John Staurulakis, Inc.

NEWS & COMMENTARY

ANALYSIS OF A CHANGING INDUSTRY

JSINEWSLETTER 2000 NUMBER 8: NOVEMBER 10

A PATH TO THE FUTURE: TELEPHONE ASSOCIATIONS FILE MAG PLAN FOR RATE OF
RETURN LECs

With modest fanfare, the trade associations representing the local exchange carrier (LEC) industry, USTA, NTCA,
OPASTCO, and NRTA - the so-called multi-association group (MAG) - on October 20 filed a petition for rulemaking with
the Federal Communications Commission (FCC). This petition contains the much-heralded MAG Plan, which JSI has
discussed in several previous newsletters (JSI News & Commentary, No. 0003, May 11; 0004, June 2; and, 0005, July
10). Now that the MAG Plan has been filed, with the FCC expected to release it for public comment shortly, JSI believes
this to be an appropriate time to review the plan in detail and to renew our efforts at analysis and commentary.

MAG Plan Details

Jointly filed by the MAG member associations, the plan is intended to conclude the pending proceedings before the FCC
on reform of universal service, interstate access, separations, and rate-of-return represcription. In addressing these
issues jointly, the MAG Plan seeks to promote an "holistic" approach to reform. As part of their holistic approach, the
MAG members propose optional incentive-based regulation for rate-of-return LECs.

Path Selection

The plan requires all non-price-cap LECs to elect one of two regulatory directions for all study areas: Path A or Path B.
Path A is an incentive regulation path, while Path B allows LECs to remain on rate-of-return regulation for the
foreseeable future. The plan provides a five-year transition period for Path A LECs to migrate their study areas to
incentive regulation. LECs that choose to remain on Path B, rate-of-return have the option to elect incentive regulation,
Path A, within the five-year transition period. However, after the transition period concludes, Path B companies will
require a waiver from the FCC to convert to Path A. All LECs electing Path A prior to or during the transition period are
required to have all study areas under Path A, incentive-based regulation at the conclusion of the five-year transition.

During the transition period, LECs may choose the method for study-area revenue recovery according to existing rules
or by opting for incentive regulation. For example, a Path A LEC may elect to have one study area remain on average
schedule; have a second study area convert to, or remain on, cost; and a third transition to incentive-based regulation. At
the end of the five-year period, however, all Path A LEC study areas must move to incentive regulation.

Incentive regulation itself carries two options for LECs: (1) remain in the National Exchange Carrier Association (NECA)
pool for recovery of all common-line (CL) and traffic-sensitive (TS) settlements (possibly including special-access
recovery); or, (2) exit the NECA pool and file interstate access rates on a per-study-area basis.

Path B LECs will operate under existing rules for revenue recovery during the transition period. This means that Path B
LECs may convert to, or remain on, cost; remain on average schedule; or, select to participate in one or two NECA
pools. (The NECA CL and TS pools, although combined at the outset, will operate independently during the transition
period.) At the end of the five-year period, Path B LECs will choose either to participate in the NECA pool for both CL
and TS revenue recovery or exit the pool under existing rules. Regardless of the path selected, LECs may not file their
own subscriber line tariff.

As noted, the plan calls for the NECA CL and TS pools to be combined at the start of the transition. The MAG members
anticipate that NECA's current rate banding will continue during the plan. After the five-year period, NECA can create
separate pools for Path A and Path B LECs. The MAG members suggest that the creation of separate pools will be
determined by the distribution of LECs between the two regulatory paths. NECA will also tariff special-access services
for both Path A and Path B study areas participating in the pool. All LECs participating in the NECA pool may elect to
tariff their special-access services outside the NECA pool. During the transition, all LECs participating in the NECA pool
will participate jointly, meaning that all pooling LECs will be subject to the risks and earnings benefits of a single NECA
pool.

Subscriber Line Charges
All non-price-cap LECs will see increases in the federal subscriber line charge (SLC). The MAG plan requires that SLCs



increase to the level of price-cap LEC SLC caps. The SLC for residential (including second lines) and single business
lines will increase to $5.00 on July 1, 2001 and to $6.50 (the SLC cap for price-cap LECs) sometime thereafter. The SLC
for multi-line businesses will increase from $6.00 to $9.20 per line over a two-year period. There is some relief for
Centrex customers, since SLCs for Centrex customers may be assessed based on a per-line charge that is 1/9th the
multi-line business SLC. Customers with less than nine Centrex lines, however, will pay one multi-line business SLC.

As a new development, LECs will be able to geographically de-average SLCs across as many as three geographic
zones per wire center. For pool participants, NECA will impute revenues from SLCs as if they had been set at the
maximum amount.

Separations Reform

The MAG Plan adopts the separations reform proposals established in the Joint Board's Recommended Decision
released on July 21. See JSI News & Commentary, No. 0006, August 22, for a description of the Joint Board's reform
proposal.

Path A: Incentive Regulation

LECs that elect Path A incentive regulation will see regulatory reform in a number of areas. In access reform, for Path A
LECs, there will be 86 percent increases in residential and single-line business SLCs, and a 53 percent increase in
multi-line business SLCs. These increases set the stage for reductions in per-minute access rate elements. The MAG
Plan targets a composite access rate (CAR) that is the weighted per-minute aggregate of existing per-minute access
rates, including local switching, information surcharge, transport charges, transport interconnection charge, and the
carrier common line charge. After two years, the CAR target will be set at $0.016 per minute; i.e., in Year 1, the CAR will
be 2.2 cents per minute; in Year 2, the CAR will be 1.8 cents per minute; thereafter, it will be set at 1.6 cents per minute.
NECA will set appropriate rate-bands around this CAR target. Consequently, the CAR for Path A LECs will be in a range
with 1.6 cents as the average. Currently, the CAR for non-price-cap LECs is 3.9 cents and for NECA members, 4.3 cents.
Thus, there will be sizeable reductions in per-minute access charges for Path A LECs.

If the increase in SLC revenues does not entirely offset the per-minute access rate reductions, Path A LECs that
participate in the pool will have a new explicit and portable universal service support element, called the Rate Averaging
Support (RAS). The RAS will be distributed to Path A LECs based on the difference between a LEC's CL revenue
requirement and SLC revenues, carrier common line charges consistent with the CAR levels, and long-term support
(LTS). The RAS will recover any remaining non-traffic-sensitive (NTS) carrier common line costs not recovered under the
existing rate elements. The RAS will also have a traffic-sensitive switched component that is the difference between a
LEC's individual traffic-sensitive switched revenue requirement and the sum of its traffic-sensitive switched revenue and
its local switching support (LSS). Finally, the RAS will have a special-access component that is the difference between
projected special-access revenue requirements and special-access billed revenues for all Path A study areas
participating in the pool and whose retention ratios are greater than one. Since the RAS is proposed to be a universal
service support, it will be collected in a manner consistent with other such supports and be 100 percent portable. The
RAS replaces the bulk access charge (BAC) proposed in earlier versions of the MAG Plan. Unlike the RAS, the BAC,
which was identified as an access rate element and billed to IXCs, was not portable.

In the area of universal service reform, Path A LECs will have universal service support payments, other than the RAS,
calculated on a fixed per-line basis. This per-line support will be determined at the time of conversion to Path A,
incentive regulation based on the study areas' high-cost loop (HCL), LTS, and LSS levels for the 12 months prior to
conversion. These support levels will be adjusted for inflation using a common price index (GDP-PI). The MAG Plan also
proposes to eliminate all caps on current federal universal service support, including those on the HCL fund and on
corporate operations expense. The plan allows for adjustments of the per-line support in the event of a change in the
services or network functionalities supported by the federal universal service program, or in the event a study area is
involved in a merger or acquisition. The plan also includes the option to geographically disaggregate universal service
into no more than three zones per wire center. LECs are allowed to determine the zones based on cost characteristics.

Settlements for Path A LECs in the pool will be calculated on a fixed per-line basis determined at the time of conversion
to Path A, based on the most recent cost or average schedule revenue requirement data prior to conversion and on an
11.25 percent authorized rate of return. The revenue per line (RPL) will be adjusted thereafter for inflation based on the
GDP-PI price index. Going forward, Path A study area settlements will be based on the product of the RPL and the
access-line count for each study area. In the event that its rate of return falls below a specified level of 11.25 percent (50
basis points for LECs with five or fewer study areas, and 100 basis points for LECs with more than five study areas), a
LEC may file a cost study and have a low-end adjustment to its RPL for the next 12 months. (The low-end adjustment
was formerly known as the low-end adjustment factor, or LEAF.) This adjustment will bring the earnings of the LEC to
either 10.75 percent (for smaller LECs) or 10.25 percent (for larger LECs). Special access settlements will be based on
historic retention ratios multiplied by current billed revenues. During the five-year transition period, settlements for Path
A LECs will be affected by the rate of return of the pool that may cause ultimate settlements to be above or below the
LEC's RPL.



A LEC that elects Path A but does not wish to participate in the NECA pool has the option to do so. In this case, a LEC
will file its own tariff based on the same rules discussed above, and will not be permitted to re-enter the NECA pool
without a waiver from the FCC. This election may be made by study area and separately for the tariff options available to
Path A LECs. The low-end adjustment will also apply to out-of-pool, Path A LECs. LECs electing this option are
precluded from a RAS adjustment.

Path B: Rate-of-Return Regulation

In contrast to the moderately complex description of Path A, incentive regulation, Path B regulation is quite simple. LECs
that elect to remain rate-of-return regulated will have SLC increases. Access rates will be reduced according to the
increases in SLC revenues. There is no target CAR, nor is there a RAS. The MAG Plan does not address universal
service reform for Path B LECs, with the exception of the removal of all funding caps and expense limitations. Path B
LECs may elect Path A, incentive regulation at any time during the five-year transition; after this period, Path B LECs will
need to obtain a waiver from the FCC to migrate to Path A.

Other Settlement Options

As in its prior versions, the MAG Plan allows LECs to (1) file their own access tariffs (remain entirely outside the NECA
pool), and/or, (2) elect to convert to traditional price-cap regulation (as the regional Bell operating companies and other
large LECs have done). In either case, such LECs cannot re-enter the pool, without a waiver, and must charge the same
SLC rates as Path A and Path B LECs. LECs electing this option are precluded from having a RAS.

Acquisitions and Mergers

The plan contemplates that exchanges acquired by Path A and Path B LECs may enter the pool. Path A settlements will
be calculated at the average RPL for the pool for the initial 18-month period and, thereafter, will be based on a one-time,
12-month cost study.

Toll Rate Averaging

The MAG Plan requires IXCs to pass through the savings realized from lower access rates charged by LECs. It also
recommends that minimum charges on residential customers be eliminated. The plan requires IXCs to offer the same
optional calling plans to rural and urban customers throughout the nation.

Analysis and Recommendations: Toward Meaningful Access Reform

JSI continues to have reservations about certain aspects of the MAG Plan. We welcome access reform and believe that
realistic reform should be made available to all non-price-cap LECs. Currently, only Path A LECs will receive realistic
access reform leading to meaningful reductions in per-minute access rates. Conversely, Path B LECs will not see
meaningful reductions in per-minute access rates, and we believe that their access rates may even increase depending
on how NECA administers the rate-bands for these LECs. In the spirit of promoting access reform for all non-price-cap
LECs, the FCC, we would hope, will allow per-minute access rates for Path B LECs to follow the downward trend of
price-cap and Path A rates. JSI suggests that to achieve meaningful access reform, Path B LECs must have their own
CAR and non-portable bulk access charge (BAC) recovery mechanism. We believe this proposed refinement of the
MAG Plan for Path B LECs is sound public policy consistent with matching NTS costs with NTS revenue sources.

To regular readers of the JSI newsletter, it should come as no surprise that we have reservations regarding the
portability of the RAS for Path A LECs. Our concern arises from our belief that neither the RAS for Path A LECs, nor our
own proposed BAC for Path B LECs, should be 100 percent portable. Further, we'd argue that sound public policy
prohibits the transfer of all the obligations of common-line access to a universal service fund. Therefore, we recommend
that the NTS recovery mechanism be non-portable for all non-price-cap LECs. Such policy recognizes the very clear and
consistent goal of having IXCs pay for their proportional share of the local loop. Traffic sensitive network costs should
also be borne solely by IXCs and their end-user customers.

JSI also recommends that any implicit support for local service be removed from the access rate structure and placed in
the universal service program, as recommended by the Rural Task Force in its recent proposal on HCF Il (see JSI News
& Commentary, No. 0007, October 25). This implicit support for local service is, of course, limited to known structural
support; e.g., the use of a 25 percent gross allocator for the interstate jurisdiction, when the percentage use of the
network for interstate is 18 percent. We believe that the use of the network for interstate purposes should be borne by the
providers of interstate services, namely the 1XCs. While others may disagree with this position, we can find no other
consistent alternative that is equitable to all industry parties, including end users.

We understand that the principle of disaggregation of universal service support is intended to mitigate reservations
about RAS portability; however, we remain unconvinced that disaggregation lessens the need to raise our voice against
100 percent portability of the RAS.

To summarize, JSI recommends that:
(1) meaningful access reform be made available to Path B LECs by implementing a CAR and a non-portable BAC;



(2) the RAS for Path A LECs be re-examined and at least a portion of the RAS be changed to a non-portable access
charge; and, (3) known implicit universal service structural supports be transferred to an explicit universal service
support mechanism.

The MAG Outlook - and Critical Client Assessment

While we enthusiastically join the chorus in singing the praises of meaningful access reform for rate-of-return LECs, we
continue to fear that some portions of the MAG Plan are vulnerable to attack from IXCs and consumer groups. We
anticipate that the FCC will soon release the MAG plan for public comment. Until the comment period is over, we will not
know the extent of the opposition to the MAG Plan, nor will we be able to predict how the plan will evolve during the
FCC's deliberations.

To assist clients in understanding the MAG Plan, JSI is prepared to provide a preliminary financial evaluation of your
company under the various options you have under the proposal. JSI's evaluation includes the estimated RAS per line
your company will require, as well as an indication of the most opportune time during the five-year transition to consider
moving to RPL settlements. This assessment can assist you in making the serious decisions you will need to make
about the future regulatory treatment of your company. We will be contacting our clients to inquire if you would like JSI to
perform a preliminary financial evaluation of the MAG plan for your company. If you have any questions regarding the
MAG plan or its impact on your company, please call Douglas Meredith, at JSI's Utah office, 801-294-4576, or Manny
Staurulakis, at JSI's Maryland headquarters, 301-459-7590.

JSI REDESIGNS WEBSITE TO OFFER MORE CONTENT, SIMPLICITY FOR USERS

JSI invites clients to visit our redesigned website, at www.jsitel.com. JSI has updated the site to reflect our expanded
service offerings and to provide clients with more complete information, focusing both on ease of navigation and
simplicity. The site also features additional links to state telephone associations and pubic service commissions, as well
as numerous independent telecom service providers nationwide. Interactive links are also featured at various points
within the site.

JSI has designed a new site map to provide both an overview of the content and a quick reference point for key
information. On-line request forms for JSI's network services - the NNCAR and CLLI - are also available. Of course,
traditional information, such as the online version of JSI News & Commentary, JSI seminar information and online
registration, and Hot Topics, is still available - with a fresh, revamped look. And Industry Watch continues to provide an
offbeat look at some less-heralded developments in the industry, as well as a heads-up on technological and service
issues that may be of consequence to you down the road.

In redesigning the homepage, JSI's goal was to provide as much information as possible in a flexible and user-friendly
fashion. Planned to grow and expand as JSI grows, the site will add new content and information as issues arise. In
addition, keep an eye open in the coming months for the new "clients only" section, which will include an online
message board and software demonstration capabilities, among other features.

We encourage all clients to check out our new website. We hope you find the homepage both helpful and easy to use. If
you'd like to comment on the site, or have questions about the content, please e-mail Chris Lehner, at
clehner@jsitel.com, or Kristin Remmers, at kremmers@jsitel.com. Both can be reached at JSI's MD headquarters, at
301-459-7590.
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