral Eligibility for Funding

If the high cost program is to achieve the goat@hpetitive neutrality, any entity that
can provide services of sufficient quality shouéddbigible to receive such support. The
discussion draft makes two important changes tp@tigompetitive participation in high cost
programs: first, by opening the program to all aumications service providers able to provide
required services, rather than limiting participatto only telecommunications carriers, as in the
current program; and second, by defining the serarea of an eligible provider to be the area
where the provider is licensed or authorized tov/jol® services, rather than requiring all
providers to serve the area defined by an undeylyioumbent local exchange carrier or seek a
waiver. We welcome these important proposed clatmthe USF program.

On the other hand, other provisions in the bittale from the goal of competitive
neutrality. For instance, the requirement in tisgwkssion draft to provide broadband service as
a condition of eligibility applies only to entiti¢lsat currently do not receive USF funds. By
contrast, existing recipientse.,, RLECs and ILECs, are excused from this requirerfoarb
years — which could enable them to forgo broadlzlepoyment in unserved areas and use USF
support to compete against cable companies that tredied on risk capital rather than
government support to build out their networks.or&lbroadly, as noted above, the bill would
also allow LECs to continue to obtain high costmarpto compete against unsubsidized wireline

providers. We would ask you to reconsider thespatities.
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Conclusion
NCTA shares the Subcommittee’s belief that USBrrafis imperative if the program is
to be able to continue to meet its goals and adebte significant changes in technology since
the program’s inception. We remain committed tokiy cooperatively and constructively
with Members of this Subcommittee and other staldhs to address these issues. We
appreciate the opportunity to share our views with and thank you again for the opportunity to

appear today.
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