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I. VENTURA ADMINISTRATION MISSION STATEMENT AND GOALS FOR
TELECOMMUNICATIONS
Minnesota shall transition from a non-competitive regulatory environment to a consumer
oriented telecommunications marketplace.  High quality, fairly priced voice, data and video
transmission services and capabilities shall be available to every resident, business and gov-
ernment office of the state.

A. Healthy Vital Communities

Telecommunications regulatory reform is an important piece of Governor Ventura’s Big
Plan for the State of Minnesota. One of the key components of the Governor’s “Healthy,
Vital Communities” initiative is to promote “Telecommunications as Economic Devel-
opment.” The future of Minnesota’s economic vitality hinges on statewide business and
residential access to affordable cable and telecommunications services that facilitate
economic development and keep everyone in the State “connected.” It is competition,
not regulation, that will in the end assure lower rates for consumers, higher quality serv-
ice, and the accelerated deployment of advanced and competitive telecommunications
services.

B. Current State Goals for Telecommunications Regulation

It has become vogue to criticize regulation and regulators per se. And while the Ventura
Administration fundamentally believes that reliance on the market, rather than on gov-
ernment intervention is the best way to achieve economic efficiency, the Ventura Ad-
ministration also recognizes that, for the most part, the traditional goals of regulation
have been pure.

Minnesota law currently sets forth the following goals for the State with respect to tele-
communications:

1. Support universal service.

2. Maintain just and reasonable rates.

3. Encourage economically efficient deployment of infrastructure for higher speed tele-
communication services and greater capacity for voice, video, and data transmission.

4. Encourage fair and reasonable competition for local exchange telephone service in a
competitively neutral regulatory manner.

5. Maintain or improving quality of service.

6. Promote customer choice.

7. Ensure consumer protections are maintained in the transition to a competitive mar-
ket for local telecommunications service.

8. Encourage voluntary resolution of issues between and among competing providers
and discouraging litigation.

C. Ventura Administration Goals for Telecommunications

1. Competition Works!

a. Replace command-control style government regulation of rates and quality of
service with mechanisms that rely on the free market to assure the reasonableness
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of rates, high quality of service, and the rapid deployment of advanced and com-
petitive telecommunications services throughout the State.

b. Streamline and simplify the regulatory environment in which service providers
must operate to encourage investment and innovation.

c. The burden of performance in the marketplace must shift from regulators to com-
petitive service providers, and the burden of regulatory cost must shift from cap-
tive ratepayers to shareholders.

2. A Level Playing Field

a. Fully and irreversibly open the networks of incumbent local exchange carriers
(ILECs) to allow the provision of telecommunications services by competitors.

b. Support the elimination of interLATA boundaries, which currently restrict U S
WEST from providing in-region interLATA long distance service, once U S WEST
has demonstrated that its local networks are fully and irreversibly open for com-
petition.

c. Wait to deregulate other monopoly ILECs until, through an objective set of crite-
ria, there is clear and convincing evidence that the incumbent’s local exchanges
are fully open for use by competitors.

d. Ensure that any State telecommunications reform legislation and administrative
rules are competitively neutral and do not contradict federal law.

e. Eliminate the patchwork of cable service regulations resulting from local govern-
mental regulation of cable services and standardize and incorporate cable regula-
tions into law.

f. Provide uniform regulation, competitively neutral incentives for innovation, and
strict, but even-handed enforcement of the rules of the marketplace.

3. Spur Telecommunications Investment in the State

Establish telecommunications competition in rural Minnesota and create incentives
for investment in competitive and advanced technologies throughout the State by:

a. Developing and targeting infrastructure investment incentive programs at areas in
Minnesota that are deficient in telecommunications infrastructure or services.

b. Ensuring that every community in Minnesota has a telecommunications infra-
structure providing data transmission services of no less than 256 Kbps to resi-
dential customers.

4. Promote and Strengthen Universal Service

a. Ensure that every Minnesotan has access to affordable basic local telephone serv-
ice.

b. Ensure the price of providing services to rural or other high cost areas is reflective
of the economic cost of providing that service.

c. Replace traditional implicit subsidies with explicit subsidies. To the greatest ex-
tent possible, ensure that the social costs of implementing universal service prin-
ciples are no longer “buried” in the telephone ratepayer model, but rather funded
through charges approved by the Legislature.
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d. Require that the State universal service program be compatible with a competi-
tive rural telecommunications marketplace.

e. Ensure that the State universal service program is consistent with federal law and
regulations.

5. Consumer Education and Outreach

Educate and protect consumers during and after the transition to a fully competitive
marketplace by:

a. Designing, developing and implementing a consumer education and outreach
campaign aimed at educating consumers on their rights in a competitive market-
place, and on how to make intelligent choices in a competitive marketplace.

b. Requiring telecommunications companies doing business in Minnesota to pro-
vide complete and accurate rate information to consumers. Tariffs and service
policies affecting consumers shall be readily available in an easy-to-read and
easy-to-understand format.

D. Desired Outcomes

By implementing this Plan, the Ventura Administration hopes to:

1. Establish no less than two local telephone providers in each market and no less than
two competitors for data, video and high-speed transmission.

2. Maintain reasonable rates throughout the state.

3. Implement the nation’s first “accountable” universal service plan for high cost serv-
ice areas.

4. Encourage efficient deployment of higher speed telecommunications, voice, video
and data transmission.

5. Encourage market forces to be incentive for improving quality of service.

6. Promote customer choice.

E. Roadmap for this Strategic Plan

This Plan sets outs the Work Team’s analysis and research findings regarding the state of
the State’s telecommunications infrastructure and regulatory framework. Based on this
research, this Plan sets out the Governor’s vision for Minnesota’s future telecommunica-
tions infrastructure and regulatory environment. This vision, backed by the Work Team’s
research form the basis for specific legislative initiatives, that are also explained in this
Plan. Overall, this Plan will form the foundation for a gubernatorial telecommunications
regulatory reform bill that will be introduced to the public later this Fall and to the legis-
lature in the 2000 session. As with all plans – the Governor’s Strategic Plan is a working
document. Persuasive argument and ideas from others, changes in law, technology, or
within the industry may require that this Plan be amended or supplemented. The Gov-
ernor is proud to introduce his Telecommunications 2000 initiative.
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II. STATE OF THE STATE’S TELECOMMUNICATIONS INFRASTRUCTURE
A. Methodology

Immediately after taking office, Governor Ventura appointed an interagency work team
to develop a strategic plan for telecommunications regulatory reform in Minnesota. The
core agencies involved are the Department of Commerce (MDOC) (formerly the Depart-
ment of Public Service), the Department of Administration, the Department of Planning,
and the Department of Trade and Economic Development (the “Work Team”). The Work
Team was charged with developing a work plan, researching telecommunications issues,
and preparing a Strategic Plan (the “Plan”) for the State regarding telecommunications
issues. The first step in the strategic planning process was the development of a mission
statement and strategic vision for the State.

Next, the Work Team began its research. The following research methodologies were
utilized to gather information upon which the Work Team relied in constructing this
Plan:

1. Telecommunications Infrastructure Inventory and Competitive Analysis

A telecommunications infrastructure inventory was completed, which provided the
Work Team with a snapshot of private and government owned cable and telecom-
munications facilities within the State.

Every telephone company in the State was asked to complete a profile of each tele-
phone exchange in the State. The inventory profile form used to collect telephone
exchange data is included as Appendix A to this Plan. The telephone exchange in-
ventory concentrated on facilities going into and services being provided out of the
central office.1  It was recognized by the Work Team that detailed information about
the “last mile” facilities of telephone companies is regarded as proprietary and
would likely not be produced by local telephone companies.

Every franchising authority in the State was also asked to complete a profile of the
cable television system operating in their community. A copy of the inventory form
used to obtain cable television system information is attached to this Plan as Appen-
dix B.

All municipal electric utilities in the State were also asked to complete a profile of
their telecommunications networks. A copy of the inventory form used to collect this
data is included as Appendix C to this Plan.

The Work Team hopes to collect similar information from wireless carriers next year.
However, because the State does not regulate wireless telecommunications services,
information on wireless networks was not deemed as critical to the short-term goal of
reforming the state’s cable and telecommunications regulatory framework.

All of the data collected in this inventory process was entered onto a spreadsheet and
transferred to the Department of Planning’s Land Management Information Center’s
(LMIC) Geographic Information Center database. There, the data can be queried by
any field, overlaid with other demographic data collected by the Department of Plan-

                                          
1   The term “central office” generally refers to the telephone company building where subscriber lines are joined to
switching equipment for connecting calls to their destination.      See    Newton’s Telecom Dictionary, at 157 (13th ed. 1999).
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ning, and used to generate digital maps of the State that visually communicate in-
formation about the State’s telecommunications infrastructure.

2. Input from Stakeholders

Input was solicited from key legislators, MDOC staff, the telecommunications indus-
try, business and residential consumer groups, educational institutions, trade organi-
zations, regulatory associations, government institutions, and outside consultants to
determine the status of competition within the Minnesota telecommunications mar-
ketplace, and to determine how best to achieve and implement the transition to a
competitive marketplace.

3.  Secondary Research

Secondary research was performed by the Work Team, utilizing academic publica-
tions and news sources. Policy and legal research regarding telecommunications
regulation initiatives in other jurisdictions was also performed.

B. State of the State’s Telecommunications Infrastructure

1. The Telephone Network

The Work Team developed a survey format to collect data on the existing telecom-
munications infrastructure from telephone companies. Information collected in-
cluded: 1) whether the central office and the community was connected to the
outside world digitally with fiber optic facilities; 2) availability of local number port-
ability (LNP), CLASS services, ISDN services, DSL services, frame relay services
(FRS), and ATM services; and 3) the extent of facilities-based competition in Minne-
sota. This survey was forward looking and responses were based on what the infra-
structure would be as of January 1, 2000. The Executive Board of the Minnesota
Telephone Association (MTA) and U S WEST supported this survey and effort.
Without their support, this inventory of the State’s telecommunications infrastruc-
ture would not have been possible. Through their efforts, responses were received
from 78 telephone companies covering 697 (96%) exchange areas.  However, there
are 27 (4%) exchange areas of 11 telephone companies where no data was provided
and therefore are not covered in this report.2 

The following is a summary of the survey responses.  The data provided, both raw
numbers and percentages, represent the number of telephone companies responding
to the survey (percentages are based on the 697 exchanges covered in the responses):

a. Central Offices Connected Digitally By Fiber to the World

This survey question determines whether the community has a high capacity
digital connection to the outside world for high-speed data, internet access, and
multi-media applications. It does not address the issue of the “last mile” and
whether there is bandwidth capacity and facilities to the end users premises.

• 635 (91%) are connected digitally with fiber to the outside world.

• 62 (9%) are not connected with fiber.

                                          
2   The following telephone companies did not respond to the Work Team’s infrastructure survey:  Clara City Telephone
Company, Clements Telephone Company, Lonsdale Telephone Company, Northland, Redwood County Rural Telephone
Company, Sacred Heart Telephone Company, and Starbuck Telephone Company.
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Frontier Communications 23
GTE 15
Sprint 6
U S WEST 6*
Century Telephone 5
Northern Telephone Co. 2
Blackduck Telephone Co. 1
Ace Telephone Association 1
Paul Bunyan Rural Telephone Co. 1
Upsala Cooperative Telephone Co. 1

Table 1 - Central offices not digitally connected by fiber

(*NOTE: U S WEST is selling 5 of these central offices.)

Almost all of the smaller telephone companies and co-ops have installed fiber
connections to their central offices. A vast majority (50/62 or 81%) of those cen-
tral offices that are not connected digitally by fiber to the world belong to the four
largest telephone companies.  Map 1 provides a visual picture of this data.  A
possible explanation for this is that the future of the smaller independent tele-
phone companies is directly dependent on the future and economic health of the
community it serves.  Thus, they see the need to invest in the telecommunica-
tions infrastructure to provide advanced services to that community.  The largest
telephone companies serve the larger cities as well as small rural communities.
They do not have unlimited capital dollars to invest in all their exchanges.  Their
priority for this limited capital is to get the greatest return for their shareholders
and provide advanced services in areas that are most vulnerable to competition.
This primarily involves the metro area and the larger cities where they have large
concentrations of customers.

b. Local Number Portability (LNP)

The availability of local number portability is an important factor impacting the
development of competition for local service dial tone.  Most customers, both
business and residential, do not like to change their telephone numbers if they
decide to use the local dial tone services of another provider. The following re-
sponses may not reflect a total picture since several indicated that the central of-
fice switch had the feature installed but it was not activated. They indicated it
would be activated when there was a request for the service, which would take
about six months. Once the feature is activated, the telephone company usually
must start paying a right-to-use fee to the central office switch vendor.

249 (36%) Central offices with LNP available.

448 (64%) Central offices where LNP is not available.

Local number portability is widely available in the exchanges served by Sprint
and U S WEST.  This LNP data for the State is visually depicted in Map 2.
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c. CLASS Services

CLASS services include items normally referred to as custom calling features.
These include services such as Call Waiting, Call Forwarding, Three-way Calling,
and Caller-ID. These features are part of the software of the central office switch-
ing system. They provide additional value and functionality to the end user for a
fee. Central offices without CLASS services are usually the older types of switch-
ing systems.

646 (93%) Central offices with CLASS services.

51 (7%) Central offices without CLASS services.

This data is visually presented in Map 3.

In 1994, the MPUC ordered all ILECs to ubiquitously deploy SS7 trunk signaling
by January 1, 2000.3  SS7 helps interexchange carriers set up calls more efficiently
with out-of-band digital signaling. SS7 facilitates the provision of 800 database
services and alternative billing services through line information databases. SS7
technology also allows CLASS services to work on interexchange calls. Consum-
ers who pay for Caller-ID want it to work on as many calls as possible.

On September 30, 1999, GTE filed a petition to waive the January 1, 2000 dead-
line for 21 of its exchanges. Citizens Telecommunications, which recently en-
tered into a purchase agreement to purchase all of GTE’s telephone exchanges in
Minnesota, filed comments with the MPUC in support of GTE’s requested
waiver.4  The MDOC has filed comments opposing GTE’s petition.5 

d. Integrated Services Digital Network (ISDN)

ISDN may be provided via two methods.  These include adding the hard-
ware/software to the central office locally to provide the ISDN service, or provid-
ing the service from a remote central office and including any costs for mileage in
the rate.  The method used for the deployment of ISDN is usually an economic
decision.  Below are the results of the data on ISDN.  These results are visually
depicted on Map 4.

Central offices equipped for ISDN 202 29%
Central offices available remotely with no
mileage charge

50 7%

Central offices without ISDN service available 445 64%

Table 2 - Central Offices with ISDN

ISDN service is available in approximately 36% of the exchange areas throughout
the state.  It is more readily available in the metro area than in Greater Minnesota.

                                          
3     In re Commission Initiated Investigation to Establish Requirements for the Telecommunic      a      tions Infrastructure in Mi       n       -   
nesota   , Order Approving Short-Term and Intermediate Infrastructure Recommendations as Modified in Establishing a
Comment Period, MPUC Docket No. P999/CI-93-1176 (May 19, 1994).
4  The GTE sale to Citizens is pending and currently being reviewed by the MDOC to determine whether it should recom-
mend that the MPUC approve the sale based on whether it furthers the public interest.     See    In re Joint Application of GTE
Corp. and Citizens Telecommunications, Inc., MPUC Docket No. P5316,407/PA-99-1239 (filed August 27, 1999).
5      See    Comments of MDOC, MPUC Docket No. P999/CI-93-1176 (filed October 25, 1999).
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ISDN is frequently used for video as well as data applications.  Its future for use
to access the internet is doubtful and it will be overcome by other technologies
such as xDSL and cable broadband modems which are faster and probably less
expensive in most areas.

e. xDSL Services

xDSL service utilizes the existing telephone company copper facilities to the cus-
tomer’s premises. It provides high-speed data connectivity up to thirty times
faster than on a dial up basis. A common use for this service is internet access. It
allows the computer to be on-line at all times and does not tie-up the telephone
line for local or long distance calls. xDSL technology is being rapidly deployed by
the telephone companies to compete with the broadband modem technology be-
ing used by the cable companies for high-speed internet access. Several of the
telephone companies indicated that they will begin deploying this technology in
years 2000 and 2001 which is not reflected in the numbers below. xDSL is an im-
portant tool for both residential and business customers.

108 (15%) Central offices with xDSL.

589 (85%) Central offices without xDSL.

The data above is visually depicted in Map 5.  The percentage of central offices
with xDSL service is expected to rapidly increase over the next two years. This
technology allows the telephone companies to meet the demand for lower cost,
higher speed internet access and is a response to the competitive threat of the ca-
ble companies using broadband modem technology.

f. Frame Relay Service (FRS)

Frame Relay Service (FRS) is an economical method of providing high-speed data
connectivity and internet access. It is primarily a service for business customers
due to its cost. There is some work being done to use it for video and voice serv-
ice also. It uses a private virtual network running over a shared infrastructure. It
is most economical where the customer’s serving wire center is in the frame relay
“cloud” and access to the cloud is a single flat rate. If the customer’s serving wire
center is not in the “cloud” then there are usually mileage charges applicable
which makes it less attractive to use. Once the customer has access into the
“cloud,” the private virtual circuit (PVC) can come out of the “cloud” in the
frame relay service area provided by the telephone company without any mileage
charges in between. The data below is visually represented in Map 6.

257 (37%) Central offices in FRS cloud.

440 (63%) Central offices not in FRS cloud.

xDSL service may replace frame relay service in certain applications by small
business for access to the internet.  This will depend on bandwidth requirements
and cost.

g. Asynchronous Transfer Mode (ATM)

Asynchronous Transfer Mode (ATM) service is used to handle many different
network requirements and applications for voice, data, and video over a single
high capacity line. It is primarily used by large businesses and by telecommuni-
cations carriers. It can provide both fixed and variable bandwidth demand that al-
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lows the efficient use of network capacity. Unlike frame relay service, ATM can
provide the guaranteed bandwidth without delay needed for voice and video ap-
plications. This service is primarily for larger businesses and public sector cus-
tomers.  It is also used by telecommunications carriers for their own business
purposes. This service is not widely deployed around the State at the present
time. Most of the deployment has been primarily in the Twin Cities area.

174  (25%) Central offices in ATM cloud.

523  (75%) Central offices not in ATM cloud.

The above data is set out visually in Map 7.

h. Connecting Minnesota

Connecting Minnesota is a collaboration between the public and private sectors.
It is a private sector project using private sector money. There is no taxpayer
money involved.  As a result of a formal bidding process, ICS/UCN, a Denver-
based utility developer, is allowed a one-time access to lay fiber-optic cable along
950 freeway miles in exchange for installing the infrastructure along another
1,000 miles of trunk highway through smaller, less lucrative markets in rural
Minnesota. Maps 8 and 9 depict the Connecting Minnesota route. The agreement
also provides some telecommunications capacity for the public sector, including
K-12 schools, libraries, colleges and universities.

Co n n ect i n g Mi n n es o t a w i l l  ben ef i t  b o t h  p u b l i c an d  p r i v at e sect o r s ,  i n cl u d i n g l o cal 
t el ep h o n e co m p an i es ,  si n ce t h e net w o r k  w i l l  s u p p o r t  m o r e i n t er L ATA  t el eco m m u - 
n i cat i o n s  s er v i ce pr o v i d er s . I t  w i l l  r each  t o  w i t h i n  1 0  m i l es  of  ab o u t  8 0 % of  t h e
s t at e’ s  po p u l at i o n . Th e l o cal  i n f r as t r u ct u r e an d  co n n ect i o n s  m u s t  st i l l  b e b u i l t  an d 
m ai n t ai n ed  by  t h e l o cal  t el ep h o n e an d  cab l e co m p an i es , el ect r i c u t i l i t i es  o r  o t h er 
gr o u p s  s o  t h at  b u s i n es s  an d  r es i d en t i al  u s er s  can  m ak e f u l l  u s e o f  t h e ad v an ced 
t el eco m m u n i cat i o n s  s er v i ces  su p p o r t ed  by  t h e f i b er - o p t i c t ech n o l o gy .  Th e r es u l t i n g
co m p et i t i o n  w i l l  l ead  t o  b et t er  s er v i ces  an d  l o w er  co s t s  f o r  ev er y o n e.

Some of the fiber routes that ICS/UCN will be installing in the Connecting Min-
nesota project will parallel existing fiber already in place by certain local tele-
phone companies and Onvoy, a fiber-optic backbone carrier formerly known as
MEANS Telecom.  Nevertheless, the Connecting Minnesota installation is not re-
dundant because it is designed to meet current demand throughout Minnesota for
additional low-cost, high-speed network access.  To date, the marketplace has de-
termined there is not enough fiber along these routes to meet future bandwidth
needs and private sector investors working with ICS/UCN are willing to risk mil-
lions of dollars on this project.

i. Municipally Owned Telecommunications Infrastructure

The Work Team, in cooperation with the Minnesota Municipal Utilities Associa-
tion (MMUA), developed a survey to be completed by the 87 cities who own and
operate municipal utilities. Information collected by the survey included the fol-
lowing:

• Does the municipal utility own and operate fiber facilities in their city?

• If not, does the municipal utility plan on placing fiber facilities in the future?

• How many miles of fiber infrastructure have they placed or plan on placing?
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• Is this fiber infrastructure to be used only for the municipal utility’s internal
needs?

• Who are the entities, public and private, connected to this fiber infrastruc-
ture?

• What applications or uses are they running on the fiber?

The results indicate there are eleven municipal utility companies that have
placed approximately 70 miles of fiber optic facilities in their cities located in
Greater Minnesota. Ten of these fiber networks are connected to other public sec-
tor entities (city, county, K-12) in their cities. Six of these are connected to pri-
vate entities in the city for internet access and private line transport. In addition
to the above, nine municipal utility companies are considering placing their own
fiber optic facilities in the future for their own use and possibly for public and
private sector use also. The data regarding municipally owned facilities is visu-
ally depicted in Map 10.

The results of the survey indicate that municipal utility companies have not pro-
vided any significant competition to the incumbent telephone company in the
past. The ten cities who are providing competitive transport only represent 11%
of the total municipal utilities. Most have limited their connections to public sec-
tor entities only. Even if the additional nine cities install their own fiber, the
number of municipal utilities providing competitive services would only be ap-
proximately 22% of the total who could. Therefore, even though municipal utili-
ties may provide some competitive services such as private line transport and
internet access in certain cities, this is not a significant statewide trend at the
moment.

2. Cable Television Systems and Broadband

a. Surveys of Franchising Authorities

The Ventura Administration developed a survey to collect data on the existing
cable systems from the municipalities that grant the franchises to their cable
companies. Information to be collected included the following questions:

Name of Cable Company?
Upper operating bandwidth capacity?
Cable architecture?

Coaxial
Fiber-to-curb
Fiber-to-node

Number of video channels?
Number of Public, Educational, and Government (PEG) access channels?
Institutional network (INET) capacity?
Percentage of franchise fee?
Broadband modem service available and/or planned?
Plan to provide internet access?
Plan to provide local dial tone?

The survey was mailed to over 860 cities. The surveys were followed up by tele-
phone calls by the Work Team. All or some of the desired survey information was
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collected on cable operations in 855 cities. This information has not been verified
by the Minnesota Cable Association.

b. Results of Cable Surveys

155 cities (18%) do not have a cable system. Map 11 presents this data. Residents
who want entertainment services usually use a satellite dish to get the service.
Most of these communities are very small towns or municipalities in Greater
Minnesota.

• 700 cities (82%) are served by a cable system. (Map 12)

• 234 cities (27%) have or will have 750 MHz cable system capacity. (Map 13)

• 109 cities (13%) have broadband modem service available.

• 125 cities (15%) will have broadband modem service available.

• 106 cities (12%) plan on providing dial tone at some point in the future.

The following provides additional information regarding the cable industry in
Minnesota and nationally.6  The National Cable Television Association (NCTA)
reports the following about Minnesota’s cable television picture:

• There are 364 cable systems in Minnesota.

• 1,480,433 homes are passed.

• There are 971,397 cable subscribers in Minnesota.

• There is 21,318 miles of cable plant in Minnesota.

There has been heavy news coverage of the AT&T merger with Tele-
Communications, Inc. (TCI) and MediaOne. This primarily impacts the metro
area and will provide direct competition to the incumbent telephone companies
for internet access, long distance, and local dial tone services. In addition to this,
there is merger activity in the cable industry in rural Minnesota. Bresnan Com-
munications, ranked #34 in 1998, and serving approximately 63 cities in Minne-
sota, is merging with Charter Communications, ranked #8 in 1998, and serving 10
cities in Minnesota. The principal owner of Charter Communications is Paul Al-
len, co-founder of Microsoft Corp. Once all of his acquisitions are completed, the
company will rank fourth in size among U.S. cable operators. Charter’s cable sys-
tems will be used as a platform for such additional services as interactive televi-
sion, high-speed internet access and voice communications. Other merger activity
impacting rural Minnesota is that of Triax Telecommunications, ranked #24 na-
tionally. Triax, the largest cable provider in rural Minnesota with approximately
105 cities, is merging into MediaCOM LLC, ranked #23 and who has a minimal
Minnesota presence. Additional mergers among the cable companies in rural
Minnesota can be expected in the future.

The above information indicates the cable industry is planning on being a signifi-
cant player in providing telecommunication services. These include internet ac-
cess, local dial tone, and long distance in addition to offering entertainment
(cable/video) services. These services are currently being rolled out in the metro

                                          
6      See    National Cable Television Association Web Site at www.ncta.com/glance.
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area by MediaOne and Paragon Cable. In the next 2-3 years cable companies, par-
ticularly the larger ones, serving rural Minnesota may be offering these same serv-
ices in competition with the local telephone companies and other
telecommunications providers. The only exception to this may be those cable
companies that are owned by the local telephone companies. For these communi-
ties, internet access as well as voice services are usually provided by the tele-
phone company.

C. Status of Telecommunications Competition in Minnesota

1. Facilities-Based Competition

At the present time, facilities-based competition for local dial tone is minimal
throughout the State. The Work Team surveyed telephone companies to determine
the extent of facilities-based competition in the State.  The results of the survey are
visually depicted in Map 14. There are a few pockets where new competing fiber op-
tic facilities are being overlaid in a geographical area served by an incumbent tele-
phone company. Most planned overlays of competing facilities are to use fiber optic
cable to the neighborhood that can be used for more than voice telephone service.
Several smaller independent telephone companies, including North Star Access,
owned by Sherburne Telephone, and Hutchinson Telephone, are reviewing the pos-
sibility of over-building facilities in adjoining areas currently served by the larger
telephone companies such as U S WEST, GTE, and Sprint. They believe they can
provide better service at a lower cost to the end user than the larger incumbent tele-
phone company.

Facilities-based competition for telecommunications is rapidly being developed by
the cable industry. The upgrading of the cable infrastructure will allow cable compa-
nies to provide entertainment (cable), high-speed internet access, local dial tone, and
long distance over the same cable facility. This will be in direct competition with the
incumbent telephone company. Most of this activity is in the Twin Cities area and a
few cities in Greater Minnesota. Several of the cable companies in Greater Minnesota
(except those owned by the incumbent telephone company) are developing plans to
do the same thing in their franchise areas over the next 2-3 years.

The Work Team’s research results and conclusions regarding the extent of facilities-
based competition are consistent with the Federal Communications Commission’s
(FCC) latest statistics on the number of lines provided by large ILECs to CLECs as
UNE loops as of December 31, 1998.7 

                                          
7  FCC's Local Competition Report Table 3.3 (August 1999)
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Total Lines # of UNE Loops % of total lines
United States 172,452,000 361,000 .2%
Minnesota 2,878,000 2,000 .1%
U S WEST Regionwide 16,695,000 8,000 0
Ameritech Regionwide 2,1054,000 100,000 .5%
Bell Atlantic Regionwide 41,429,000 91,000 .2%
Bell South Regionwide 24,101,000 41,000 .2%
GTE Regionwide 17,008,000 23,000 .1%
SBC Regionwide 36,778,000 67,000 .2%
Sprint Regionwide 7,545,000 30,000 .4%

Table 3 - Lines Provided By Large ILECs to CLECs as UNE Loops

2.  Wireless Local Service Dial Tone Competition

Several telephone companies responded that they believe they face competition by
wireless companies for local service dial tone. This is based on perception. There
was no data available to the Work Team to confirm this. The data visually depicting
where telephone companies believe they face competition from wireless carriers is
set out visually in Map 15. The growth of wireless no doubt has come at some ex-
pense to the growth of wireline services since customers, particularly mobile ones,
may be using wireless for their additional lines or as their only line. Customers may
use wireless as their only telephone line if this meets their needs in the most eco-
nomical manner. Several wireless companies have developed calling packages of
hundreds of minutes of usage with no long distance charges for a flat monthly rate.
Some advertise this service as the “only phone you need!”  Whether this is true de-
pends solely on the end user’s telecommunications needs and calling patterns. It may
fit some perfectly, others probably not.

In the future, wireless technology will be a major competitor to wireline telephone
service for certain customers who are mobile. These customers will also likely have
substantial long distance usage. As costs decrease, fixed-base wireless technology
may also be an alternative and competition to wireline providers to homes and small
businesses, especially in low density areas. Minnesota Cellular has publicly stated
that they will use fixed-wireless technology to offer a competitive universal service
offering in Greater Minnesota.

While the overall market for long distance services has shifted markedly over the
past 15 years, there has been a less dramatic shift in the market for residential long
distance services. In 1997, the market share of residential access lines in Minnesota
was broken down among the following toll carriers: AT&T had 66.4%, MCI had
19.5%, Sprint had 3.6%, and all other carriers had 10.6%. Nationwide, AT&T had
67.2% share of all residential access lines in 1997. Also in 1997, the market share of
residential toll revenue in Minnesota was broken down among the following toll car-
riers: AT&T had 60.2%, MCI had 22%, Sprint had 5.2%, and all other long distance
carriers had 12.6%. Nationwide, AT&T had a 60.9% share of the total residential toll
revenue during 1997. While the FCC study appears to indicate that alternative toll
carriers have made fewer inroads into the market for residential toll services than
they have made in the market for business services, it is important to point out that a
significant proportion of residential customers make few, if any, toll calls. This type
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of low usage residential customer has little incentive to consider switching long dis-
tance carriers and, therefore, is more likely to be pre-subscribed to AT&T. Also, long
distance carriers tend to target customers with higher usage levels, so residential cus-
tomers with relatively low usage levels are less likely to be the recipients of direct
marketing programs from toll carriers.

D. Telecommunications and Economic Development

Infrastructure investment has been essential to Minnesota’s economic and business de-
velopment and moving products from the farm or factory to the market has always been
the lifeblood of our economic growth. To facilitate these shipments, we have spent hun-
dreds of millions of dollars each year expanding and improving our traditional transpor-
tation networks -- railroads, highways and bridges and airports.

Although many of Minnesota’s businesses will continue to depend on these vital trans-
portation trade links, telecommunications infrastructure is needed for the growing num-
ber of businesses that produce and transmit information. In fact, nearly all businesses are
becoming information-technology companies through their use of or dependence on
telecommunications products and services. This rapidly growing consumer and business
demand for information helped data surpass voice in 1998 telecommunications trans-
missions.

From a business operations perspective, advanced telecommunications infrastructure is
an increasingly important consideration in determining where to locate a business. Most
research suggests that after workforce availability, the quality of the telecommunications
infrastructure is generally considered to be among the top site location criteria. This is
especially true for companies that base site and operational decisions on global eco-
nomic and business factors.

As companies face cost pressures, advanced telecommunications infrastructure offers an
unparalleled degree of freedom to disperse operations to low-cost areas, sometimes to
previously unimaginable locations. In a recent Site Selection survey, 58% of corporate
real estate executives said technological advances are making their firms “less inclined
to set up centralized locations and more inclined to establish smaller ‘satellite’ facilities
located in relatively remote locales” (i.e. rural areas). Telecommunications helps these
decentralized operations to have closer connections than today’s centralized facilities.
For example, private intranets for business communications are one way corporations
are using electronic links and telecommunications to maintain close contact with
worldwide operations and suppliers.

Although businesses in certain areas of Minnesota are served by an advanced telecom-
munications infrastructure, other areas are not equipped to effectively compete in the
business expansion and location market. Numerous domestic and international competi-
tors including Europe (especially Britain), Singapore, South Korea, Taiwan and Hong
Kong are well positioned to offer high-quality telecommunications services to businesses
which will spur economic growth. These competitors offer concentrated areas of high-
quality services and also are devoting billions of dollars to implement the next genera-
tion of telecommunications. This is especially problematic as Minnesota businesses look
to expand in non-metropolitan areas to reduce costs. Telecommunications is the new in-
frastructure foundation and an advanced system is essential for any economy (or com-
pany) to successfully compete in the modern global economy.
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III. THE NEED FOR REGULATORY REFORM
A. Traditional Rationale for Government Regulation of Telecommunications Services

1. Review of Regulatory History and Principles

The United States economy is commonly thought to be based on principles of com-
petition and private enterprise. However, American law and economic theory have
also long recognized that effective competition does not exist in certain industries,
raising the specter of evils such as extortionate monopoly pricing, manipulative re-
strictions on output, poor quality service, and invidious price discrimination. For
those industries that are also “affected with a public interest,” extensive legislative
and judicial regulatory frameworks have been developed to protect the public from
such evils. These types of industries have become commonly known as “public utili-
ties.” 8 

Public utilities have also enjoyed legal protections not afforded to most other busi-
nesses. Public utilities have enjoyed government approval of the reasonableness of
utility prices. Through rate of return regulation, government assures that a public
utility will receive a reasonable return on investment.

Another legal protection afforded to telephone companies is the “filed rate doctrine.”
This doctrine holds a telecommunications service provider’s customers to any rates
filed with the appropriate governing authority.9  It does not matter whether the cus-
tomer knows about the tariff. Even if a carrier has made promises to a customer con-
trary to the tariff, the doctrine serves to shield carriers from all contract claims
brought by customers against a telecommunications service provider.1 0  The purpose
of the doctrine is to protect consumers from unreasonable prices and price discrimi-
nation.1 1 

In Minnesota, the filed rate doctrine exists by virtue of the MPUC’s procedural
rules.1 2  Once an initial rate or rate change is filed, MPUC rules set forth a strict time
frame for comments and reply comments. Once a final order of the MPUC is issued,
rates are presumed to be found reasonable by the MPUC, and not subject to chal-
lenge.

Public utilities are also granted a right of eminent domain in most states. This gives
the utility the right to condemn private property for “public purposes” when neces-
sary to the conduct of public utility business. Public utilities are required to pay a
reasonable price for such private property.

Federal and state laws have also protected incumbent telephone companies from
competitors. Laws have maintained rates at artificially low levels, preventing market
forces from working to create incentives for competitive entry. If a telephone com-
pany’s rates could never rise too high, giving a consumer a reason to switch tele-

                                          
8       See       generally    , Charles F. Phillips, Jr.,     The Regulation of Public Utilities   , 89-91 (3d ed. Public Utilities Reports, Inc.
1993).
9      See       generally    , Hank Brands and Evan Leo, The Law and Regulation of Telecommunications Carriers 150 (Artech House
1999).
1 0     Id    .
1 1      See        AT&T v. Central Office Telephone   , 118 S. Ct. 1956, 1962 (1998).
1 2      See    Minn. Rules 7827.0300, 7829.1400, .3000.
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phone companies, the prospect of a competitor stealing away a customer was un-
likely. State and local laws reinforce this implicit government sanctioned exclusivity
by generally requiring competitors to obtain franchises and certificates of conven-
ience and public necessity in order to provide service in a particular area. While not
exclusive, these legal mechanisms protect public utilities from competition in their
service area.

From its earliest modern origins, the telecommunications industry in the United
States was viewed as being uniquely situated. First, it was deemed “in the public in-
terest” to link the people through communications networks, wherever situated
across the Nation, as quickly as possible. Second, it was recognized that significant
incentives were required to encourage the massive investment in infrastructure re-
quired to bring this about. The regulatory framework constructed was designed to ac-
complish this, by tolerating and indeed nurturing a telecommunications monopoly.

The toleration of monopolies was deemed “in the public interest” because a duplica-
tion of effort associated with competition in telecommunications service would be
unduly expensive and redundant, and would not assure that telecommunications
service would be made available to the population at large (“universal service”). In
particular, it was argued that the entry costs in fixed capital investment were econo-
mies of scope and scale such that a duplication of facilities would increase unit costs
and hence prices to the consumer.

Once these premises were widely accepted, it became easy to condone the telecom-
munications monopoly, and to limit competition. At this point, it then was further
deemed “in the public interest” to establish the regulatory framework that would as-
sure that these monopolies worked to achieve the desired objectives of universal
service and reasonable pricing.

In the telecommunications field, it became important to promote continued expan-
sion and modernization of the network by assuring that carriers would realize a re-
turn on their investment in equipment. In the United States, and indeed throughout
the world, the regulatory scheme established a revenue structure that provided the
monopolies an established “rate of return,” representing profit in excess of invest-
ment in the network, less depreciation (the “Rate Base”), plus operating expense.
Note that this “rate of return” regulation is tied to assets and investment. As tele-
communications traffic increased over existing networks, the monopolies were com-
pelled to invest further in modernizing and expanding the network. This increased
investment then became the basis for an upward adjustment of revenue rates, with
the monopolies always capturing a guaranteed profit, or rate of return, above the in-
vestment made. Increases in communications traffic and service demand required in-
creases in investment, leading to increased tariffs and higher charges to customers.
The tariff adjustment cycle was never-ending.

The system leaves much to be desired, since the monopolies essentially are rewarded
with higher tariff rates for maximizing expenses, not for minimizing costs as in a
competitive business. This is because the rate of return is firmly tied to expenses.
This made some sense while universal service continued to be a significant objective.
However, the system provides few incentives to hold the line on costs.

The agreement between AT&T and the United States District Court in 1984, com-
monly known as the Modified Final Judgment (the “MFJ”), transformed the tele-
communications industry. It was the first significant effort to break up the old
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monopolies, and the inefficient subsidies that had developed between local and long
distance service and revenue generation.

The intent behind market segmentation under the MFJ between regulated local mo-
nopoly services and unregulated competitive services in long-distance was to stop
AT&T from using its local service as a bottleneck to long distance competitors, which
had found it difficult to gain access to the local network for purposes of placing and
terminating calls. The Bell System breakup coincided with a fundamental overhaul-
ing of the long-established telephone industry pricing and cost-allocation schemes.
Real effort went into reducing the cross-subsidy burdens previously placed on the
users of long-distance services by shifting those burdens to local telephone subscrib-
ers.

The history of the telecommunications industry reminds us of the importance of
viewing the public switched telephone network as a public trust. It was built on the
backs of captive ratepayers, with little investment risk due to nearly guaranteed re-
turns on investment and a system of regulation that perpetuated the monopoly. Since
the divestiture of AT&T, the Regional Bell Operating Companies (e.g., U S WEST)
have become increasingly proprietary in attitude about the networks they inherited.
It is this attitude which has led to many of the difficulties in implementing the pro-
competitive provisions of the Telecommunications Act of 1996 (1996 Act). It also
provides the justification for singling out RBOCs for the regulatory purposes dis-
cussed below – at least until there is an objective determination that the residual ef-
fects of their historic monopoly status have been eliminated.

2. Market Failure as the Principle Justification for Regulation

The layperson thinks of “competition” much differently than the economist. For ex-
ample, the layperson might believe that “competition” is effective when there are a
large number of firms providing the same good. Under the layperson’s understand-
ing, protecting competition might mean advocacy of laws that prefer a market struc-
ture of numerous, high-cost firms over an alternative of fewer, larger, yet more
efficient firms charging lower prices.1 3 

But economists measure effective competition in a much different way than a lay
person. While a large number of competitors may be an indicator of a healthy market
to a lay person, to the economist, a market is competitive when the market price is
driven toward economic cost and producers are forced to adjust their production
processes in order to produce at the lowest cost.1 4  In general, policy makers find that
regulation of an industry is necessary when the competitive market fails or the public
health, safety, or welfare is threatened.

For example, some businesses operate in an economic environment where competi-
tion cannot exist or survive for long, creating the need for government regulation. In
this environment, unregulated competition will not produce competitive results (i.e.
price competition, quality of service).

Non-competitive markets are determined by economies of scale. Economies of scale
can ultimately create an inherently non-competitive market because a firm can, in

                                          
1 3      See       generally     Phillip Areeda & Herbert Hovenkamp, I Antitrust Law 3 (1997).
1 4  It is important to remember that the economist's concept of "cost" is "economic cost" which includes a reasonable return
on investment necessary to attract new capital to the firm.
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the long term, decrease its average costs by expanding its output capacity and its
output. In this position, economies of scale allow the firm to underprice all other
competitors if it can supply the entire market at a lower cost than any other firm can
provide. The goal of the 1996 Act was to leverage economies of scale to benefit the
public by requiring telephone companies to share their “public trust” with other car-
riers who can offer competition on price, innovation, and service quality. That is the
reason it is important to view the 1996 Act as both pro-competitive and regulatory.
Sometimes you have to regulate before you can deregulate.

Imperfect markets are also viewed as a market failure. The primary example of an
imperfect market is an oligopoly (i.e., a few sellers) with implicit or explicit collu-
sion. An imperfect market may be characterized by ruinous or cut-throat competi-
tion, resulting in weaker businesses being phased out, with only a monopoly or an
oligopoly remaining. Imperfect markets may also be characterized by the presence of
price discrimination. Price discrimination occurs when a seller establishes different
rates for the same product or service that are not justified by differences in the cost of
providing the product or service.

A competitive market is not a panacea to all social problems. In fact, competition
sometimes worsens existing social problems. Competition does not remedy inequali-
ties caused by disparate skills, bad luck, geography, terrain, or other forces external
to the operation of the market.

Public utilities may operate in competitive markets; but, for public policy reasons,
the legislature decides that regulation is warranted, even if it interferes with the effi-
cient operation of the market. These “externalities” justifying regulation can be nega-
tive or positive. For example, without regulation, certain pollution or health effects
from production are not internalized into the cost of the firm, but left as external
costs to be borne by society as a whole. Regulations requiring internalization of these
externalities is a typical economic regulatory response that utilizes the market to as-
sist in remedying the social ill. Some external costs are so serious that the regulation
has to be direct. An example of this is nuclear energy, which is regulated because of
its potentially harmful effect on public health, safety, and environment.

An example of positive network externalities justifying regulation is illustrated by
looking to the production of services using a network. The addition of person A to
the telephone network creates benefits not only to person A, but also to other persons
and firms that can then more easily contact person A. Internalizing this external
benefit, by subsidizing the addition of A to the network, is an economic justification
for universal service subsidies.1 5 

3. A Brief History of Regulation in Minnesota

Minnesota’s telecommunications regulatory framework first developed from laws
drafted by the Minnesota Legislature in 1915.1 6  At that time, several thousand local
telephone companies operated throughout the state, with many city residents facing
a choice of multiple telephone providers.1 7 

                                          
1 5      See       generally    , Brands & Leo,    infra   , at 19-20.
1 6  The Minnette Bill introduced regulation of telephone companies.     Connecting the North Star State   , Minnesota Tele-
phone Association, p. 143.
1 7     Id.    at 225.
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Many observers, in Minnesota and elsewhere, complained that an unfettered tele-
phone market had generated inefficient and spotty service that was unaffordable to
many citizens and was totally unavailable in some (mostly rural) locations. City resi-
dents observed several companies that erected telephone poles and wires on the
same streets, yet could not provide a service that was interconnected to the point that
a customer of Company ‘A’ could call a neighbor who was served by Company ‘B.’
Poorly capitalized companies began serving larger metropolitan areas first, because
they believed that approach to the business was the most likely to generate a quick
stream of cash. Some firms failed to survive under the circumstances, creating finan-
cial pain and inconvenience for those customers who had established service with
them.

Ultimately, political leaders in the United States concluded that the telephone mar-
ket held the same ‘natural monopoly’ characteristics as did the electric industry and
the railroad industry.1 8  Persuasive advocates, such as the leaders of AT&T, convinced
the public that better service would be provided at more reasonable rates if a single
firm was granted a monopoly franchise to serve all credit-worthy consumers of any
community. In order to prevent consumers from abusive pricing practices, poor serv-
ice quality or discriminatory service provision, public agencies were created to over-
see many detailed aspects of the monopolist’s business. Regulatory oversight of
telephone companies in Minnesota was first granted to the Railroad and Warehouse
Commission (RWC), an agency that already had similar oversight responsibilities re-
garding the transportation and grain marketing industries.

After 1920, the era of rate based rate-of-return regulation began in earnest in Minne-
sota. The RWC’s actions generally complemented federal telecommunications regula-
tions that started with passage of the federal Communications Act of 1934. The RWC
eventually embraced a role as a regulator of prices, of service quality, and of expan-
sion of service to nearly every residence in the State.

Relatively little legislation concerning the regulation of telephone companies was
passed by the Minnesota Legislature from 1920-1983. The RWC evolved into first the
Minnesota Public Service Commission and then both the Department of Public Serv-
ice and the MPUC during this time. The MPUC established more precise service terri-
tory maps in the 1960s; approved numerous mergers and sales of telephone
exchanges; reviewed rate increase requests from time to time, and; gradually ex-
panded toll-free calling areas in many parts of the State as suburbs were developed
and the concept of the “Twin Cities” acting as a single metropolitan area became ac-
cepted.

Beginning in 1983, the Minnesota Legislature took a more active role in shaping regu-
latory practices in Minnesota. This coincided with the implementation of the MFJ. It
also reflected the ongoing development of competition in the long-distance market,
as facilities-based competitors began to attract significant market share from AT&T’s
long distance business.

Over the past 15 years, Minnesota’s laws have been changed in an effort to: reduce
regulatory time lags, particularly for requests to reduce prices; expedite the review of
citizen requests to expand toll-free calling areas; provide local telephone companies

                                          
1 8     Id.    at 227. Even the Minnesota Telephone Association became a supporter of this view, after years of opposition to gov-
ernment regulation of their industry.
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with alternative methods of price regulation that do not “punish” telephone compa-
nies for becoming more efficient by forcing them to justify their profit levels in a
formal legal proceeding; deregulate long distance (“toll”) rates; and encourage the
development of competition in both toll markets and local markets.

Regulatory agencies throughout the United States are now attempting to cope with
numerous challenges brought on by the passage of the 1996 Act, as well as the tech-
nological and financial developments that arise when cable services, internet serv-
ices, wireless services and telecommunications services become integrated through
mergers and other business alliances. The 1996 Act attempts to enhance the devel-
opment of local telephone competition by providing incentives that would spur a
certain amount of cooperation between ILECs and CLECs.

Section 271 of the 1996 Act describes the conditions under which a Regional Bell
Operating Company (RBOC) may enter the interLATA long-distance business in any
state where it now serves on the local level. Congress intended that each RBOC be al-
lowed to compete in the long-distance market only after the RBOC established oper-
ating procedures that did not prevent local competitors from entering the RBOC’s
market. The expectation was that this quid pro quo would establish new competition
in both markets, to the benefit of consumers. The procedures adopted under this law
direct an RBOC to file a petition with the appropriate state public utilities commis-
sion. In its filing with state regulators, the RBOC must prove that the company has
opened its network to its competitors to the extent necessary for local competition to
flourish. If state regulators agree, the RBOC may then file for final approval from the
Federal Communications Commission (FCC). The Department of Justice then reviews
these filings, and reports its recommendations to the FCC. To date, no RBOC has
been granted approval to enter the long-distance market, although in a few cases the
state PUCs have recommended approval. U S WEST Communications has not re-
quested a state review of its section 271 eligibility in Minnesota.

The 1996 Act imposed different obligations on the RBOCs than it did on smaller in-
dependent telephone companies. This was a reaction to concerns that competitive
entry in rural locations would create extreme financial hardships for small incum-
bents, and might cause the discontinuation of all service to many isolated farms and
ranches. Because RBOCs tend to serve most of America’s larger municipalities, the
development of local competition was expected to develop more slowly in rural
communities. However, in Minnesota, wireline and wireless local competition has
blossomed in many small rural communities previously served by U S WEST. Other
competitors, most of whom cater to business customers, serve parts of the Twin Cit-
ies, Rochester, St. Cloud and Duluth. One surprising development has been the fact
that certain residential consumers in smaller towns, such as Marshall, have been pre-
sented with a choice of multiple local service providers at a quicker rate than resi-
dential customers in Minneapolis and St. Paul. It is also interesting to note that these
competitors have used overbuild strategies rather than purchasing unbundled net-
work elements (UNEs) from the ILEC.1 9 

In general, consumers have benefited greatly from changes in regulatory policies, im-
proved technology and reduced prices for telephone services in the past twenty
years. The prices of pagers, cellular services, fax machines, and computers have

                                          
1 9       See    discussion of UNEs at pp. 72, 75, 77-78, 81 and 93 of this Plan.
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fallen to the point that they are well within the reach of most of the households in
Minnesota. Minnesota is continually among the top fifteen states in terms of the pro-
portion of households that have at least one operating telephone.2 0  Competition in
the long distance market, along with other factors, has reduced the price to as little as
five cents per minute for consumers who make frequent toll calls. And federal pro-
grams that provide internet access to our nations’ schools have expanded the learn-
ing experiences for many students, no matter what their economic circumstances
may be. However, the welfare of certain consumers has not improved as a result of
these developments, and in fact may have been hurt by them. Citizens who subscribe
to flat-rated local service but make no toll calls have been alarmed by increased fees
on their monthly bills. These increases are likely to continue, and may even escalate,
as competition drives prices closer to true economic costs. A successful transition to
local telephone competition will ultimately be judged on the basis of whether con-
sumers realize savings, obtain better quality service than they had under the old
regulatory framework, and have access to competitive and advanced telecommunica-
tions services.

B. Technology’s Impact on Telecommunications Regulation

Minnesota’s current telecommunications laws represent a collage of legislation overlaid
on the original laws enacted in 1915. To put this in perspective, the invention and com-
mercialization of the telephone occurred in the 1870’s, and Minnesota’s current tele-
communications statutory framework was established only 40 years after the invention
of the telephone. It is a gross understatement to say that much has changed since 1915.

1. The Evolution of the Telephone Network

The telephone network most Americans use today works on the same fundamental
concept it always has – circuit switched technology. Today, switching technology is
fully digital.

The local loop, being that area of physical connection between a user’s premises and
the telecommunications network, represents a bottleneck in the evolution towards
advanced broadband services. The loop is largely comprised of twisted copper pairs,
with electronics designed to transmit narrowband signals -- voice and low-speed data
-- from users through the central office (CO) switch. With increasing demand for
higher speed data transmission, service providers are faced with the task of finding
economic means to leverage their costly installed base of copper in the local loop.
Upgrade investment in the local loop represents the most significant expenditure of
any network segment, given that the local loop represents the most mileage in the
network and is often the oldest segment. Thus, service providers have sought out
technologies that will prolong the life of the legacy copper plant, while still engaging
in higher levels of services.

Although technologies such as certain forms of DLC, xDSL and HFC are being de-
ployed currently for the purpose of extending the life and capabilities of the existing
local loop infrastructure, it is clear that deployment is not occurring in a timely fash-
ion. This is due in part to continued resistance among ILECs to freeing access to their
local loop infrastructure on an unbundled basis. This resistance is not entirely sur-
prising. There is significant risk associated with the unbundling requirements of the

                                          
2 0  Bureau of the Census, Current Population Survey Branch, February 22, 1999.     See    Appendix H.
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1996 Act. The economic reality is that an ILEC may find it easier and less expensive
to explore long distance markets for new revenue sources than to assist competitive
growth in local markets by unbundling its copper plant. The long distance business
is less capital intensive, and its financial rewards may be more immediate, than up-
grades to the local loop. By entering long distance before local upgrading, therefore,
local service providers which already have a substantial local infrastructure invest-
ment see opportunities to secure new revenue before being required to further invest.

With these principles at issue, strategies frequently are employed by ILECs to limit
local loop development. These strategies are varied, but typically include the follow-
ing: dramatically lowering prices on interconnection agreements for T1 service (1.544
Mbps) as a means to avoid having to unbundle local copper; imposing limits on con-
struction of capacity in “popular” COs so that there is limited co-location space for
unbundling; demanding that all co-location equipment be certified through a need-
lessly lengthy and complicated process; and demanding “spectral-compatibility”
among component parts of the network, when there are no compatibility specifica-
tions. The use of such strategies, irrespective of whether or not they are warranted,
has had a dampening effect on the growth of competition in the local loop, and on
the expedient deployment of technologies with advanced telecommunications capa-
bility.

Today, there are really only four ways in which new service competitors may gain
access to customers in the local loop. First, they may resell services purchased from
incumbent service providers, which can be prohibitively costly and limited to resale
services offered by the ILEC. Second, they may build wholly new facilities, which
again is economically unsettling, particularly in geographically dispersed markets for
small businesses and residential customers typically targeted by new competitors.
Third, they may lease T1 lines from the ILECs, which is now the preferred method
for gaining local access. Fourth, they may secure access to unbundled segments of
the local loop, which is clearly the most economical access strategy, except that it is
extremely difficult to obtain access from ILECs.

2. The Digital Era

Perhaps the most important technological change to occur this century is the devel-
opment of digital technology and the internet. Data, voice, and video signals can all
be transported digitally. Digital transmission is extremely flexible and dynamic. It
can be used asynchronously – that is, data may be transmitted at irregular timing in-
tervals. Digital data can be delivered ubiquitously with “packet-switched technol-
ogy.” Digital signals can be tagged with differing levels of priority to take different
delivery paths. For example, digital signals for a video conference can be tagged as
“high priority” to ensure that video signals are not degraded. Digital signals can also
be directed to follow a certain transmission path. Digital signals can be converted to
analog and back to digital again to allow information to originate and terminate be-
tween a wide variety of end user equipment.2 1  Digital information can be easily in-
dexed, categorized, and searched.

The internet can best be described as the world’s largest computer network. The to-
pology consists of three discrete layers: (i) the application layer; (ii) the network
layer; and (iii) the physical layer. The application layer consists of software on both

                                          
2 1  For example, a fax machine works with analog technologies on both ends and digital technology in the middle.
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ends of an internet communication. At the end user’s premises, there is a “client”
server. The client server essentially sends out a request for information (“I want to
access Yahoo’s web page.”). At the click of a mouse, that request is sent out in the
form of “packets” over the “physical layer” of infrastructure – the local exchange sys-
tem, or cable system, which delivers the request to a central office, in the case of a
telephone system, or a head end or hub, in the case of a cable system. In the case of a
high-speed service provider, the high-speed service boosts speed of delivery to the
head end or central office, it does nothing to improve the speed of a signal once it is
relayed out of the head end or central office to the network layer. At the head end or
central office, the Internet Service Provider (ISP) has installed a router. The router re-
lays the packets ubiquitously to an interconnected network of other routers, each of
which is capable of determining where to send the data packet in order to reach its
destination. To travel interstate or internationally, the packets are routed over one of
several national backbone networks. The backbone network delivers the request
through regional and local networks, ultimately to a server on the receiving end,
which reassembles the data packets and submits the request. The server completes
the request (“Here is the Yahoo! home page.”) and sends it back over the same net-
work to its origination point.

The technology of long haul transport has also changed. Prior to 1960, transport was
accomplished with the use of large copper trunks and microwave analog toll circuits.
These technologies had severe limitations of capacity and were very expensive to
use. Fiber optics changed the technology of long haul transport forever. Unlike mi-
crowave technology, fiber optic lines have much more capacity than microwave and
copper circuits, and carry signals at a fraction of the cost of microwave and copper.

3. Cable Television Technology

Compared to the telephone network, cable television technology is an adolescent.
Cable television technology began after WWII and the emergence and popularity of
television. For many television lovers, reception over the air was poor. Broadcast
towers were not powerful enough to provide clean signals to television watchers
throughout the country.

Cable television started as a system of community antennas. Line-of-sight antennas
were built in communities unreachable by over-the-air broadcast signals. Coaxial ca-
ble brought the broadcast signals to homes. Cascades of line amplifiers provided the
power to get the signal from the antenna to the home. The early cable systems carried
only 5 VHF channels.

Television sets spurred the use of the UHF spectrum. Cable technology research had
identified a spot between VHF channels 6 and 7 where up to nine standard 6 MHz
channels could be located. The only problem was that a standard television set could
not tune these channels. This led to the development of the set top converter box.

Channel capacity continued to expand due to improvements in the quality of cable
and amplifier technology. The first major “standard” for the cable industry was the
300 MHz cable system, capable of providing 36 standard analog channels.

Cable television system capacity has continued to expand. Improvements in cable
system architecture have driven these improvements. Coaxial cable architectures are
being upgraded to fiber optic coaxial systems (HFCs) that increase capacity. HFCs
can also carry signals farther than coaxial cable systems could, eliminating the need
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for long amplifier cascades and microwave relays, that tended to degrade audio and
visual quality. With fiber optics, most cable operators are building cable systems
with an upper operating bandwidth capacity of 750 MHz, the equivalent of 110 ana-
log channels.

Most early cable systems were one-way systems, which did not send signals “up-
stream” (back to the head end facility). When upstream capability was developed, lo-
cal government and educational authorities often requested the ability to utilize the
upstream capability to insert and distribute local “access” programming to their
community.

There are three major milestones on the horizon for the cable industry. First, digital
technology will allow cable operators to expand bandwidth and provide high resolu-
tion video programming to consumers. Current digital compression technology al-
lows 12 analog channels to be transmitted over the same 6 MHz spectrum allotment
as one analog channel is today. Theoretically, that multiple of 12 would increase the
channel capacity of a 750 MHz cable system from 110 channels to 1320 channels.
Second, cable system interconnection and improvements in the efficient use of
bandwidth spectrum are allowing cable operators to provide voice service over cable
systems. Third, advances in cable modem technology along with the efficient use of
bandwidth are allowing cable operators to position themselves as providers of high-
speed data services.

4. How Technology Has Surpassed the Law

a. Chapter 237. Well crafted definitions are the building blocks of any effective leg-
islation. It is here that fundamental regulatory distinctions are established, which
carry over into every other aspect of the regulatory framework. The Ventura Ad-
ministration believes that these definitional building blocks should be service
based to ensure that identical services are regulated in the same fashion. Regula-
tory distinctions should not be based on the technological platform used to pro-
vide a service.

Section 237.01 does not contain a single definition of a service. The absence of
service based definitions coupled with advances in technology, and the phe-
nomenon known as “convergence,” create unnecessary, yet fundamental regula-
tory issues, which could be easily eliminated with service based regulatory
definitions. For example, it would be very difficult to determine today how high-
speed data services provided over a cable modem platform should be regulated
under Minnesota law.2 2 

b. Chapter 238. Like Chapter 237, Chapter 238 does not contain a single definition
of a service. Local franchising authority jurisdiction attaches to any “cable com-
munications system.” Section 238.02, Subd. 2 could be interpreted to mean that
any service provided over a “cable communications system” is subject to local
franchising authority (LFA) jurisdiction. Again, these definitions are extremely

                                          
2 2      See    pp. 31-35 for a more detailed discussion of this issue. It should be noted that section 237.01 also contains important
definitional distinctions between local and long distance carriers.
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important and carry over to every other aspect of the cable regulatory frame-
work.2 3 

Other provisions under the Minnesota Cable Act refer to technologies that are ob-
solete. For example, there is little use for the term “master antenna television sys-
tem,” defined in section 238.02, Subd. 7. Another example is the minimum
operating bandwidth standard set forth in section 238.084, Subd. 1(m). 72 MHz,
or 12 channels, is an unacceptable standard for any cable television system oper-
ating within the State, given the availability of digital compression technology,
and other equipment that should allow even the smallest community to have a
franchised cable system with an upper operating bandwidth of at least 300 MHz.

This is not an exhaustive list of the provisions under Minnesota law which need
to be revised or rewritten due to advances in technology. However, these provi-
sions indicate how definitions and other technological distinctions in the law can
result in mines on the playing field around which regulators and the industry
must delicately navigate. As explained further below, these problems can be
eliminated.

C. Federal Regulatory Reform Has Changed the Role of States

In 1996, federal law underwent a fundamental and dramatic overhaul. The stated pur-
pose of the 1996 Act was to stimulate the development of competitive and advanced
telecommunications services, assure the development of telecommunications systems
with optimum technology, and achieve maximum penetration of these services through-
out America as rapidly as possible. The spirit of the 1996 Act was deregulatory and pro-
competitive. The 1996 Act redrew the lines of state and local governmental regulatory
authority over cable and telecommunications service providers.

Federal, state and local laws implementing the 1996 Act will be tested in the courts, at
the FCC, and in Congress, and the law will not stabilize in the foreseeable future. The
State faces the challenge of developing a flexible regulatory structure in the midst of
constantly changing law and technology without discouraging development of telecom-
munications infrastructure.

While the telecommunications industry must be subject to some form of governmental
regulation, it must also be protected from unreasonable regulation. The State must de-
velop a telecommunications policy designed to promote the rapid but stable develop-
ment of the local telecommunications infrastructure in a manner that protects the public
interest. The State must also assure the availability of high quality plain old telephone
service (POTS) to all consumers throughout the State, while also assuring the deploy-
ment of technologies with advanced telecommunications capabilities in a reasonable
and timely fashion.

                                          
2 3  Section 237.79 provides that "a telephone company providing cable television services shall, with respect to provision-
ing of those services in Minnesota, be subject to the same franchise requirements, procedures . . . as a cable communica-
tions company under Chapter 238." Minnesota law does not define "cable television services." The franchising
requirement under Chapter 238 only applies to "cable communication systems," not to any person providing "cable televi-
sion services." Although these may seem like "technicalities” and the spirit of the law may be clear, these two sections
provide an example of how the "convergence" of the cable and telecommunications industries could provide great fodder
for lawyers if the definitional sections under these two chapters are not cleaned up.
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D. What Other States Are Doing

States have adopted a variety of models for implementing telecommunications regula-
tory reform since the passage of the 1996 Act. All post-1996 Act state regulatory frame-
works have been developed with common purposes. Every state wants to: promote
competition, keep rates low, ensure high quality service, protect consumers, promote
universal service, and promote universal deployment of infrastructure and advanced
services. The difference is in the paths different states have taken to reach these goals.
The Work Team studied the telecommunications regulatory frameworks in Nebraska,
Texas and New York. A comparative analysis of these states’ regulatory frameworks is
included in Appendix D to this Plan. The Work Team also studied the cable regulatory
framework of Connecticut. This discussion is included in Appendix E to this Plan.
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IV. BUILDING A NEW FRAMEWORK FOR TELECOMMUNICATIONS
REGULATION IN MINNESOTA
A. Focus on Essential Services and Competitive Markets

The Ventura Administration asserts that the level of regulation placed on telecommuni-
cations services should correlate to two primary factors: (I) the extent to which the mar-
ket for the service is competitive; and (II) the degree to which a service is “essential.”
These two criteria form the foundation for the Ventura Administration’s local competi-
tion regulatory framework discussed in detail in Section VIII of this Plan.

Essential/
Non-Competitive = Non-Qualified Companies

Essential/
Competitive = Qualified Companies

Non-essential/
Non-competitive = Light Regulation

Non-essential/
Competitive = Deregulated

Table 4 - Local Regulatory Framework

1. Competitive Markets2 4 

To demonstrate that a market for a particular service is competitive a two part test
should apply. First, the petitioner should have to prove that “actual competition” ex-
ists in that market. The Ventura Administration asserts that “actual competition” ex-
ists when one or more competitors are offering some quantifiable degree of
competitive services to the customer base in the relevant service area. Under this test,
the Ventura Administration recommends that the FCC’s definition of “offered” be
applied. That is that a competitive service is deemed “offered” when the incumbent
proves that a competitor is: (I) Physically able to deliver service to potential custom-
ers, with the addition of no or only minimal additional investment by the competitor,
in order for an individual subscriber to receive service; and (II) When no regulatory,
technical or other impediments to customers taking service exist, and potential cus-
tomers in the service area are reasonably aware that they may purchase the services
of the competing service provider.2 5 

The second element of the test should require an incumbent monopolist to demon-
strate that its network is completely and irreversibly open to competition, applying a
test akin to the 14-point checklist set forth in the 1996 Act.2 6  This showing would as-

                                          
2 4  The Ventura Administration uses the term “competitive” here merely as a label for convenience in referring to a cate-
gory of services under its proposed local competition framework. The label is not meant to indicate anything about the
degree of competition in a particular market.
2 5      See    47 C.F.R. § 76.    905    .
2 6   47 U.S.C. §     271     (1998). Section 271 sets out the following competitive checklist requirements: (i) Interconnection; (ii)
nondiscriminatory access to network elements; (iii) nondiscriminatory access to the poles, ducts, conduits, and rights-of-
way owned or controlled by the Bell operating company at just and reasonable rates; (iv) local  loop transmission from
the central office to the customer’s premises, unbundled from local switching or other services; (v) local transport from
the trunk side of a wireline local exchange carrier switch unbundled from switching or other services; (vi) local switching
unbundled from transport, local loop transmission, or other services; (vii) nondiscriminatory access to 911 and E911 serv-
ices, directory assistance services, and operator call completion services; (viii) white pages directory listing for customers
of other carriers’ telephone exchange service; (ix) nondiscriminatory access to telephone numbers for assignment to the
other carrier’s telephone exchange service customers; (x) nondiscriminatory access to databases and associated signaling
necessary for call routing and completion; (xi) interim telecommunications number portability through remote call for-
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sure regulators that an incumbent monopolist’s behavior would always be checked
by “actual competition” and the threat of easy competitive entry.

2. “Essential” Services

The Ventura Administration believes that “essential services” are those which are
“affected with the public interest.”2 7  The Ventura Administration asserts that services
meeting this test are those which have become vital to the public health, safety, or
welfare. These are services upon which the consumer, whether a business or a resi-
dent, is dependent upon for personal or economic security, and survival – either in
the marketplace or in the home. These are services which the consumer would be-
come desperately willing to obtain in a supply shortage.

A corollary concept is the anti-trust doctrine of “essential facilities.” Federal law de-
fines “essential facilities” for anti-trust purposes as “those facilities that competitors
cannot practically duplicate and that are otherwise unavailable.”2 8  While the law
does not provide that a facility need be indispensable to be essential,2 9  it is usually a
new technology that creates an initial demand for a new service. In some cases, the
new technology is so useful and important, that a collective, gradual societal com-
mitment to incorporate the new technology into the fundamental infrastructures of
society occurs. This collective societal commitment creates consumer dependence on
the providers of the service. This collective decision means substantial investment by
consumers in equipment and facilities, allowing the consumer to use the service to
its optimum efficiency. The public interest is at a great risk when the presence or
prospect of a monopoly provider of an essential facility is introduced into this sce-
nario. Society is at the mercy of the monopoly provider because it is a bottleneck fa-
cility. The old infrastructure may no longer be available for use, new infrastructure
and investments run the risk of becoming stranded, and society becomes desperately
willing to purchase at any cost because it has no other choice. This gives the monop-
oly owner of an essential facility the ability to manipulate output and exact unrea-
sonable prices for services provided over that essential facility.

The Ventura Administration asserts that basic local telephone service is an essential
service and the telephone network is an essential facility. Our society has become
dependent on the need for access to basic telephone service. The telephone network
has become the single most important communication tool in American society. The
public relies on the telephone network for transmitting emergency telephone calls
and daily business. A national infrastructure has been built to facilitate communica-
tions over the telephone network. Businesses have invested heavily in telephone re-
lated technology, including the fax machine and the modem. Access to basic
telephone service is essential to the public’s health, safety, and welfare.

The Ventura Administration also recognizes, however, that data transport services
are necessary in Minnesota today. Key issues of economic development and the need

                                                                                                                                                
warding, direct inward dialing trunks, or other comparable arrangements; (xii) nondiscriminatory access to such services
or information as are necessary to allow the requesting carrier to implement local dialing parity; (xiii) reciprocal compen-
sation arrangements; and (xiv) telecommunications services available for resale.
2 7      See    discussion at pp. 26-28.
2 8       See        AT&T v. City of Portland    , CV 99-65-PA (D. Ore. June 3, 1999). (The court referred to the term "essential facility" as
a "term of art" for the purposes of anti-trust law.
2 9      See       generally    , David Hjelmfelt, Antitrust and Regulated Industries 140-148 (Wiley Law Publications 1985).
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for data communications dictate that data communications capability be recognized
as essential. The Ventura Administration will strive to assure that to every reasonable
and prudent extent advanced telecommunications will be made available to commu-
nities throughout the State.

The Ventura Administration proposes that the Legislature direct the MPUC to com-
plete a rulemaking within six months after the effective date of any telecommunica-
tions regulatory reform legislation for the purpose of determining which
telecommunications services offered within the State are essential. This approach
recognizes the changing nature of telecommunications services, as described above.
Services that are essential today may not be essential tomorrow. Services that are not
even known about today may be essential to our children tomorrow. Further, a rule-
making approach for determining whether services are essential or not recognizes
that there are many flavors of telecommunications services being offered today. Ad-
ministrative efficiency dictates that these decisions be delegated to the MPUC for
rulemaking.

B. A Need to Update Legal Definitions

1. Service Based Definitions

The Ventura Administration’s principles of technology and competitive neutrality
require that similar services be regulated in the same manner, regardless of what
technological platform is used to provide the service. To develop a regulatory frame-
work that adheres to this principle, it is necessary to examine the nature of the serv-
ice provided by the cable and telecommunications industries, ascertain technical
distinctions between services, identify distinctions in services and providers created
by federal law, and categorize services based on these distinctions. The Work Team
has developed a comparative analysis of current federal and state definitions of serv-
ices, which is attached as Appendix F to this Plan. Services should be categorized
taking into account their immutable technical and legal characteristics before decid-
ing how they should be regulated. The Ventura Administration posits that there are
essentially two types of services currently provided by the cable/telecommunications
industry: (I) Programmed services and (II) Common carrier services.

a. Programmed Services

The important technical characteristic that distinguishes programmed services
from common carrier services is that the provider of a programming service con-
trols the content of the information delivered to the consumer. For example, his-
torically a customer has not had the ability to choose video programming
channels provided by a cable operator on an a la carte basis. A consumer cannot
purchase The Golf Channel if his or her cable operator does not offer that pro-
gram over its cable system. A consumer cannot pick CNN and reject ESPN if the
cable operator chooses to offer those channels as a bundled package.

Another test for determining whether a service is a programmed service or a
common carrier service is whether the service provider enjoys First Amendment
protection with respect to the content of the message being delivered. A cable op-
erator has First Amendment rights over the content of its programming. A com-
mon carrier enjoys no such protection.

The Ventura Administration believes the federal definition of “telecommunica-
tions services” should be incorporated into Minnesota statute. Congress’s defini-
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tion of “cable service” incorporates the “programmed service” concept described
above, which is easily distinguished from common carrier services. Moreover, the
Ventura Administration believes federal and state law should be consistent with
respect to these fundamental definitional issues.

b. Common Carrier Services

Common carriers services have a quasi-public character.3 0  A service has histori-
cally been referred to as a common carrier service if there is an undertaking by
the service provider to carry a tangible or intangible good for all people indiffer-
ently.3 1  The second traditional element of a common carrier is that the good being
carried is of the customer’s own design and choosing.3 2 

In contrast with programmed services, the provider of a common carrier service
does not control the content of the information it delivers for customers. The con-
tent delivered by a common carrier will always be specified by the user of the
service. A common carrier merely provides transport. The Ventura Administra-
tion believes the federal definition of “telecommunications services” should be
incorporated into Minnesota statute. Congress’s definition of “telecommunica-
tions service” incorporates the common carrier concept of content specified by a
user being delivered between two points specified by the user. This definition
can easily be distinguished from programmed services. Moreover, the Ventura
Administration believes federal and state law should be consistent with respect
to these fundamental definitional issues.

Within each of the above broad categories of service there are several subcategories of
service (i.e. long distance service versus local exchange service). These must be dis-
tinguished from one another to create a workable definitional framework for the
State.

2. Telecommunications Services

a. Long Distance Services Distinguished From Local Telephone Services

To achieve competitive neutrality, the law must recognize the obvious distinction
between local and long distance telecommunications services. Currently, under
Minnesota law the term “telecommunications carrier” includes long distance car-
riers as well as CLECs.3 3  The Ventura Administration asserts that there should be
a stand alone definition for long distance providers. As discussed in section XII
of this Plan, the long distance industry has become competitive. As long as this
sector of the industry remains competitive, the Ventura Administration believes
it should be subject to less stringent regulatory treatment than local telephone
services. For that reason, it makes sense to define long distance telecommunica-
tions services separately.

b. Unbundled Network Elements (UNEs)

The 1996 Act directed the FCC to develop a list of the network elements that
RBOCs would be required to make available to competitors on a wholesale basis

                                          
3 0      Southwestern Bell Telephone v. FCC    , 533 F.2d 601, 608-09 (D.C. Cir. 1976).
3 1     Id.   
3 2     Id.   
3 3      See    Minn. Stat. §237.01, Subd. 6.
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(“unbundling”). In determining which elements the RBOCs must unbundle, Con-
gress directed the FCC to consider the following factors:

i. Whether access to proprietary network elements is necessary; and

ii. Whether the failure to provide access to such network elements would impair
the ability of the telecommunications carrier seeking access to provide the
services that it seeks to offer.3 4 

The FCC’s first attempt at establishing this list resulted in litigation that was ap-
pealed to the United States Supreme Court.3 5  The Court found that the FCC had
not properly applied the section 251(d)(2) standard (which is known in telecom-
munications regulatory circles as the “necessary and impair” standard). The
FCC’s revision of its UNE list was released on September 15, 1999.3 6 

The 1996 Act preserves the right of the State to add to the list of UNEs estab-
lished by the FCC, as long as the network element meets the “necessary and im-
pair standard.” The Ventura Administration believes that the State’s regulatory
framework should incorporate the FCC’s list of UNEs by reference. Moreover, the
MPUC should be given explicit authority to add UNEs to the list applying the
federal “necessary and impair standard.” In developing these provisions, the
Ventura Administration believes that the definition of “network element” should
be incorporated into Minnesota’s telecommunications regulatory framework. Ac-
cess to UNEs is discussed further below in section VIII of this Plan.

c. Carrier Based Distinctions

For the reasons set out in section VIII of this Plan, the Ventura Administration be-
lieves wholesale telecommunications service providers, such as U S WEST,
should be distinguished from other telecommunications service providers in the
State under Minnesota’s telecommunications regulatory framework.3 7  The special
duties that go along with this distinction will be set out in greater detail in sec-
tion VIII of this Plan.

With respect to regulatory distinctions for rural telephone companies, Minnesota
must live with the policy judgment of Congress to protect rural telephone com-
panies from the forces of competition. Currently, the statutory definition of “in-
dependent telephone company” and the federal definition of “rural telephone
company” are different.

However, the Ventura Administration does not believe rural telephone compa-
nies should continue to receive special protection from competition, and will
work to eliminate these distinctions. The Ventura Administration will continue,
as it advocated in Minnesota Cellular Corporation’s petition to become an eligible
telecommunications carrier (ETC), to promote telecommunications competition
in Greater Minnesota.3 8  The policy of protectionism has resulted in reinforcement

                                          
3 4  47 U.S.C. §251(d)(2).
3 5      AT&T v. Iowa Utilities Board    , U.S. Sup. Ct. No. 97-826 (1999).
3 6      See    FCC News, FCC Promotes Local Telecommunications Competition, Adopts Rules on Unbundling of Network Ele-
ments (September 15, 1999).
3 7      See    section VIII of this Plan, at pp. 101-102 and 112.
3 8       See    Initial Brief of the MDOC, In re Petition of Minnesota Cellular Corporation for Designation as an Eligible Telecom-
munications Carrier, Docket No. P5695/M-98-1285 (MPUC July 19, 1999) (herein “MCC Petition”).
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of the assumption that wireline technology is the most efficient and cost effective
way to provide telecommunications service to Greater Minnesota. Universal serv-
ice funding mechanisms and “forward looking” economic cost models are all
based on this presumption. However, it is possible that telecommunications ca-
pability based on advanced technologies or wireless telecommunications systems
or some other future technology might be or become the most efficient “forward
looking network.” The Ventura Administration believes this creates the possibil-
ity that telecommunications services to rural communities are or will be over-
subsidized. The wireline superiority assumption should be challenged. One way
this can occur is by eliminating the monopoly protections currently enjoyed by
small incumbent telephone companies. These monopolies can be eliminated by
encouraging the deployment of more efficient and open local exchange networks
in Greater Minnesota, rethinking the traditional wireline model for Greater Min-
nesota, and encouraging public/private partnerships to create true open access
networks in Greater Minnesota that would allow any competitor to access cus-
tomers throughout the State.

3. Cable Services

Like Minnesota’s telephone statutes, Minnesota’s current cable laws do not contain
service-based definitions. Minnesota’s cable laws should apply based on the nature
of the services provided, not the technological platform over which such services are
provided. The lines of regulatory authority over cable services should be clearly
drawn. Currently, they are not. Minnesota law should clearly hold that “cable serv-
ices” are programmed services in which content is controlled by the service provider.
Moreover, the definitions in Minnesota’s cable law should be revised to be consistent
with federal cable laws. Making state and federal regulatory definitions consistent,
reduces conflicts between state and federal law, and works to harmonize state and
federal regulatory structures that should ideally work in tandem.

4. The Battle Over Data Services

a. High-speed Data Services Are Telecommunications Services

The emergence of the internet has created a major regulatory definitional issue.
For example, the 9th Circuit Court of Appeals is currently considering a case in
which the City of Portland issued an order requiring TCI to allow unaffiliated in-
ternet service providers (ISPs) to access TCI’s high-speed data cable modem plat-
form.3 9  The FCC has filed a “friend of the court” brief with the 9th Circuit raising
the question of whether the Oregon federal district court, and the parties in the
case, “relied on a faulty premise by assuming that internet access via cable is a
“cable service,” an issue that the [FCC] has yet to resolve.”4 0 

Local telephone companies recently presented arguments to the FCC that xDSL
services are not subject to interconnection obligations under sections 251(b) and
(c) of the 1996 Act. Interconnection obligations apply to “local exchange carriers”
under section 251(b) and (c). The telephone companies argue that DSL services
are “information access” services, not “exchange access” or “telephone exchange

                                          
3 9      See        AT&T Corp. v. City of Portland    ,CV 99-65-PA (D. Ore. June 3, 1999).
4 0  Amicus Curiea Brief of the FCC,     AT&T v. City of Portland    , CV 99-65-PA (D. Ore. June 3, 1999), Appeal Docketed, No.
99-357609 (9th Cir., June 14, 18, 1999).
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services.” Therefore, the argument goes, such services are not provided by a “lo-
cal exchange carrier” and are not subject to the interconnection obligations. In
1998, however, the FCC held that DSL services are either “telephone exchange
services” or “exchange access services” subject to section 251’s interconnection
requirements.4 1 

The Ventura Administration asserts that high-speed data delivery services, like
DSL and cable modem services, fall clearly within the definition of a “telecom-
munications service.” Whether high-speed data signals are delivered over a cable
television system, telephone network, or over a wireless network is an irrelevant
consideration for the purpose of determining which regulatory framework gov-
erns. A user of a high-speed data service specifies the content of his or her mes-
sage, not the high-speed data service provider. The user dictates the content of
his or her e-mail messages. The user specifies which web sites he or she wants to
view, and chooses which content to absorb. The high-speed data service pro-
vider’s First Amendment rights are not implicated when a customer surfs the web
using its service. Even if the high-speed data service provider also acts as an ISP,
the user remains free to bypass the service provider’s content and move on to the
other web sites of its choosing.

High-speed data services do not meet the federal definition of “cable service.”
They are not “one-way services” as contemplated in the federal definition of “ca-
ble service.”4 2  To the contrary the appeal of high-speed data service is its two-way
interactive capability. High-speed data services also do not meet the definition of
a “video programming service” which is another one of the elements of the fed-
eral definition of “cable service.”4 3  While some of the entertainment products
available for delivery over a high-speed line may consist of video programming,
these services have nothing to do with the nature of the high-speed service over
which such products are delivered.

High-speed data service is a common carrier service. The high-speed data pro-
vider carries messages, specified by the user, between points which are also
specified by the user. In other words, when a user enters the world wide web us-
ing a high-speed data provider’s service, the service provider merely carries mes-
sages from one place to another, as directed by the user. Moreover, a high-speed
service provider will provide service to any credit-worthy customer. All of these
arguments point toward the conclusion that high-speed data services are “com-
mon carrier services” and therefore a “telecommunications service” under federal
law.

The definition of “advanced telecommunications capabilities” under section 706
of the Act does not impact the conclusion that high-speed data services are “tele-
communications services.” Section 706 uses the term “advanced services” and
“telecommunications service” interchangeably, indicating that Congress believed
the terms to be synonymous. Advanced services capabilities are defined to in-
clude high-speed data services, indicating that Congress believed that high-speed
data services should be classified as telecommunications services.

                                          
4 1  Notice of Proposed Rulemaking, "Advanced Service Order” (FCC August 7, 1998).
4 2      See    47 U.S.C. §522(46).
4 3     Id.    §522(20).
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The Ventura Administration asserts that the term “internet service,” as that term
is used in everyday parlance, is comprised of two very different service elements:
(I) transport and (II) content. The transport component is “telecommunications
service.” Content, the Ventura Administration asserts, is what Congress was con-
templating when it created the term “information service,” and what the FCC in-
tended when it defined the term “enhanced service.” High-speed data transport
should not be confused with “information service” or “enhanced services.”

This discussion illustrates the danger in commingling the concepts of high-speed
data service and internet service. High-speed data service, as we have discussed
above, is nothing more than a common carrier telecommunications service. Inter-
net service, on the other hand, is an entirely different kind of service. Prohibiting
government from regulating “the internet” sounds like good public policy. How-
ever, a law worded in such a way could have severe consequences for local tele-
communications competition in Minnesota. It could unintentionally bar the state
from stepping in to quash anti-competitive activity in the delivery of high-speed
data service.

b. High-speed Data Service Is An Intrastate Telecommunications Service for the
Purposes of Determining Jurisdiction.

The Ventura Administration asserts that high-speed data telecommunications
services are intrastate in nature. This is a controversial and extremely important
issue because its resolution determines whether the State or the FCC has regula-
tory authority over these services. This issue also has been muddled by the Ore-
gon federal district court’s decision in AT&T v. City of Portland.4 4  Because the
court in     Portland     decided the case on the assumption that high-speed data serv-
ices provided over a cable platform are “cable services,” the court also never
reached the issue of whether the services are interstate or intrastate in nature.4 5 

The issue has been further muddled by two FCC rulings.

The FCC recently issued a declaratory ruling regarding the issue of whether local
exchange carriers are entitled to receive reciprocal compensation for termination
of traffic delivered to an ISP.4 6  The issue required the FCC to determine whether
internet traffic is interstate or intrastate in nature. The FCC’s Reciprocal Comp
Order first discussed how the agency had historically treated “enhanced service
providers” (ESPs). ESPs are a class of service created by FCC rules that the FCC
believes includes internet service providers.4 7  The FCC reviewed its earlier hold-
ing that while ESPs use interstate access services, since 1983 the FCC had “ex-
empted” ESPs from the payment of certain interstate access charges. Instead, the
FCC has chosen to treat ESPs as “end users for the purposes of assessing access

                                          
4 4     Id.   
4 5     Id.    It may be argued that the     Portland     court's decision supports the conclusion that high-speed data services are intra-
state in nature. Congress has always recognized that "cable services" are subject to concurrent state and federal regulatory
jurisdiction. The Cable Act is replete with examples of this policy. Thus, if the     Portland     court determined that high-speed
data services provided over a cable system are "cable services," the court must have accepted local and therefore state ju-
risdiction over such services.
4 6     In the Matter of the Local Competition Provisions in the Telecommunications Act of 1996 Inter-Carrier Compensation
for ISP-Bound Traffic   , CC Docket No. 96-98 (FCC Feb. 26, 1999)(herein the "Reciprocal Comp Order”).
4 7     Id.    at ¶1, n.1. The FCC noted that it believed the term 'enhanced service' is quite similar to 'information services' . . . ."
The term "information services” is discussed in Appendix F of this Plan.
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charges, and the FCC permits ESPs to purchase their links to the public switched
telephone network (PTSN) through interstate business tariffs rather than through
interstate access tariffs.”4 8 

Three pages later, in the same opinion, the FCC declared “the Commission has
traditionally determined the jurisdictional nature of communications by the end
points of the communications and has consistently rejected attempts to divide
communications at any intermediate points of switching or exchanges between
carriers.”4 9  Based on this “one call” jurisdictional analysis, the FCC concluded
that

the communications at issue here do not terminate at the ISPs lo-
cal server, as CLECs and ISPs contend, but continue to the ulti-
mate destination or destinations, specifically at a (sic) Internet
website that is often located at another state. The fact that the fa-
cilities and apparatus used to deliver traffic to the ISP’s local
servers may be located within a single state does not affect our ju-
risdiction.5 0 

The FCC then stated that the “jurisdictional analysis is less straightforward for
the packet-switched network environment of the Internet.”5 1  According to the
FCC, the internet user typically communicates with international, interstate and
intrastate servers in a single session. Based on this fact, the FCC declared, “al-
though some Internet traffic is intrastate, a substantial portion of internet traffic
involves accessing interstate or foreign web sites.”5 2  Indeed, the FCC concluded
that internet traffic is “jurisdictionally mixed.”5 3  Recognizing that States probably
relied on the FCC’s exemption of ESP traffic from interstate tariff requirements,
the FCC decided to continue to allow states to enforce state approved intercon-
nection agreements requiring payment of reciprocal compensation for internet
traffic.5 4 

Four months prior to the Reciprocal Comp Order, the FCC issued an order ad-
dressing the propriety of GTE’s interstate tariff for its DSL service.5 5  Much of the
analysis in the Reciprocal Comp Order was borrowed from the GTE DSL Order.
However, in this case the FCC definitively concluded that GTE’s DSL service was
an interstate service, using the “one call” analysis, and the “mixed facility doc-
trine.” The mixed facility doctrine derives from a 1989 FCC decision regarding
the FCC’s jurisdiction over access lines used for both interstate and intrastate

                                          
4 8     Id.    ¶5.
4 9     Id.    ¶ 10 (citing     Bell South Memory Call   , 7 FCC Rcd 1619 (1992);     Teleconnect Co. v. Bell Telephone of Penn.   , E-88-83,
10 FCC Rcd 1626 (1995); and    In the Matter of Southwestern Bell Tel. Co.   , CC Docket No. 88-180, 3 FCC Rcd. 2339, 2341
(1988).
5 0     Id.    ¶12.
5 1     Id.    ¶ 18.
5 2     Id.   
5 3     Id.    ¶ 19.
5 4     Id.    ¶ 24. The FCC also issued a Notice of Proposed Rulemaking to further address this "tentative conclusion."     See       id.    at
¶28.
5 5     In the Matter of GTE Telephone Operating Cos.   , FCC 98-292, CC Docket No. 98-79 (October 30, 1998)(herein "GTE DSL
Order").
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non-switched traffic.5 6  The “mixed facilities doctrine” states that lines carrying
more than a de minimus amount of interstate traffic should be assigned to the in-
terstate (FCC) jurisdiction.5 7  The FCC has set this amount at 10% (the 10% stan-
dard). Without citing any evidence in the record to support its conclusion, the
FCC determined that GTE’s DSL access lines carry more than 10% interstate traf-
fic. Therefore, the FCC concluded, there was federal jurisdiction.

These two FCC decisions create more questions than answers about jurisdiction
over high-speed data services. First, the FCC fails to distinguish between the
“telecommunications service” element of the high-speed data service provided to
customers and the “enhanced service” or “information service” provided to con-
sumers. High-speed data service, as discussed in the previous section, is funda-
mentally a telecommunications service. It can also be argued that providing
access to the internet is a “telecommunications service” – a router is nothing
more than a switch. Functions like e-mail, voice mail, and a web page better fit
into the category of “enhanced services” or “information services.” The Ventura
Administration does not believe “information services” should be regulated,
other than by those laws that typically apply to any business (i.e. securities regu-
lation, contract law, and consumer protection laws).

Furthermore, in the Reciprocal Comp Order, as with the ESP ruling, the FCC al-
lowed states to exercise jurisdiction over internet traffic, despite the premise that
the traffic is predominantly interstate in nature. Both the result, and the conclu-
sion that internet traffic is “jurisdictionally mixed” suggest that the states have
concurrent or shared authority over these services with the FCC. Moreover, with
respect to the 10% standard, the FCC’s Order in     GTE     fails to cite to any evidence
in the record indicating that internet traffic over the DSL lines in question in that
case carried more than 10% interstate traffic.

Finally, the merits of the “one call” analysis should be reconsidered from a policy
perspective. The Ventura Administration submits that much of the reason the
FCC’s decisions do not follow from its “one call” analysis is because of the “ju-
risdictionally mixed” nature of the internet. Whether regulation is necessary to
break up anti-competitive conduct in Minnesota or other communities should be
a state or local decision, not a national one. Just as states are willing to provide
regulatory incentives to entice businesses to locate in a state or to regulate bad
behavior, so should a state be able to provide those incentives or disincentives to
encourage competition and discourage anti-competitive behavior in the local
telecommunications marketplace. These key economic development decisions
should not be dictated from Washington, D.C.

The determination of whether high-speed data service is intrastate or interstate in
nature is an issue that will ultimately be decided in the courts. Until there is a de-
finitive court ruling applicable to Minnesota, the Ventura Administration will
analyze in all cases involving jurisdiction over high-speed data services (or any
other telecommunications service) focusing on the true jurisdictional nature of
the service, not through the use of arbitrary rules-of-thumb. The Ventura Admini-
stration’s advocacy position will follow each determination on the merits of its

                                          
5 6     Id.    at ¶ 23 (citing      MTS and WATS Market Structure Separations Order   , 4 FCC Rcd. 5660 (1989)).
5 7     Id.   
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jurisdictional analysis. Given the uncertain outcome of this issue and the poten-
tial for federal preemption, the Ventura Administration does not recommend that
any legislative action be taken to expressly classify high-speed data services as in-
trastate in nature.

C. Recommendations

1. Abolish Minnesota Statutes sections 237.01 and 238.02.

2. Draft new definitions which base regulatory distinctions on the nature of the service
being provided, rather than the technological platform over which the service is pro-
vided, or who is providing the service.

3. The degree of regulation over a service should correlate to whether the service is es-
sential and the extent to which the market for the service is competitive.

4. The Legislature should direct the MPUC to complete a rulemaking to determine
which telecommunications services offered within the State are essential.

5. New statutory definitions should track federal service based definitions for “tele-
communications service,” “cable service,” and “information service” as closely as
possible. However, high-speed data transport should be expressly categorized for
what it is – a telecommunications service.

6. The term “telecommunications service” should reflect the fundamental “common
carrier” nature of a telecommunications service. The term “cable service” should re-
flect the reality that cable services are programmed services – the content is con-
trolled by the service provider.

7. Separate definitions for “local long distance” providers and “competitive local ex-
change carriers” should be established rather than covering them under one defini-
tion.

8. Owners of telecommunications facilities capable of providing wholesale telecommu-
nications services should be defined separately, and given unique duties placed
upon them under section 251 of the 1996 Act.

9. Terms such as “small telephone company,” “independent telephone company,” or
“rural telephone company” designed to create exemptions from requirements appli-
cable to larger carriers should be consolidated into a single definition. This definition
should track with the definition of “rural telephone company” under 47 U.S.C. sec-
tion 153(37).

10. Eliminate the presumption of wireline system superiority.

11. Define by statute the term and standards for establishing a “network element” for
purposes of unbundling.

12. State law should recognize the two components of “internet service”: (I) transport
and (II) content. Preserve regulatory authority over transport. Prohibit regulation of
content.
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V. UNIVERSAL SERVICE
A. Background

Universal service refers to establishing an affordable basic telephone communications
service package accessible to as many households as possible. Traditionally, the “uni-
versal service” goals fell into two primary categories: (I) ensuring the availability of basic
telephone service in high cost areas; and (II) providing support to low-income individu-
als. Minnesota has consistently been among the top five states in the nation with respect
to the number of Minnesota’s households with telephones. The latest Census Bureau re-
port indicated that 97.5% of all Minnesota households had a telephone.5 8 

The 1996 Act provided for the restructuring of the telecommunications markets in the
United States and reinforced the federal commitment to universal service. The 1996 Act
provides for (1) increased competition in all markets (including local telephone service),
(2) the movement of prices toward cost by eliminating certain implicit subsidies; and (3)
the design of “specific, predictable and sufficient” universal service support programs.
The 1996 Act also requires that the universal service programs accommodate and en-
courage competition. The 1996 Act contemplates both federal and state universal service
programs. The 1996 Act permits states to adopt universal service regulations that are
“not inconsistent with the FCC’s rules to preserve and advance universal service.”5 9 

States may adopt universal service regulations “to provide for additional definitions and
standards to preserve and advance universal service . . . only to the extent that such
regulations adopt specific, predictable, and sufficient mechanisms . . . that do not rely on
or burden federal universal service support mechanisms.”6 0  In determining whether state
universal standards adhere to this principal, legal commentators generally agree that a
traditional federal preemption doctrine analysis applies.6 1 

Federal universal service programs are to be based on the following five principles,
found in sections 254(b)(1) to (5) of the 1996 Act:

1. Quality services should be available at just, reasonable, and affordable rates.

2. Access to advanced telecommunications and information services should be pro-
vided in all regions of the Nation.

3. Consumers in all regions of the Nation, including low-income consumers and those
in rural, insular, and high cost areas, should have access to telecommunications and
information services, including interexchange services and advanced telecommuni-
cations and information services, that are reasonably comparable to those services
provided in urban areas and that are available at rates that are reasonably comparable
to rates charged for similar services in urban areas.

4. All providers of telecommunications services should make an equitable and nondis-
criminatory contribution to the preservation and advancement of universal service.

                                          
5 8  Estimates of Telephone Subscriber Rates for the United States, Minnesota, and Selected States (Bureau of the Census,
Current Population Survey Branch July 1999).     See    Appendix H.
5 9  47 U.S.C. §254(f).
6 0     Id.   
6 1      See       generally    , M. Trinchero and H. Smith, "Federal Preemption of State Universal Service Regulations Under the Tele-
communications Act of 1996," 51 Fed. Comm. L. J. 303 (1999).
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5. There should be specific, predictable and sufficient federal and state mechanisms to
preserve and advance universal service.

The 1996 Act also provides that “[u]niversal service [is] an evolving level of telecommu-
nications services that the Commission shall establish periodically under this section,
taking into account advances in telecommunications and information technologies and
services.”6 2  Congress has given the FCC the discretion to adjust its universal service pol-
icy to account for changes in technology or the marketplace.

The FCC has issued a number of rules to guide the transition from implicit to explicit
universal service subsidies. Some of the pieces of the FCC’s universal service program
are in place, such as subsidy programs for hospitals, schools and libraries (the “E-rate
Program”). The FCC’s Lifeline program provides subsidies to low-income consumers, in-
cluding an incentive for a coordinated state program by offering a higher subsidy in
those states with a program that meets certain characteristics.6 3  But the most complex
and expensive component of the 1996 Act’s universal service package, dealing with sub-
sidies to high-cost areas, is still under development. The FCC’s high cost plan is ex-
pected to be released in January 2000.

1. High Cost Support

High cost support has traditionally taken the form of two regulatory schemes embed-
ded with implicit subsidies: (I) Rate Averaging; and (II) Access Charges.

a. Rate Averaging

Rate averaging results in two forms of cross subsidy: (I) an urban to rural subsidy;
and (II) a business to residential subsidy. Regulators have required (or “permit-
ted”) local telephone companies to average rates for local telephone service
across the state. It does not cost local telephone companies more to provide tele-
phone service to business customers than it does to provide it to residential serv-
ices. Yet averaged business rates are generally higher than averaged residential
rates for local telephone service. It costs local telephone companies less to pro-
vide telephone service to urban customers than it does to provide it to rural cus-
tomers; yet due to rate averaging, rural customers pay roughly the same rate as
urban customers for local telephone service. In other words, the higher cost of
providing telephone services to rural customers has been accomplished through
government sanctioned price discrimination.

The system of implicit cross subsidies through rate averaging worked hand in
hand with a monopoly market structure. In a competitive market, businesses and
urban customers would not pay prices above economic cost. But in a monopoly
market, customers have no choice of provider. They must pay the artificially in-
flated price.

It is important to distinguish the difference between wholesale and retail rates
when discussing rate averaging. Both wholesale rates (rates for UNEs) and retail
rates are averaged in Minnesota. When addressing the need for rate deaveraging, a
plan for both wholesale and retail deaveraging must be discussed contemporane-
ously to avoid the possibility of a price squeeze imposed on CLECs by ILECs. To

                                          
6 2  47 U.S.C. §254(c)(1).
6 3  FCC, Report and Order, released May 8, 1997, CC Docket No. 96-45.
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illustrate, presume the average wholesale rate for the ILEC’s unbundled loop in
Community A equals $10. Presume the average retail rate equals $15. Next, as-
sume the ILEC retail rate is deaveraged, and the retail rate drops to $9. If the
wholesale rate is not deaveraged also, ILEC A has been provided a competitive
advantage because it can sell local service for $9 per month, while competitors
would be forced to purchase a loop wholesale for $10. No rational competitor
would enter this market.

The 1996 Act mandates that rates for interconnection and unbundled elements be
“based on the cost . . . of providing the interconnection of network elements.”6 4 

The FCC has determined that this statutory requirement means that wholesale
rates for interconnection and UNEs must be offered on a geographically deaver-
aged basis.6 5  The FCC mandated that states accomplish geographic deaveraging of
wholesale rates by creating a minimum of three “cost-related” zones within the
state. A state may establish more than three zones where cost differences in geo-
graphic regions are such that it finds that additional zones are needed to ade-
quately reflect the costs of interconnection and access to unbundled elements.6 6 

The FCC stayed the effective date of this requirement until six months after it is-
sued its order reforming the high cost support framework for non-rural carriers.
As discussed below, the FCC issued a press release summarizing this order on
October 21, 1999. Presumably, the six month stay would be lifted by April 21,
2000.6 7 

Minnesota law provides that “no telephone company shall offer telecommunica-
tions service within the state upon terms or rates that are unreasonably discrimi-
natory.”6 8  Minnesota law also provides that “the rates of a telephone company
must be the same in all geographic locations of the state unless for good cause the
MPUC approves different rates.”6 9 

During its 1997 session, the State legislature directed the then Department of Pub-
lic Service to convene a work group to examine the policy implications of both
wholesale and retail geographic rate deaveraging.7 0  In its report to the Legislature,
the MDOC noted that in Greater Minnesota, subscribers pay $1 less per month for
local service than consumers in the Twin Cities, despite the fact that it costs less
to provide telephone service to Twin Cities customers.7 1  In that Report, the DPS
recommended that any deaveraging of rates must be done in concert with the es-
tablishment of a high cost universal service fund. The MDOC echoed this recom-
mendation in comments to the MPUC regarding the deaveraging of wholesale

                                          
6 4  47 U.S.C. § 252(d)(1)(a)(i).
6 5  First Report and Order,    In re Implementation of the Local Competition Provisions in the Telecommunications Act of
1996    , FCC 96-325 ¶ 764 (August 8, 1996).
6 6     Id.   
6 7  The FCC has only issued a press release regarding its long awaited decision on reforming the high cost support model
for non-rural carriers. The actual text of the order had not been released in time to incorporate that information into this
Plan. The date the stay is lifted could be different than the date of the press release (October 21, 1999).
6 8  Minn. Stat. § 237.60, Subd. 3 (1999).
6 9     Id.   
7 0  1997 Minn. Laws, Chapter 223 § 19.
7 1  A Report to the Legislature Implications of Geographical Deaveraging of Local Telephone Rates in Minnesota, Minne-
sota Department of Public Service (February 8, 1998).
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rates.7 2  If geographic rate deaveraging were to take place without a high cost uni-
versal funding mechanism in place, rates in low density areas would increase
substantially. Deaveraging removes the urban to rural subsidy. The report rec-
ommended that a state universal service fund must be in place and operating to
replace the implicit subsidy with an explicit one before rates are deaveraged.

The Report also included a study which demonstrated the differences in the cost
of providing services based on population density (measured by the number of
telephone access lines per square mile). Attached to this Plan is a chart that dem-
onstrates how the cost of service increases as density per square mile decreases.7 3 

b. Access Charges

Local telephone companies are also implicitly subsidized through the federal and
state system of access charges. Access charges can generally be defined as charges
that long distance carriers pay to local telephone companies for interconnection
to the local telephone network and access to the end customer. To truly under-
stand the access charge scheme as it exists today, it is necessary to understand
the historical evolution of access charges, and their integral relation to universal
service policy.

Under the Communications Act of 1934, the FCC was placed in charge of allocat-
ing the costs of providing interstate telephone service and intrastate telephone
service for the purposes of establishing a rate base for regulating rates. The farci-
cal nature of this exercise led the FCC to use this allocation process to further
universal service goals.7 4  Under a monopoly market structure, the FCC could al-
locate a disproportionate amount of costs to the interstate side of the equation.
Under rate of return regulation, this resulted in higher rates for long distance
service (because that is where most of the costs were purposefully allocated) and
lower local telephone rates.7 5  In other words, high volume long distance custom-
ers (primarily businesses prior to residential long distance competition) subsi-
dized the costs of providing residential local telephone service. Costs were
allocated using a “settlements process.” All long distance revenues were col-
lected in a pool administered by AT&T, and allocated based on toll access cost
schedules filed by all local exchange carriers, including independent local ex-
change carriers.

As MCI emerged as a competitor, it became evident that this settlements process
could not last. MCI, having no local telephone operations, had no reason to sub-
sidize local telephone services with higher long distance rates. Nor were they re-
quired to do so. The inherent unfairness of this arrangement became evident to
AT&T’s Bell System, and the FCC began looking for a solution.7 6  In 1983, the FCC
established an interstate access charge plan to replace the settlements process.7 7 

                                          
7 2  Comments of the Minnesota DPS in the Matter of the Investigation Into Geographic Deaveraging Requirements of 47
C.F.R. § 51.507(f) MPUC Docket No. P999/CI-99-465 (July 2, 1999) (herein “Minnesota Geographic Deaveraging Docket”).
7 3      See    Appendix H.
7 4      See    Brands and Leo, at 201.
7 5     Id.   
7 6  The MFJ also prohibited the continuance of the Bell System settlements process.
7 7      Third Report and Order   , 93 FCC 2d 241, 48 F.R. 10319 (March 11, 1983).
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The FCC devised a scheme in which all long distance providers would pay local
telephone companies the same per minute “access charge” for origination and
termination of traffic using the local telephone company’s facilities. The access
charges were tariffed rates, both at the federal and state level. At the federal level,
access charges were set high enough to cover the costs that had been historically
overloaded in the federal rate base. The cross subsidy remained, just in a different
form.

The FCC’s access charge rules also forced the State to replace its settlements
process. In 1983, the MPUC established intrastate interLATA per minute access
charges to compensate ILECs for the cost of providing access to local exchange
networks.7 8  In 1987, the MPUC established an access charge system for intrastate
intraLATA services.7 9 

In determining the level of access compensation that ILECs would receive under
an “access charge” system, the MPUC decided to mirror the FCC’s jurisdictional
cost separations rules for the purpose of allocating costs between toll service, lo-
cal service, and other services.8 0  Thus, the cross subsidy embedded in the FCC’s
cost separations rules carried over to the method used to set intrastate access
charges.

While intrastate access rates have changed as the result of earnings investigations,
commission decisions following complaints, Alternative Form of Regulation
(AFOR) plans or company filings, the structure is essentially the same as that es-
tablished by the MPUC in 1987. In the early ‘90s, all telephone companies were
involved in a complaint by the long distance companies to reduce access rates. In
that case the MPUC set rate targets to be achieved by all companies over a five
year period that ended on January 1, 1998. U S WEST, Sprint, Frontier and GTE
each had individual targets. Small telephone companies with low access rates
were not required to make any access rate reductions. Small telephone companies
with high access rates were to reduce rates. A formula was used to determine the
reductions each year. Small companies with very high access rates did not reach
the target. During 1997 there was to be an investigation on further access rate re-
ductions, but that investigation did not materialize.

On January 1, 1999, U S WEST began operating under an AFOR Plan approved by
the MPUC. A series of three access charge reductions are to occur during the first
three years of the plan. The AFOR plan further provides that 30 months after the
January 1, 1999 effective date (i.e., July 1, 2001), parties may file a complaint re-
garding U S WEST’s access charge levels. Any reduction ordered by the FCC may
not become effective until after the third year of the plan.

There are three primary switched access components under the existing Minne-
sota structure. These components are:

i. Carrier common line charge (CCLC)

                                          
7 8      Order Approving Interim Plan Compliance Filing and Soliciting Comments   , Docket No. P-999/CI-83-203 (MPUC Febru-
ary 7, 1984).
7 9     In re Summary Investigation Into IntraLATA Toll Access Compensation for Local Exchange Carriers Providing Tel      e      -   
phone Service Within the State of Minnesota   , Docket No. P-999/CI-85-582 (MPUC Nov. 2, 1987) (herein referred to as the
"582 Docket").
8 0     Id.    at 21.
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The stated purpose of the CCLC is to recover the costs associated with origi-
nating and terminating toll calls over the local loop facilities of an ILEC. Thus,
the charge is designed to recover non-traffic sensitive (NTS) costs. Because the
local loop facilities are required for access to the network, there is no addi-
tional loop cost to place long distance calls. Moreover, the CCLC is billed on
the basis of switched minutes of use, the same as the local switching rate ele-
ment, even though these are traffic sensitive (TS) costs. The CCLC has gener-
ally been the focus of access charge complaints since it does not have a cost
basis, and because it is billed on a per minute of use basis, even though the
loop facilities are NTS costs.

ii. Local Transport

The local transport rate element provides the transmission facilities between
the customer’s premises and the end office switch(es) where the customer’s
traffic is switched to originate or terminate the customer’s communications.
The local transport rate element consists of three primary components. The
entrance facility is the connection between the point of presence of the long
distance company and the serving wire center of the local exchange carrier.
Tandem switching, the second component, is used to aggregate calls of long
distance companies where there is not sufficient traffic to support the direct
trunking of traffic between the serving wire center where the long distance
company is interconnected and the end office serving the customer. The third
component is the actual transport facility which may be either directly
trunked or tandem switched. Some companies have separate rate elements for
each of the components of local transport service while others have the com-
ponents bundled for ratemaking purposes. Local transport is billed on a per-
minute-of-use basis because the cost of providing service is related to the vol-
ume of use.

iii. Local Switching

The local switching rate category provides the local end office switching, end
user line termination and intercept functions necessary to complete the
transmission of switched access communications to and from the end users
served by the local end office. The local switching rate category includes the
local switching and information (i.e., directory assistance) rate elements.
These rate elements generally are not bundled in the application of rates. Lo-
cal switching is billed on a per-minute-of-use basis because costs are directly
related to the volume of use.

Since the adoption of the 1996 Act, the FCC has taken moderate steps to elimi-
nate the cross subsidy inherent in the access charge system. In 1997, the FCC is-
sued companion orders implementing access charge and universal service
reforms under the 1996 Act.8 1  Other than rate reductions achieved in U S WEST’s
AFOR, there has been little accomplished in Minnesota to eliminate the implicit
subsidies that continue to exist in the State’s access charge rate structure.

                                          
8 1      See    First Report and Order Regarding Federal-State Joint Board on Universal Service, FCC 97-157 ¶ 750- 771 (May 8,
1997) (herein the "Universal Service Order"); First Report and Order in the Matter of Access Charge Reform, FCC 97-158 ¶
28-35 (May 16, 1997).
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c. Federal Implementation of High Cost Support Under the Telecommunications
Act of 1996

The 1996 Act established an elaborate rule making process to implement its uni-
versal service provisions. First, the Act called for the establishment of a federal-
state joint board on universal service (herein the “Joint Board”) to make recom-
mendations to the FCC regarding the establishment of a federal universal service
program. The federal-state joint report to the FCC was submitted on November 6,
1996.8 2  The FCC has relied heavily on the recommendations of the Joint Board in
establishing universal service rules and policies. Establishing a working high cost
support model is a complex task. There are many interrelated issues. Determining
the total cost of the program and the proper funding mechanisms have proven to
be problems with only inexact solutions. The FCC, however, has strived for as
exact a solution as possible and this has resulted in delays in the implementation
of a working high cost program. On October 21, 1999, the FCC announced that it
had released its long awaited order on high cost support for non-rural carriers.8 3 

In the press release, the FCC states that the high cost framework for rural carriers
“is not scheduled to be released until January 1, 2001 at the earliest.”

Below, the Ventura Administration identifies the key issues related to high cost
support, and reviews what the FCC has done to date to resolve those issues.

i. What Telecommunications Services Should Be Supported By the High Cost
Fund?

In determining what services to support with federal universal service funds,
Congress directed the FCC to consider the extent to which telecommunica-
tions services:

(a) are essential to education, public health, or public safety;

(b) have, through the operation of market choices by customers, been sub-
scribed to by a substantial majority of residential customers;

(c) are being deployed in public telecommunications networks by telecom-
munications carriers; and

(d) are consistent with the public interest, convenience and necessity.8 4 

ii. In applying these criteria, the FCC determined that federal universal service
funds should support nine distinct services:

(a) Voice Grade Access to the Public Switched Network

The FCC concluded that voice grade access includes the ability to place
calls, receive calls, and the ability to signal the network or receive a signal
from the network through which or from which the call is routed. The
FCC further determined that bandwidth for voice grade access should be,
at minimum, 300 Mhz to 3000 Mhz. This minimum frequency range was
drawn explicitly to recognize that access to high-speed data transport serv-

                                          
8 2  Recommended Decision of the Federal-State Joint Board on Universal Service (November 6, 1996).
8 3  FCC Reforms High Cost Support to Ensure the Preservation and Advancement of Universal Service, FCC News (October
21, 1999).
8 4  47 U.S.C. § 254(c)(1)(A)-(D).
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ices should not be included in the list of supported services at the present
time.

(b) Local Usage

The FCC ruled that ETCs must provide some minimal amount of local us-
age as part of a universal service package, but has not finally determined
what minimum amount should be required.

(c) Dual-tone multi-frequency (DTMF) signaling or its functional equivalent

DTMF means touch tone dialing capability. The FCC found that this tech-
nology helps speed access to emergency services, such as 911. On the
network side, the technology also allows more rapid call set-up, which in-
creases the speed and efficiency of the network.

(d) Single Party Service or its Functional Equivalent

Single-party service means that only one customer is served by each sub-
scriber loop or access line. Previously, customers often had to share a line.
Customers would distinguish which calls were theirs (versus their neigh-
bor’s) by a unique cadence on the ring.

(e) Access to Emergency Services

The FCC determined that every ETC must offer customers the ability to
reach an emergency services provider. This includes access to both 911
and enhanced 911 (E911) services. E911 includes three services: Auto-
matic Numbering Information (ANI), Automatic Location Information
(ALI), and Selective Routing (SR). ANI can provide the 911 operator the
billed number from which the call is received. ALI can provide the name,
phone number, address, and a description of any special conditions that
emergency personnel should know about (i.e. the caller works for a plant
that deals with hazardous substances). This technology can save a 911 op-
erator up to 30 seconds per call by not having to obtain this information
from the caller over the telephone. ALI allows the 911 operator to trace the
location of the caller, a technology which is being developed particularly
for the mobile telephone industry.8 5  SR provides for routing of a 911 call
based on the ALI, and default routing if the ALI fails.

(f) Access to Operator Services

The FCC required that ETCs provide access to any automated or live op-
erator assistance. This includes the ability to arrange for billing and com-
pletion of a call.

(g) Access to Interexchange Service

                                          
8 5  Wireless carriers are not required to implement E911 technology until October 1, 2001, and even then only if the rele-
vant locality has implemented E911 and established a cost recovery mechanism. Universal Service Order at ¶¶72-73.
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The FCC required that all ETCs provide customers the ability to make or
receive long distance calls. The FCC did not require ETCs to provide cus-
tomers equal access to long distance carriers.8 6 

(h) Access to Directory Assistance

The FCC required ETCs to provide customers directory assistance service,
which allows a customer the ability to call “411” or “(651) 555-1212” to
obtain a telephone number.

(i) Toll Limitation for Qualifying Low-income Consumers

The FCC required ETCs to provide low-income customers the ability to
block outgoing toll calls from their line (toll control) or to limit in advance
their toll usage per month or per billing cycle (toll limitation).

The FCC has deferred the question of whether the universal service fund
should support anything more than primary lines to residential services.
Some lobbying groups have advocated that universal service should also sup-
port second lines to residences, as well as business lines, internet access, and
even cable service.

iii. Determining Affordability

The 1996 Act requires that services supported with universal service funds be
affordable.8 7  The FCC has determined that the definition of affordability
should contain an “absolute component” which takes into account an indi-
vidual’s means to subscribe to a universal service package, and a “relative
component”, which takes into account whether consumers are spending a
disproportionate amount of their income on telephone service.8 8 

The FCC has set forth a number of specific factors that must be considered in
determining whether rates are affordable or not, including: telephone sub-
scribership levels, size of the local calling area, consumer income levels, cost
of living, population density, and rate design cost factors (in a rate of return
environment).8 9  The FCC also held that given the local nature of the character-
istics listed, states possess the greater expertise to determine levels of afforda-
bility. Therefore, states have “primary responsibility for determining
affordability.”9 0  The FCC also concluded that current rates for local telephone
service are affordable.9 1 

The FCC also has addressed the issue of how to carry out Congress’s mandate
that rates in high cost areas be “reasonably comparable” to rates in urban ar-
eas. The FCC has held that the “reasonably comparable” standard does not
contain any implied meaning that consumers in rural and high cost areas

                                          
8 6  Equal access allows a customer to reach the long distance carrier of choice using "1+" dialing as opposed to having to
dial an access code, such as ("10-10-xxx").
8 7  47 U.S.C. §§ 254(b)(1).
8 8  Universal Service Order, ¶110.
8 9  Seventh Report and Order on Universal Service, FCC 99-119 ¶ 36 (May 28, 1999).
9 0     Id.   
9 1     Id.    at ¶38.
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should be subject to means-testing to receive high cost support.9 2  The FCC dis-
tinguished this statement from its view of how low-income support should be
implemented. Low-income support relies on means testing to determine eligi-
bility. However, consumers cannot be required to meet a means test in order
to obtain high cost relief. Nonetheless, the FCC held that if states wish to em-
ploy means testing in their analysis of whether to provide explicit high cost
relief under a state universal service program, states have the discretion to do
so.9 3 

iv. Who Gets The Subsidy?

The 1996 Act provides that only “eligible telecommunications carriers”
(ETCs) designated by the state receive federal universal service support.9 4  The
FCC has clearly stated that any telecommunications carrier may become an
ETC, regardless of what technology platform is used to provide the service, as
long as they meet the ETC criteria.9 5  Moreover, federal universal service sup-
port must be portable among all ETCs. When a competitor acquires a sub-
scriber line from an incumbent receiving support, the competitor will receive
the incumbent’s support.

It is also important to note that an ETC does not receive universal service
support merely by virtue of the ETC designation. Support only flows if and
when the ETC actually provides a universal service offering to customers.

To be declared an ETC, a company must demonstrate that it is able and will-
ing to provide the nine supported services described on pages 43-44 of this
Plan. States may also impose additional criteria to that required by the FCC in
determining whether ETC status should be designated.9 6  States also have the
ability to monitor and enforce continued compliance with eligibility criteria
for as long as the carrier is providing a universal service offering to the pub-
lic.9 7  ETC status can be revoked if a carrier does not continue to meet the ETC
criteria.

The federal law contemplates that the development of competition and uni-
versal service go hand in hand. In non-rural areas, the 1996 Act requires a
state to grant ETC status to companies meeting the federal criteria. For rural
companies, the 1996 Act provides that a state must determine that granting
ETC status to a second company is in the public interest.

v. How Should Universal Service Be Funded?

Federal law requires that all telecommunications carriers providing interstate
telecommunications services and certain other providers of interstate tele-
communications must contribute to universal service support.9 8  The FCC has
ruled that this law be interpreted broadly to apply to all telecommunications

                                          
9 2     Id.    ¶ 39.
9 3     Id.    ¶ 40.
9 4  47 U.S.C. § 254(e).
9 5  Seventh Report and Order on Universal Service, at ¶ 72.
9 6      Texas Office of Public Utility Counsel v. FCC    , No. 97-60421, 1999 WL 55461 (5th Cir. 1999).
9 7  Universal Service Order at ¶ 138.
9 8  47 U.S.C. § 254(d); Universal Service Order at ¶ 772.
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service providers on a technology neutral basis. Thus, states may require
Commercial Mobile Radio System (CMRS) providers to contribute to the uni-
versal service fund.

The FCC has determined that federal high cost support should be funded
through contributions from telecommunications service providers based on
their interstate revenue derived from end users.9 9  The FCC has decided that
the federal government will oversee the assessments and recovery of the inter-
state share of the necessary universal service contributions, and that state
governments will assess and provide recovery for the intrastate share of the
necessary universal service contributions.1 0 0  Under the federal program, carri-
ers are permitted, but not required, to pass through their universal service
contributions to their interstate access and interexchange service customers. 1 0 1 

The FCC also decided that administration of the federal universal service pro-
gram would be accomplished through a neutral third party.

In its October 21, 1999 high cost order relating to non-rural carriers, the FCC
determined that the federal high-cost support mechanism would provide sup-
port to non-rural carriers in states where the statewide average cost per line
exceeds a national cost benchmark. The FCC has established a universal serv-
ice cost model that will be used to ascertain the national cost benchmark. The
cost benchmark will be based on the forward-looking costs incurred by non-
rural carriers to provide supported services. The FCC decided that a forward-
looking economic cost model best approximate the costs that would be in-
curred by an efficient carrier in the market.

The federal support mechanism will provide support for all forward-looking
intrastate costs per line that exceed the national benchmark. The statewide
average cost per line for all lines served by non-rural carriers in a given state
will be compared to a national cost benchmark, set at 135% of the national
average forward-looking cost per line. Based on the FCC’s separations rules
and the division of cost recovery between the state and federal jurisdictions,
the FCC has calculated that the high cost fund mechanism will provide 76%
of the portion of the forward-looking costs of providing the supported serv-
ices.

Under the FCC’s new high cost mechanism for non-rural carriers, seven states
will receive high-cost support of approximately $255 million. These seven
states are: Alabama ($67.5 million), Kentucky ($18 million), Maine ($6 mil-
lion), Mississippi ($113.5 million), Vermont ($12 million), West Virginia
($34.5 million), and Wyoming ($3 million). For the year 2000, the total fund
for the non-rural carriers, which includes both support from the new mecha-
nism and the transitional hold-harmless support, will be approximately $437
million. Minnesota receives no support under the FCC’s new framework.

                                          
9 9  Universal Service Order at ¶¶ 824, 843. In contrast, the FCC has determined that funding for the federal e-rate program,
and support for rural libraries and hospitals should be funded through contributions based on interstate and intrastate
revenue.
1 0 0     Id.    at 826.
1 0 1     Id.    at 829.
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Again, the FCC will not decide the amount of support that will be provided to
rural carriers until at least January 2001.

vi. Transition for Rural Carriers

The FCC also concluded that it was prudent to gradually transition rural car-
riers to a forward-looking cost mechanism. The FCC concluded that conver-
sion to a forward-looking cost methodology would significantly change a
major source of revenue for rural carriers. The FCC wanted to ensure that no
sharp changes in revenue flowing to rural ILECs occurred. Moreover, the FCC
wanted to ensure that rural carrier incentives to invest in upgrades to plant
and equipment were not removed arbitrarily. For these reasons, the FCC con-
cluded that it would be best to modify the existing high cost support, take
three years to study how to fund high cost support for rural carriers, and then
replace the transitional high cost funding mechanism for rural carriers with a
system based on a forward-looking methodology that the FCC believes will
work for rural telephone companies. The FCC concluded that rural carriers
should continue to receive high cost loop assistance, Dial Equipment Minute
(DEM) weighting (local switching support), and Long Term Support (LTS) for
all their working loops until they move to a forward-looking economic cost
methodology.

Prior to the 1996 Act, FCC cost separation rules assigned 25% of an ILEC’s
loop costs to the interstate jurisdiction, which ILECs recovered, pursuant to
FCC rules, through federal Subscriber Line Charge (SLC) and Carrier Common
Line (CCL) charges. At one time, all ILECs had to pool their interstate loop
costs to set a uniform, nationwide CCL charge. When individual ILECs were
allowed to leave the pool in 1989, departing carriers were required to pay
Long Term Support (LTS) to prevent the CCL charges of small, higher-cost
ILECs that remained in the pool from rising significantly above the national
average. The ILECs that make LTS payments (i.e., the larger, lower-cost ILECs
that have left the pool since 1989) contribute to LTS and recover the revenue
for their payments by increasing their own CCL charges.

The FCC concluded that the pre-1996 LTS program constituted an impermis-
sible universal support program.1 0 2  However, the FCC also concluded that the
payment of LTS to rural carriers furthered the public interest. The FCC ruled
that LTS should continue in amounts comparable to what rural carriers had
been receiving, but that LTS should be paid for out of the FCC’s new universal
service funding mechanism.

DEM weighting is designed to support local switching costs for small tele-
phone companies. DEM weighting assistance is an implicit support mecha-
nism recovered through switched access rates charged to interexchange
carriers by those ILECs serving fewer than 50,000 lines. When the DEM
weighting mechanism was created, it was assumed that smaller telephone
companies have higher local switching costs than larger ILECs because the
smaller companies cannot take advantage of certain economies of scale. DEM
weighting allowed small telephone companies to shift what would otherwise

                                          
1 0 2  Universal Service Order, at ¶756.
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be intrastate costs to the interstate jurisdiction, which took pressure off local
telephone rates.

Rural carriers also have received a third form of subsidy from the federal gov-
ernment, high cost loop support. This support is based on a formula in which
rural telephone companies receive a subsidy for those loops with costs higher
than an FCC benchmark standard.

The FCC has ruled that all three of these high cost support elements were to
be removed from the interstate access charge framework, and instead recov-
ered from the federal universal service fund.1 0 3  The FCC has stated that it does
not believe support to small telephone companies should or will drop below
current levels during the transition to and after the conversion to a rural high
cost formula based on forward-looking costs.1 0 4  Below is a table extracted from
the Universal Service Administrative Company which provides projections on
the amount of high cost support that will be paid to small telephone compa-
nies in Minnesota in 1999:

                                          
1 0 3  Fourth Order on Reconsideration in Re Federal State Joint Board on Universal Service, 13 F.C.C.R. 5318 ¶26 (1997).
1 0 4  Universal Service Order at ¶¶ 294, 296.
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High Cost Loop
Support

Long Term
Support

Local Switching
Support

Total Support

$11,340,144 $12,031,404 $17,081,172 $40,452,720
Table 5 - Current Federal High Cost Support to Small Telephone Companies1 0 5 

d. Current State Law Regarding High Cost Support

One of the policy goals listed at the beginning of Minnesota Statutes Chapter 237
is “supporting universal service.”1 0 6   Minnesota law requires that the MPUC de-
velop a universal service program designed to “preserve the availability of uni-
versal service throughout the state.”1 0 7  Under current law, any Minnesota
universal service plan should be consistent with the five principles from the 1996
Act that are listed above.

The rulemaking to satisfy this statutory requirement was commenced by the
MPUC on May 19, 1997. However, the consensus among the parties has been to
delay completion of a Minnesota Universal Service Fund (USF) plan until com-
pletion of the federal high cost USF plan. Nonetheless, there are some pertinent
laws and rules on the books relating to a state universal service plan.

i. What Telecommunications Services Should Be Supported By the High Cost
Fund?

In addition to the services required to be supported under the federal univer-
sal service plan, state law requires that any state universal service plan pro-
vide the following services: line quality capable of carrying facsimile and data
transmissions, equal access, and statewide telecommunications relay service
for the hearing-impaired.1 0 8 

ii. Who Gets the Subsidy?

Current MPUC rules require that eligibility for receiving USF subsidies is lim-
ited to those carriers designated as ETCs by the MPUC.1 0 9  The MPUC auto-
matically designated all ILECs operating in the state as both federal and state
ETCs.1 1 0  CLECs must apply for and receive a grant of authority from the MPUC
in order to attain ETC status.1 1 1  The MPUC may also order a local service pro-
vider to provide service to unserved areas of Minnesota.1 1 2  Additionally, the

                                          
1 0 5  Universal Service Administrative Company Web Site, www.universalservice.org/hc/hcfund2q99.
1 0 6  Minn. Stat. §237.011 (1).
1 0 7  Minn. Stat. §237.16, Subd. 9.
1 0 8     Id.   
1 0 9  Minn. Rule 7812.0100, subp. 15 defines an ETC as a carrier designated by the MPUC as eligible to receive federal USF
support. 7812.1300, subp. 2 indicates that the designation of a federal ETC follows federal law and rules. However,
7812.1300, subp. 1 states that to be eligible for state USF support, a carrier must be an ETC (i.e., satisfy the federal re-
quirements)    and     meet the requirements of 7812.0600. To avoid confusion here, reference will be made to “federal ETCs”
and “state ETCs.”
1 1 0  Minn. Rule 7812.1400, Subp. 1.
1 1 1     Id.    at 7812.1400, Subp. 2.
1 1 2     In re Petition for Assignment of an Eligible Telecommunications Carrier to Provide Service in Unassigned Territory in
Northern Minnesota   , Docket No. P999/CP-98-1193, Order Requiring GTE to Provide Service to Territory (July 28, 1999).
Minn. Stat. §237.16, Subd. 9.
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MPUC may revoke a company’s ETC status upon finding that it no longer
meets the state ETC criteria.

Local service providers are eligible to receive federal universal service sup-
port for the benefit of rural health care providers, educational institutions,
and libraries as provided in section 254, subsection (h), paragraph (1), sub-
paragraph (B)(ii), of the act and any applicable FCC regulations.

iii. How Should Universal Service Be Funded?

Under current state law, the fund must be administered and distributed in ac-
cordance with rules adopted by the MPUC and designed to preserve the avail-
ability of universal service throughout the state.

The MPUC is required to establish and require contributions to a universal
service fund, to be supported by all providers of telephone services, whether
or not they are telephone companies under section 237.01, including, but not
limited to, local telephone companies, independent telephone companies, co-
operative telephone companies, municipal telephone companies, telecommu-
nications carriers, radio common carriers, personal communication service
providers, and cellular carriers.

Thus, any telecommunications carrier, cellular, PCS, or cable company that
provides telephone service must pay into the fund. This statute does not spec-
ify what financing method should be used, such as a per line charge or a per
dollar of revenue assessment.

2. Low-income Support

While Minnesota is a national leader with respect to the number of households with
telephones, studies suggest that there is a widening gap of “haves” and “have nots”
when access to basic telecommunications is broken down by income level, geogra-
phy, and race.1 1 3  Nationally, central cities lag behind suburban and rural areas with
respect to households having phones. The gap becomes increasingly wide at income
levels under $15,000 per year.1 1 4 

This technology gap is carrying over into the area of access to data services. House-
holds earning more than $75,000 per year are five times more likely to own comput-
ers than those households earning less than $10,000 per year.1 1 5  Households at the
$75,000 level are seven times more likely to use the internet than households at the
$10,000 level. Most two parent households are twice as likely to use the internet at
home than single parent households. Those earning less than $35,000 are more likely
to access the internet outside the home. Those earning more than $35,000 are more
likely to access the internet at home. Those with higher incomes are more likely to
have internet access at work. Those with lower incomes are more likely to use
schools, libraries, and other people’s computers for access. Moreover, minority
groups are more likely to use the internet for educational purposes and job searches
than non-minority groups, who tend to use the internet more for work. Finally,

                                          
1 1 3  L. Irving, "Falling Through the Net: What States Should Know About America's Technology Gap," (United States Dept.
Commerce – National Telecommunications and Information Administration July 20, 1999).     See    Appendix I for copy of
full report.
1 1 4     Id.   
1 1 5     Id.   



Governor’s Strategic Plan for Telecommunications  53

16.8% of those households with a computer say they do not use the internet at home
because internet service costs too much. For single parent households with comput-
ers, cost is the single biggest reason for not having internet access. Overall, Minne-
sota ranks 13th in the nation with respect to households with internet access. It is
estimated that 542,000 households, or 29% of total households currently use the in-
ternet.1 1 6 

There are explicit state and federal subsidy mechanisms that were intended to reduce
the price that low-income consumers pay for basic local telephone service. These
programs include the Lifeline fund (the federal program which provides a subsidy to
low-income customers for local telephone service), the TAP program (the state ana-
logue to the Lifeline program), and Link-Up America, which provides subsidies for
telephone installation to low-income customers.

The federal and state low-income assistance plans are supposed to complement one
another. The Lifeline Plan offers three forms of federal support.1 1 7  First, any person
meeting the federal Lifeline qualifying criteria receives a $3.50 reduction in the
amount of their monthly telephone bill. Second, if the MPUC approves, the federal
government will contribute another $1.75 to low-income consumers qualifying for
the federal program, for a total of $5.25 in federal funds.1 1 8  No state match is required
for consumers to receive this federal credit.1 1 9  Third, low-income consumers can re-
ceive additional federal support equal to one half of any support generated from the
intrastate jurisdiction, up to a maximum of $7.00 in federal support. Thus, if a state
provides the minimum amount of matching support ($3.50) to receive the full federal
support amount, the total reduction in end user charges would increase from $7.00
under the current system to $10.50.

The federal Link-Up program reduces the cost of installing telephone service by 50%
or $30.00, whichever amount is less. To qualify for federal support, a person need
only show that they currently participate in one of the following other federal pro-
grams: Medicaid, food stamps, Supplemental Security Income, public housing assis-
tance, or the Low-income Energy Assistance Program.1 2 0 

Under the Minnesota TAP, a qualifying individual may obtain a credit of the total
amount available under the federal matching plan.1 2 1  However, the credits available
under the TAP may not exceed more than 50% of the customer’s local telephone
service rate.1 2 2  Further, the total amount of support provided in the program must be
funded through a uniform recurring monthly surcharge on all subscribers, not to ex-
ceed ten cents per access line. Minnesota does not have any analogue to the federal
Link-Up program. Minnesota’s TAP law provides that the credit is available to any
person who is disabled or 65 years of age or older; and whose household income is
150% or less of federal poverty guidelines, or is currently eligible for:

(a) the Minnesota family investment program;

                                          
1 1 6  "Percentage of Households with Internet Access," 65 Telecommunications Reports No. 28 at 17 (July 12, 1999).
1 1 7      See    47 C.F.R. § 54.403 (1998).
1 1 8  Universal Service Order at ¶351.
1 1 9     Id.   
1 2 0     Id.    §54.409(b).
1 2 1  Minn. Stat. §237.70, Subd. 5 (1999).
1 2 2     Id.   
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(b) medical assistance;
(c) general assistance;
(d) Minnesota supplemental aid;
(e) food stamps;
(f) refugee cash assistance or refugee medical assistance;
(g) energy assistance; or
(h) supplemental security income; and

who has been certified as eligible for telephone assistance plan credits by the Minne-
sota Department of Human Services. The table below sets out a comparative analysis
of the federal and state low-income assistance programs.

Federal
Contribution

(Lifeline) Avail-
able

State Contribution
(TAP)

Customer Receives
Federal Lifeline

State Contribution
(TAP) Customer
Does not Receive

Lifeline
Federal Baseline $3.50

No match required
Additional federal
 contribution

$1.75
State approval
required
No match required

State approval
required

Current State
contribution (TAP)

N/A $1.75 $5.25

Maximum federal
match.1 2 3   Only available
for state programs that
support all low-income
consumers

$1.751 2 4 

Total Contributions1 2 5 $5.25 $1.75 $5.25
Table 6 – Low-income Support Under Current Formulas

Minnesota consumers are not currently eligible for the federal matching fund due to
the State’s failure to bring its TAP qualification criteria into compliance with the
FCC’s eligibility criteria. Federal matching funds cannot be received by residents in
states where the telephone assistance program eligibility criteria do not focus solely
on low-income factors.1 2 6  The FCC has ruled that Minnesota’s TAP qualification cri-

                                          
1 2 3  The maximum federal match would be the lesser of: The amount needed to reach the federal maximum contribution
($1.75); or half of the state contribution from TAP ($2.63).
1 2 4  Minnesota low-income customers are not currently eligible to receive the $1.75 in matching funds from the federal
government due to the State's non-compliance with the FCC's qualification criteria discussed in the following paragraph.
Minnesota low-income consumers are limited to $5.25 in benefits unless and until state law is changed.
1 2 5  While $7.00 is the maximum available as a federal contribution, customers receiving federal assistance can receive a
maximum of $5.25 in federal funds. With the state contribution, under current Minnesota law customers receiving federal
assistance receive a total credit of $7.00 and those that do not receive $5.25.
1 2 6  Universal Service Order at ¶373; Order in Response to Letter From MPUC and DPS, CC Docket No. 96-45, DA-98-1709
(FCC August 27, 1998)(herein "FCC TAP Order").
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teria do not comply with its Lifeline qualification criteria.1 2 7  Therefore, the FCC ruled
that “because TAP does not comply with section 54.409(a) of our rules . . . partici-
pants in that program will not be eligible to receive the additional $1.75 in federal
support that is available to states that comply with section 54.403(a) of the Commis-
sion’s rules.”1 2 8 

B. Analysis and Findings

The current system of implicit universal service subsidies contradicts just about every
fundamental principle of the Ventura Administration. It is a system which is not ac-
countable to the people and provides no incentives for desirable competitive behavior. It
is a recipe created by government, cooked by the industry, and hardened by time. The
huge dollar amounts at stake ensure that alteration of this recipe will be extremely con-
troversial, costly to some, and beneficial to others -- a perfect recipe for controversy. The
problems created by the current universal service program can be fixed. But the solution
raises two fundamental “gut check” questions: Do we believe that competition works?
Do we believe in doing the right thing and doing it well? The Ventura Administration
says yes to both. Below, the Ventura Administration sets out its plan for ensuring that
every Minnesotan has access to advanced and competitive telecommunications services,
and that the historical system of implicit subsidies is replaced with a system of explicit
subsidies that is developed in the sunshine, approved by elected representatives, and
not unknowingly slipped by consumers in their telephone bills.

1. Geographic Deaveraging

a. Geographic Deaveraging of Retail and Wholesale Rates is Imperative to a Com-
petitive Telecommunications Marketplace.

Geographic deaveraging of retail and wholesale rates for telecommunications
services is imperative if the transition from a non-competitive marketplace to a
competitive marketplace will be successful. Geographic deaveraging will get rid
of the historical implicit cross subsidy caused by rate averaging that now consti-
tutes a barrier to the development of fair competition. Under the current averaged
rate structure, a potential competitor has no incentive to compete in communities
where the local telephone rate is subsidized as a result of rate averaging. A com-
petitor cannot compete against an incumbent price that is below a competitor’s
cost of service. On the other hand, in a competitive environment, incumbents are
at a disadvantage under an averaged rate structure in communities where the in-
cumbent’s customers are subsidizing the cost of service of other communities be-
cause they are being charged prices above economic cost. A competitor can easily
undercut an incumbent’s price if the incumbent is locked in at an averaged rate
above economic cost. If competition is to work, the cross subsidy caused by rate
averaging must be eliminated.

Rate averaging is not accountable to the people either. Most ratepayers have no
idea they are subsidizing the cost of providing telephone services to other com-
munities. Geographic deaveraging will allow for the worthy social goal of devel-
oping a working state universal service program that has been discussed and

                                          
1 2 7     Id.    at ¶¶4-5.
1 2 8     Id.    at ¶5.
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decided in the sunshine, rather than being slipped into the telephone bills of un-
suspecting ratepayers.

On the other hand, geographic deaveraging must also be accomplished in a man-
ner which does not shock ratepayers in high cost areas. For that reason, geo-
graphic deaveraging should not occur unless and until there is a working state
universal service plan in place. Finally, retail deaveraging should generally not
be allowed unless underlying wholesale rates have been deaveraged. Generally,
deaveraging retail rates without deaveraging wholesale rates can lead to anti-
competitive price squeeze situations.

b. Deaveraged Rates Should be Established Based on Cost-Related Density Zones.

The FCC requires states to geographically deaverage wholesale rates by establish-
ing a minimum of three cost related zones. Nothing prevents the state from estab-
lishing more than three zones. The Ventura Administration believes that
deaveraged rates should be established using five zones – (i) Urban; (ii) Suburban;
(iii) Town; (iv) Rural I; and (v) Rural II. These cost zones are based on a reason-
able categorization of the cost/density information shown in Appendix G of this
Plan. The Rural I Zone would include any area with an access line density of be-
tween 1 and 5 access lines per square mile.1 2 9  The DPS 1998 study indicates that
costs in these areas exceed the statewide average cost by 686%. The Rural II Zone
would include areas with access line densities of between 6 and 100 access lines
per square mile. The MDOC’s study indicates that costs in these areas exceed the
statewide average by 268%. The Town Zone would include areas with access line
densities of between 101 and 850 per square mile. The MDOC study indicates
that costs in these areas fall between 75% and 112% of the statewide average.
The Ventura Administration believes it is reasonable to group these areas together
to constitute a Town Zone. The Suburban Zone would include areas with access
line densities between 850 and 10,000. The Department’s 1998 study indicated
that costs in these areas fall between 54% and 32% of the statewide average cost.
The Ventura Administration believes it is reasonable to group these areas together
to constitute a Suburban Zone. The Urban Zone would include areas with access
line densities of between 10,001 or more. The MDOC’s 1998 study indicates that
costs in these areas are 19% of the statewide average cost.

Cost Zone Access Line
Density

Cost Compared to
Statewide Average

Rural I 1 to 5 per sq. mile 686%
Rural II 6 to 100 per sq. mile 268%
Town 101 to 850 per sq. mile 75%-112%
Suburban 851 to 10000 per sq. mile 32% to 54%
Urban Over 10,000 per sq. mile 19%

Table 7 - Proposed Density/Cost Zones for Geographic Deaveraging

                                          
1 2 9  Square mile units can be scoped by the Department of Planning within census blocks. Telephone companies have the
information to directly calculate the access line density of every wire center. Diversity calculations for areas smaller than
a wire center are a challenge.
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Establishing the zones is just the first step of the deaveraging process. Once the
zones are established, the cost of service for each wire center must be determined
and pooled into the appropriate category based on the access line density of the
wire center.1 3 0  In Greater Minnesota, costs should be deaveraged below the wire
center level, based on a town/country distinction.1 3 1  Then, the costs of these wire
centers and rural areas should be averaged within each cost zone to achieve the
deaveraged rate for all of the wire centers or rural areas within that zone. There is
still a certain degree of rate averaging occurring, even under this proposed for-
mula. But there will always be some degree of rate averaging because it is practi-
cally infeasible to attain absolute precision in matching price with cost. In a
perfect world, the price of service would equal the cost of service on a per access
line basis. However, determining the actual cost of service per access line would
be a painstaking, time consuming effort. There are no cost models which can
pinpoint costs to this level of accuracy. To deaverage at a level above the wire
center, as some parties have suggested, would create unpalatable anomalies. For
example, neighbors in an urban or suburban area may be served by different wire
centers. If deaveraged rates were calculated at the wire center level, these two
neighbors could easily end up paying two different rates for telephone service
from the same company. The Ventura Administration approach achieves a rea-
sonable degree of rate uniformity. More importantly, it achieves the goal of elimi-
nating implicit urban to rural cross-subsidies in a manner which can be
implemented by the MPUC and the MDOC with administrative efficiency. Fi-
nally, reasonable precision in deaveraging rates will result in further administra-
tive efficiencies in the long run because universal service subsidies will be more
easily calculable and portable in competitive areas.

c. The MPUC Should Be Directed to Establish Deaveraged Wholesale Rates Upon
the Effective Operation Date of the State Universal Service Program.

In order to expedite the elimination of competitive barriers caused by rate averag-
ing, the Ventura Administration believes the MPUC should be directed to com-
plete proceedings to deaverage the wholesale rates in Minnesota in accordance
with the principles described above. This process should be implemented with as
little rulemaking as possible.1 3 2  Deaveraged wholesale rates should become effec-
tive upon the effective operation date of the State Universal Service Program.

                                          
1 3 0  "Wire center" means “the location where the telephone company terminates subscriber outside cable plant (i.e. their
local lines) with the necessary testing facilities to maintain them.” A wire center may have one or more public exchanges
or switches. A customer could get telephone service from one, several or all of these switches without paying additional
costs. Newton's Telecom Dictionary at 884.
1 3 1      See    In re Petition for Agreement With Designation of rural Company Eligible Telecommunications Carrier Service Ar-
eas and for Approval of the Use of Disaggregation of Study Areas for the Purpose of Distributing Portable Federal Univer-
sal Service Support, Memorandum Opinion and Order, CC Docket No. 96-45 (FCC Sept. 9, 1999); Minnesota Geographic
Deaveraging Docket, Reply Comments of the MIC and Frontier (July 16, 1999).
1 3 2  There are several rule making dockets that have stagnated for a variety of reasons. For example, the MPUC, at the urg-
ing of the parties has chosen not to move ahead with geographic deaveraging or a state universal service plan until the
FCC finishes its rulemaking process for universal service. As discussed previously, the FCC may not be done with its
universal service rulemaking until 2001. The Ventura Administration believes this is too long to wait.
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d. The Deaveraged Rates/Costs Established Pursuant to the Legislature’s Directive
Should be Mandated for Other Applications.

Shortly after the adoption of the 1996 Act, the MPUC commenced a docket to de-
termine the generic cost of unbundled network elements. The costs established in
this docket are to be used as the basis for U S WEST’s provisioning of unbundled
network elements to competitors like MCIMetro, AT&T, and McLeod USA. The
MDOC assessed nearly $450,000 in expenses on this case, and over 8,000 hours of
professional time, in addition to the time, effort, and cost that the OAG-RUD,
CLEC community, and other stakeholders invested. Sadly, as of the date of this
Plan, the generic cost docket has still not finally concluded.

One of the key elements at stake in this case is the wholesale cost of the local
loop. The MDOC believes the expensive cost model developed for determining
the costs of UNEs, including the local loop, should also be used for the purposes
of establishing costs in other regulatory contexts, including geographic deaverag-
ing. It only makes common sense that given the public resources that went into
the establishment of this cost model, and the litigation costs of all parties, that as
much utility as possible be made out of the results produced by that model. Pres-
ently, the MDOC is faced with the prospect of having to litigate the development
or use of a cost model in the context of geographic deaveraging.

To avoid further prolonging of the arrival of competition throughout the State, the
Ventura Administration believes that the costs established at the wire center
which are pooled into cost zones for the purposes of calculating deaveraged
wholesale rates, must be used in three other contexts: (i) establishing unbundled
loop rates for each wire center; (ii) setting the price floor for retail deaveraging
when requested by Qualified Companies;1 3 3  and (iii) calculating a cost basis for
universal service subsidies.

Telephone companies and regulators will have an incentive to estimate costs as
objectively as possible under the Ventura Administration’s proposed framework.
The higher the cost, the greater the universal service support for the company. At
the same time, the downward pressure on costs will promote local competition
because CLECs will see lower prices for UNEs. Finally, a lower economic cost
will allow ILECs increased pricing flexibility under the Ventura Administration’s
proposed local regulatory framework.1 3 4 

2. Access Charge Reform

a. Implicit Cross-Subsidies Embedded in the Intrastate Access Charge Structure
Must Be Eliminated.

Access rates have been used to provide an implicit subsidy to support the cost of
providing other services. High access prices have resulted in higher toll rates.
Thus, consumers have been paying too much for toll service, or have chosen not
to make toll calls because of the price. The market inefficiencies resulting from
this government sanctioned implicit cross subsidy produce results that are not re-
flective of a free market environment. To the extent that access charges exceed

                                          
1 3 3      See    section VIII, pp. 94-96, Table 15, and Figure 1 on page 106, on local competition for discussion of Qualified Com-
panies under the Ventura Administration’s proposed local regulatory framework.
1 3 4      See       id.   
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their underlying costs, interexchange carriers will have higher service costs and
customers will have higher toll rates. Because the purchasing decisions of con-
sumers for long distance service are based on rates, high rates repress demand for
toll service. Further, companies with high toll usage may expend capital to by-
pass LEC facilities, which they might not otherwise do if toll rates were priced at
cost. This is a wasteful use of capital investment that could be better used to
promote other goals of the State.

ILECs and CLECs also use access charges to place undue hardships on their po-
tential competitors for local service. When an ILEC or CLEC provides interex-
change service, customers of the ILEC or CLEC for local service are likely to be
customers of the same company for interexchange service. This is particularly
true in the case of CLECs. Since U S WEST is not yet permitted to provide inter-
exchange service, CLECs have been promoting their services by packaging local
and long distance services. A practice of the CLECs is to charge high rates to ter-
minate calls to their local customers. Because customers subscribe to the CLEC
for both local and long distance services, the CLEC may have low originating
rates but high terminating rates. Because other carriers will be forced to pay the
terminating rates of the CLEC for a call originating from a customer served by a
different local carrier, a CLEC with high terminating access rates can create a fi-
nancial hardship for its competitors.

Current Minnesota law actually sanctions these market inefficiencies by requiring
long distance companies to pay the LEC to use the local loop.135 This law essen-
tially mandates the imposition of the CCLC in Minnesota, which as explained
above has no cost basis. Because there is no incremental cost associated with the
loop with respect to usage, this statute results in long distance companies, and
consumers through toll rates, implicitly subsidizing the cost of consumers to ac-
cess the network. Elimination of this requirement would promote the Ventura
Administration policy objective of replacing implicit subsidies with explicit sup-
port. However, in a monopoly environment, the local switching and transport
elements could still be priced significantly higher than cost if the CLEC is elimi-
nated. This cross-subsidy would cause the same inefficiencies in the marketplace
that existed with the CCLC. To ensure that all implicit subsidies are eliminated,
the Ventura Administration favors a law that prohibits long distance carriers from
subsidizing the cost of the local loop. It must be emphasized, however, that when
this implicit subsidy is removed, telephone service to high cost areas will not be
affordable in the absence of some other form of subsidy program. The universal
service program should provide explicit support to high cost areas to make up
this difference.136

The intrastate markets can be made more efficient by reducing access charges to
bring prices closer to long run incremental cost. Access services should be priced
appropriately to create a level playing field for competitors of both local and long
distance services.

The chart below provides the Ventura Administration’s rough estimate of the
economic impact this proposal would have on local telephone companies:

                                          
1 3 5  Minn. Stat. § 237.12, Subd. 3.
1 3 6      See    discussion at pp. 66-68.
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Company Annual Access Reform Impact1 3 7 

U S WEST $15,000,000
GTE $8,000,000
Sprint/United $7,500,000
Frontier $6,000,000
Independents $57,386,307
Total $93,886,307

b. Access Charges Relate to Essential Service and Thus Fall Under Either Category I
(Non-Qualified Company) or Category II (Qualified Company) Under the Ventura
Administration’s Proposed Local Regulatory Framework.1 3 8 

While long distance telephone companies have an incentive to reduce or elimi-
nate any subsidies currently being made to local service rates through price in-
creases, there are not currently forces in the intrastate marketplace strong enough
to push access service prices all the way to cost. Interexchange carriers are cur-
rently captive to the access charges of the LEC, particularly for terminating ac-
cess. When a customer selects an interexchange carrier to place a toll call, the
carrier is billed the access charges of the LEC. To avoid high access prices, an in-
terexchange carrier would need to bypass the facilities of the LEC. This is possi-
ble for originating traffic, but unless the customer has sufficient traffic to pay for
the additional costs that will be incurred, such a configuration is not economi-
cally feasible. For terminating traffic, there is less opportunity to bypass the LEC
facilities because the call is carried by the carrier selected by the customer origi-
nating the call. While bypass of terminating traffic is possible in some circum-
stances, it is uncommon. Because the interexchange carrier is generally unable to
select the local service provider of the customer, the interexchange carriers are a
captive market where exploitation by ILECs and CLECs is possible, and indeed
has been the practice in the past.

There is little or no difference in cost for the local company to originate or termi-
nate a call that is local versus long distance. Further, the local company should
be indifferent as to whether a call that terminates to one of its customers origi-
nated in the same local calling area or not. However, the pricing structure that is
currently in place is different for calls that are local and calls that are long dis-
tance. Local calls are subject to the fees specified in the local interconnection
agreements or in the company’s tariffs as local termination charges. Long distance
calls are subject to tariffed access charges. This pricing structure creates perverse
incentives for the companies operating in the telecommunications market.

                                          
1 3 7  These calculations are rough.  For U S WEST, the figure is based only on elimination of the Common Carrier Line
Charge. U S WEST’s costs for transport and switching are in line with cost due to their AFOR Plan. Estimates for GTE and
Frontier are based on 1997 switched access data, as well as the elimination of the CCL. Estimates for Sprint are based on
data filed for Sprint’s January 1999 access rate reduction pursuant to their AFOR Plan. Estimates for independent tele-
phone companies are based on 1995 minutes of use, multiplied by a 20% growth factor to reflect Year 2000 use. All esti-
mates assume switching rates of $.01 per minute for origination and termination, and $.01 per minute for transport.
1 3 8      See    section VIII of this Plan, at pp. 94-98 and Figure 1 at p. 106.
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An example of what may occur if access charges are not driven towards cost for
LECs is that interexchange carriers may choose not to serve those areas where
they cannot make a reasonable profit. Past regulatory policies have not permitted
interexchange carriers to exit a market within Minnesota without MPUC ap-
proval. Also, since interexchange carriers have had considerable profit margins,
exchanges with high access charges and with low volume did not warrant a sig-
nificant amount of concern by interexchange carriers. However, as competition
continues to intensify and excess contributions are squeezed out of the prices
charged to consumers, interexchange carriers will choose not to serve the areas
with high access charges unless they are permitted to charge higher toll rates to
the customers in those areas. State law now requires long distance carriers to of-
fer services statewide.1 3 9 

Finally, there has been significant controversy on whether calls placed over the
internet should be assessed access charges. ILECs should be indifferent as to
whether a call is local, toll, or to a local internet provider. So should be the
State’s regulatory framework. To eliminate the anti-competitive conduct that is
possible with the current access structure and to help enable consumers to make
purchasing decisions based on the costs their decisions will impose on the sys-
tem, the charges for the functions provided by the LEC should be priced at cost
and should not differ based on the technological platform being used to provide
service by the interconnecting company.

To ensure a level competitive playing field, accountability and fairness to con-
sumers, access services should be regulated under either Category I or Category II
of the Ventura Administration’s local service regulatory framework described in
section VIII below.

c. Access Charge Reductions Will Not Necessarily Be Revenue Neutral to ILECs.

Access charge reform will mean that ILECs will want to either increase local serv-
ice rates to achieve desired rates of return, or recover the lost access contribution
from the state universal service fund. However, neither ILECs nor any other com-
pany should be entitled to a public subsidy. Under the proposed Ventura Ad-
ministration universal service plan, companies will need to demonstrate that
their high cost of service warrants the receipt of a public subsidy.1 4 0  Being small
provides no excuse for not being accountable to consumers.

The actual amount of access charge reductions and the resulting universal service
support cannot feasibly be determined by the Legislature. The Legislature, how-
ever, can provide the MPUC with specific standards and directions to apply in
determining the exact access charge reduction amount, and the amount of univer-
sal service subsidy that an ETC should receive. The Ventura Administration be-
lieves that these tasks should occur sooner rather than later. There is no reason to
wait for the FCC to act. The Ventura Administration recommends that the Legis-
lature direct the MPUC to complete a proceeding to reduce access charges to eco-
nomic cost. Since the termination of local traffic should also be at cost, the fee to
terminate local, long distance or internet traffic should be the same. Interconnec-
tion agreements should address the reciprocal compensation of the companies.

                                          
1 3 9  Minn. Stat. § 237.74, Subd. 2.
1 4 0      See    discussion at pp. 66-68.
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Where interconnection agreements are not established, a single cost based charge
should be used for the origination and termination of all traffic, irrespective of
whether it will eventually terminate with the local calling area. Price ceilings
would be set at this amount and could be increased by the MPUC upon a showing
that “actual competition” exists for these services.1 4 1 

3. High Cost Fund

a. Federal Law and Sound Public Policy Require That Rates for Essential Telecom-
munications Services in High Cost Areas in Minnesota Be Reasonably Compara-
ble to Rates Paid in Urban or Suburban Areas After Implicit Subsidies Are
Removed From Rate Structure.

Section 254 of the 1996 Act requires that consumers in rural, insular, and high
cost areas have access to telecommunications and information services, including
interexchange services and advanced telecommunications and information serv-
ices, that are reasonably comparable to those services provided in urban areas
and that are available at rates that are reasonably comparable to rates charged for
similar services in urban areas. The Ventura Administration believes Congress’
use of the term “access” is significant. It is clear that when implicit subsidies are
removed from the telecommunications rate structure in Minnesota, without uni-
versal support, the cost of essential local telephone services will increase dra-
matically. Thus, without a subsidy, the high cost of providing service to these
areas, creates a barrier to access of these services. In order to keep rates for essen-
tial telephone services in high cost areas reasonably comparable to those charged
in urban areas, as required by federal law, universal service subsidies must sup-
port the provision of essential telephone services in those areas.

There are also good public policy reasons for ensuring that rates for essential
telecommunications services are affordable in Greater Minnesota. The availability
of affordable basic telecommunications services is critical to the economic sur-
vival of Greater Minnesota. Access to affordable telecommunications services is
vital to commerce, health care, education, and community life. Without access to
basic telecommunications services, residents in Greater Minnesota would have
no access to emergency 911 services and would be unable to place local or long
distance calls to reach family members. Affordable telecommunications reduces
the “cost of distance” for Greater Minnesota.1 4 2  E-mail, distance learning pro-
grams, and telecommuting applications offer residents in Greater Minnesota the
ability to reduce the time and cost involved in traveling and provide residents
economic opportunities not otherwise available to Greater Minnesota.

Citizens in Greater Minnesota are demanding these types of services.  In discus-
sions with rural community representatives at public forums, and through corre-
spondence, the message is getting through to the Ventura Administration that
these services are not just nice to have; they are vital to the long-term survival of
Greater Minnesota.

                                          
1 4 1       See    discussion at pp. 95-96.
1 4 2  M. Werner, "Providing Access to Information/Communications Technology for Rural Minnesota – Preliminary Report"
(Center for Rural Policy and Development October 1999).
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Consistent with the need to make implicit subsidies explicit, state law should
more explicitly reflect Minnesota’s commitment to invest in rural economic de-
velopment. The state’s definition of universal service should be revised to reflect
this commitment. Moreover, the state should not wait for the FCC to act on uni-
versal service for small telephone companies. Greater Minnesota cannot wait. The
Legislature should communicate a sense of urgency to the MPUC to develop a
state universal service plan that addresses Greater Minnesota’s burgeoning de-
mand for telecommunications infrastructure and services.

b. Services to be Supported by the High Cost Fund

Federal law requires that, at minimum, the state’s universal service fund support
the nine services described above.1 4 3  In addition, the Ventura Administration be-
lieves that the following items should also be supported:

i. All ETCs should provide long distance carriers equal access to customers. Re-
quiring ETCs to provide equal access will ensure the continuation of robust
competition for long distance services in the State. Long distance competition
can only occur when end-users have a choice of long distance companies.1 4 4 

ii. Statewide telecommunications relay service. The Telecommunications Access
for Hearing Impaired Persons (TACIP) is federally mandated and one of the
most essential of all Minnesota’s programs serving people with hearing loss,
speech impediments, and mobility difficulties.1 4 5  In order to assure that essen-
tial telecommunications services are available to all Minnesotans, all ETCs
should continue to be required to provide the state relay service.

iii. Access to facilities capable of providing voice-grade service and high-speed
data services of at least 256 Kbps to residential customers. Section 254 of the
1996 Act requires that consumers in rural, insular, and high cost areas have
access to telecommunications and information services, including . . . ad-
vanced telecommunications and information services, that are reasonably
comparable to those services provided in urban areas and that are available at
rates that are reasonably comparable to rates charged for similar services in
urban areas. Advanced services, as defined under federal law include high-
speed data services.1 4 6  Maps 5 and 13 demonstrate that while access to high-
speed services is arriving in urban areas through technologies such as DSL
and cable modem service, access to high-speed services is not available in
most of Greater Minnesota. Although many telephone companies commented
on their infrastructure inventory forms that they were planning to add high-

                                          
1 4 3      See    pp. 43-44.
1 4 4      Order Granting Certificate of Authority to Provide Equal Access Services In re Minnesota Independent Equal Access
Corporation's Application for a Certificate of Public Convenience and Necessity    , Docket No. P3007/NA-89-76 at 2 (MPUC
Jan. 10, 1991).
1 4 5  During the past several years, members of Minnesota's deaf community have objected to the use of the word "impaired"
within the context of the state program entitled TACIP. Although the TACIP statute (237.50) contains numerous refer-
ences to impaired persons, constituents are concerned primarily with the use of the word impaired in the program's offi-
cial title. Therefore, the Ventura Administration proposes changing the official title of the program to
Telecommunications Access Minnesota (TAM). The State of Maryland successfully addressed a similar situation by
changing Maryland's program title to Telecommunications Access of Maryland.
1 4 6      See    Appendix F.
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speed service capabilities, there are no guarantees that access to such services
will ever be offered. The Ventura Administration believes that if a telecom-
munications company receives public subsidies, that company should have
an obligation to invest that subsidy in advanced services which will contrib-
ute to the health and vitality of Greater Minnesota.

In order to receive any support, an ETC must demonstrate that it is able and willing
to provide all of the above listed services throughout its designated service area.1 4 7 

This means that the MPUC’s blanket designation of all KECs as ETCs should be re-
voked by the Legislature. All companies must certify that they meet the proposed
ETC criteria. The service area should be determined on the basis of an ETC service
area at the time they apply for ETC designation.1 4 8  The receipt of a public subsidy
should carry with it more than the obligation to provide a minimal level of telephone
service. Some telephone companies, particularly the smaller independent telephone
companies have used the implicit subsidies they receive through access charges to
reinvest in their communities. Many such companies are upgrading plant and
equipment to provide high-speed data services. However, Minnesotans should expect
the same commitment from all telephone companies if they are to receive a public
subsidy to do business, and should not have to pay monopoly rates for basic tele-
phone services in order to finance investment in advanced technology. The survival
of Greater Minnesota depends on this investment. If a company receives a public
subsidy, it should have a legal obligation to invest in Greater Minnesota’s future by
serving all customers within their designated service area.

The Ventura Administration also recommends that universal service support only
primary residential telephone lines. Access to affordable telecommunications serv-
ices does not require subsidization of multiple lines per home. The objective of the
universal service fund is access to essential telecommunications services reasonably
comparable to that available in urban areas. Secondary lines for residences are not
essential services. Further, the Ventura Administration proposes using a $1 per num-
ber charge on telephone numbers to subsidize the cost of essential telecommunica-
tions services for rural businesses. The Ventura Administration estimates that this
charge will raise $240 million per year for support of rural businesses. The line
charge would also serve the dual function of deterring the waste of telephone num-
bers by ILECs.1 4 9  The Ventura Administration believes this subsidy will help rural
communities attract and retain businesses, improving the economic vitality of
Greater Minnesota.

4. Low-income Support

a. Federal Law and Sound Public Policy Require that Universal Service Funds Keep
the Cost of Basic Telecommunications Services Affordable to the State’s Poor.

One of the bedrock principles of the 1996 Act and the Ventura Administration is
to ensure that quality services are available to low-income consumers at just, rea-
sonable, and affordable rates.1 5 0  Section 254(b) of the 1996 Act specifically states
that consumers in all regions of the nation, including low-income consumers,

                                          
1 4 7  47 U.S.C. §214(e)(1).
1 4 8      See    Initial Brief of the MDOC, MCC Petition, Docket No. P5695/M-98-1285 at 42 (MPUC July 19, 1999).
1 4 9  See discussion at pp. 126-127.
1 5 0  47 U.S.C. § 254(b)(1).
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should have access to telecommunications and information services, including
interexchange services and advanced telecommunications and information serv-
ices.1 5 1  The Ventura Administration believes that these provisions require the
maintenance of a fund which offsets the cost of basic local telephone service to
low-income consumers.

b. The State TAP Statute Must Be Re-written to Comply With FCC Lifeline Eligibil-
ity Criteria.

The state must ensure that residents who qualify for federal Lifeline assistance
obtain the full amount of the federal subsidy available. There are currently ap-
proximately 43,900 residents in Minnesota who qualify for TAP. The Minnesota
Department of Human Services (MDHS) estimates that an additional residents
would qualify for TAP and the federal Lifeline program if the State’s eligibility
criteria were modified to conform to the federal eligibility criteria. Because of the
State’s non-compliance with the federal Lifeline eligibility criteria, Minnesotans
are losing out on $9.5 million in support each year.

However, changing the criteria using 150% of federal poverty guidelines as the
qualifying factor to match the federal criteria would increase the number of resi-
dents who are eligible for TAP. Persons would no longer need to demonstrate
they are disabled or 65 or older in order to qualify for the TAP program if Minne-
sota law is changed to conform to the FCC’s rules. As of Spring 1997, there were
283,000 households in Minnesota who have telephones, whose income is below
150% of federal poverty guidelines, and were eligible for federal Lifeline assis-
tance. Based on estimates supplied by MDHS, conforming the state law to the
federal rule would increase the number of residents eligible for Lifeline support,
and consequently the TAP program by 119,500 households. This estimate is
reached based on the following calculation:

Number of Households Eligible for Federal Lifeline Assistance 283,0001 5 2 

Less Number of Households Currently Enrolled in TAP 43,9001 5 3 

Equals Total Number of Additional Households Eligible for TAP
and Federal Lifeline Matching Funds

239,100

Assumed “Take Rate” 50%
Equals Estimated Number of Additional Households that would
Participate in TAP and Federal Lifeline Matching Funds if Law
were Changed

119,550

Table 9 - Estimated Increase in TAP Participants if State Law Changed to be Consistent with Federal Law

Assuming both the State TAP program and the federal Lifeline program remained
at current funding levels, the total economic impact on Minnesota is calculated
below:

                                          
1 5 1  47 U.S.C. § 254(b)(2).
1 5 2  MDHS estimate.
1 5 3      See    Comments of the MDPS in re Annual Consideration of Possible Changes in the TAP Surcharge and TAP State
Credit for Calendar Year 1999, Exhibit A, MPUC Docket No. P-999/CI-98-1720 (May 6, 1999).
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Benefit
Amount per

month
Number of
households

Total monthly
economic

impact

Annualized
economic

impact
Current State TAP Benefit
Non-lifeline participants
Lifeline participants
Total

$5.25
$1.75

17,560
26,340
43,900

$92,190
$46,095

$138,285

$1,106,280
$553,140

$1,659,420
TAP if State Law Changed
Current Participants
Additional Participants
Total

$3.50
$3.50

43,900
119,550
163,450

$153,650
$418,425
$527,075

$1,843,800
$5,021,100
$6,864,900

State TAP Funding if Law
Changed
Benefits
Administrative Costs1 5 4 

$5,205,480
$266,000

Current Federal Lifeline Support
Current Lifeline & TAP partici-
pants
Lifeline recipients not receiving
TAP

$5.25
$5.25

26,340
40,000
66,340

$138,285
$210,000
$348,285

$1,659,420
$2,520,000
$4,179,420

Potential Federal Support if state
law changed (at estimated take
rate)

$7.00 163,450 $1,144,150 $13,729,800

Increase in Federal Support if
state law changes $9,550,380
Total Low-Income Support if
State Law Changed $20,594,700

Table 10 - Economic Impact if State Law Changed to Capture Additional Federal Funding

In other words, Minnesota is losing out on over $9.5 million in federal Lifeline
matching support due to the state law’s non-conformance with the FCC Lifeline
eligibility criteria. Under current federal matching fund levels, the State would
need to invest an additional $5.2 million to qualify Minnesota low-income con-
sumers for the federal money.

The Ventura Administration recommends that the state law be changed to con-
form to the federal Lifeline eligibility criteria, and that the Legislature initially set
the TAP credit at a level of $3.50 per month. This approach provides the “opti-
mum level of return” with respect to Minnesota’s investment in the TAP fund.
Under the Ventura Administration’s proposal, an additional $5.2 million in state
investment over current TAP funding levels results in an additional $9.5 million
of federal support to low-income consumers compared to the amount that is
available to low-income consumers today. These changes in the law will further
the goals of Congress and the Ventura Administration to ensure that quality, af-
fordable telecommunications services are available to all Minnesotans regardless
of income level.

5. Funding Universal Service

                                          
1 5 4  In order for MDHS to enroll and certify eligibility for an additional 119,500 applicants, administrative costs will in-
crease. MDHS presently receives $314,000 annually for TAP administrative expenses. It is anticipated that with start up
costs, the TAP administrative budget would need to be increased by $266,000 to $580,000 in the first year of operation.
After the first year the TAP administrative budget will reduce to $530,000.
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a. Supporting Minnesota’s Telecommunications Infrastructure Should Be Accom-
plished Through Explicit Subsidies Approved By Elected Representatives.

One of the overriding principles of the 1996 Act and the Ventura Administration
is that historical implicit subsidies embedded in the traditional rate structure of
the telecommunications services industry should be made explicit.1 5 5  The
Ventura Administration’s positions on access charge reform and geographic
deaveraging explained above provide the Legislature with recommendations on
how implicit subsidies should be eliminated. However, the removal of implicit
subsidies takes care of only half the issue. Once implicit subsidies are removed,
they must be replaced with a “specific, predictable, and sufficient” system of ex-
plicit subsidies to ensure that rates in Greater Minnesota are reasonably compara-
ble to those in urban areas of the State.

In general, the Ventura Administration believes that social goals, such as univer-
sal service, should be programs shaped and funded out of dollars approved by the
Legislature, just as other state social programs are shaped and funded. Moreover,
given the amount of money involved in the state universal service program, the
Ventura Administration strongly believes that decisions on the amount of the
funding and the manner in which it is spent should be decided by elected repre-
sentatives, not the MPUC. The Ventura Administration acknowledges the risk
this adds to achieving the federal requirement that rates in rural and urban areas
be reasonably comparable. However, the Ventura Administration is confident that
the Legislature will ensure that the MUSF remains funded at levels that do not
place the State at risk of violating federal law.

Congress and the FCC have already made some of these decisions for the State.
The decision on how much should be collected and for what purposes universal
service funds can be used can be made by the Legislature. Section 254 of the 1996
Act provides:

A State may adopt regulations not inconsistent with the
Commission’s rules to preserve and advance universal serv-
ice. Every telecommunications carrier that provides intra-
state telecommunications services shall contribute, on an
equitable and nondiscriminatory basis, in a manner deter-
mined by the State to the preservation and advancement of
universal service in that State. A State may adopt regula-
tions to provide for additional definitions and standards to
preserve and advance universal service within that State
only to the extent that such regulations adopt additional
specific, predictable, and sufficient mechanisms to support
such definitions or standards that do not rely on or burden
Federal universal service support mechanisms (emphasis
added).1 5 6 

This section requires telecommunications providers, not consumers, to contribute
to the establishment and maintenance of a universal service fund. The FCC has

                                          
1 5 5  47 U.S.C. § 254(d)-(e); Joint Explanatory Statement of the Committee of the Conference (H.R. Rep. No. 458, 104th
Cong., 2d Sess.) (Joint Explanatory Statement) at 131.
1 5 6  47 U.S.C. §254(f)
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ruled that carriers should be allowed the flexibility to decide how they should re-
cover their universal service contributions.1 5 7  The FCC found that as telecommu-
nications carriers and providers begin merging telecommunications products into
single offerings (e.g. package prices for local and long distance service), they will
offer bundled services and new pricing options. The FCC found that mandating
recovery through an assessment on telecommunications service providers based
on end-user revenue would eliminate carriers’ pricing flexibility to the detriment
of consumers.

The Ventura Administration recommends that the Legislature fund the state uni-
versal service program through legislatively approved assessments on telecom-
munications service providers based on end user charges. This mechanism allows
the decision of how much should be spent on universal service to be made by
elected representatives, while at the same time not resulting in a state mandated
increase in rates for telecommunications services. The law should require the
MPUC to report to the Legislature annually on the status of the MUSF and the
Legislature should be required to make adjustments to the fund to ensure that
universal service principles under the 1996 Act are capable of being upheld,
given the health of the fund as reported by the MPUC. This allows the Legislature
to more adequately predict how much funding is required and ensure that a suffi-
cient amount is allowed each year, taking into account changes in technology and
the marketplace. The Ventura Administration’s proposed method would allow
telecommunications carriers discretion in determining whether and how much of
the assessment to pass on to subscribers.

It should be emphasized that the proposed MUSF funding program does not in-
volve the use of State tax dollars.  While the charge operates like a tax, it does not
go into the general fund.  Rather, the fund would be collected by the Department
of Administration and distributed by the MPUC based on the principles provided
by the Legislature.

b. State Universal Service Funding Formula

There should be two primary components to the state universal service program:
(i) the high cost fund; and (ii) low-income support.

i. High Cost Fund

The high cost fund will need to be large enough to support the cost of provid-
ing basic telephone service to Greater Minnesota after the elimination of rate
averaging and after reduction of access charges to economic cost. The high
cost fund should support the provision of basic telephone services to high
cost areas, but only to the extent that it: (i) keeps rates for essential telecom-
munications services at levels reasonably comparable to those paid in urban
areas; and (ii) provides telephone companies the capital needed to invest in
infrastructure that provides access to advanced telecommunications services
in Greater Minnesota.

It is impossible to state with precision how large the state high cost fund
needs to be to achieve the goals of the Ventura Administration. In the world of
telecommunications econometrics, depending from which advocacy perspec-

                                          
1 5 7  Universal Service Order, at ¶853.
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tive an economist comes from, one can obtain two completely different an-
swers to the same question: What is the economic cost of service? Despite vex-
ing anachronistic conundrums caused by the fundamental change in
regulatory philosophy about the use of forward-looking versus embedded
costs in the telecommunications regulatory context, Congress has chosen to
base its local competition and universal service rules on forward-looking cost
methodologies. The State just spent nearly $500,000 litigating the HAI cost
model, which uses a forward-looking methodology. This investment should
not be wasted. The Ventura Administration believes that economic cost
should be determined on the basis of a forward-looking cost methodology.

Because economic cost is such a vital concept to telecommunications regula-
tion in a marketplace which is undergoing such radical changes in structure,
and because the cost models by which economic cost is measured are by na-
ture hypothetical and inexact, and because of the large amounts of money at
stake, the Ventura Administration recommends that the Legislature provide as
specific direction to the regulatory agencies as possible with respect to how
universal service support is funded and paid out. The Ventura Administration
believes the Legislature, not the MPUC, should develop the formula for de-
termining the amount of high cost universal service support that each ETC
will receive. The MPUC should implement the formula based on direction
from the Legislature.

The Ventura Administration believes that high cost support should be pro-
vided to ETCs whose cost of service exceeds a statewide average cost of serv-
ice, all determined using the HAI economic cost model to estimate the Total
Element Long Run Incremental Cost (TELRIC) of service. ETCs whose wire
center cost, applying the HAI model, exceeds the statewide average cost
should receive a subsidy from the high cost fund equal to the amount of the
excess. The concept of a benchmark to establish an amount above the state-
wide average cost is reasonable because it provides public acceptance of what
is “high cost.” It is also necessary in order to calculate a reasonably sized
MUSF. ETCs with wire center costs below the statewide average, will not re-
ceive a subsidy. Thus, for companies like U S WEST, their higher cost ex-
changes will generate a USF subsidy. Their lower cost exchanges will not.
Any money received from the federal universal service plan by an ETC should
offset any support otherwise due from the state USF program.

The Ventura Administration proposes using the following method for calcu-
lating the estimated high cost funding requirement:

1. Economic cost models provide the most accurate updated estimates of
TELRIC. The economic cost for every exchange in Minnesota should be es-
timated using this methodology.

2. Economic cost models should be run to calculate a statewide average cost
of service. For example, the statewide average calculated by MDOC for U S
WEST’s local loop is $17.87.

3. Wire centers or rural area cluster costs should be calculated for all of Min-
nesota.
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4. The wire center or rural area cluster costs should be subtracted from the
statewide average cost to produce a high cost universal service funding re-
quirement.

5. The wire center or cluster funding requirements will be added to obtain an
estimate of the total amount of the State high cost fund requirement.

6. Estimated amounts of high cost support from the federal program will off-
set the total amount required from the State fund.

The Ventura Administration believes that the HAI model best estimates cost
based on the most efficient network technology available today. Thus, the
ability of an ETC to provide access to advanced telecommunications services
is built into the HAI cost model.

Below, the Ventura Administration has set out a ball park estimate of the re-
quired funding for the MUSF. This estimate is based on the Ventura Admini-
stration’s proposed formula, except that economic costs could not be
calculated for each wire center. To estimate economic cost by wire center, the
Work Team used nine density zones created on the HAI cost model. The
model attributes an economic cost to each density zone. Using census block
data researched by Minnesota Planning, the Ventura Administration was able
to calculate the number of actual households in each one of these density
ranges to complete Step 4 outlined above.1 5 8   This calculation yields the fol-
lowing estimate of the annual funding required for the MUSF:1 5 9 

                                          
1 5 8  The number of households per square mile was presumed to correlate closely with the number of access lines per
square mile.
1 5 9  The Ventura Administration has attached the raw data, a spreadsheet showing the fund estimate calculations, and a
map of the household density calculations, for each of the nine HAI density zones as Appendix G to this Plan.
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Estimated Aggregate Excess of Wire Center
Cost Over Statewide Average Cost

$294,585,492

Less Federal High Cost Support $40,452,720
Total Estimated High Cost Fund Requirement $254,132,772

Table 11 - Proposed High Cost Funding

ii. Low-income Fund

The Ventura Administration recommends that the state law be brought into
conformance with federal law regarding eligibility for federal Lifeline assis-
tance. In conjunction with that change, the Ventura Administration recom-
mends initially setting the amount of the State TAP credit at $3.50 per
customer. The Ventura Administration has reviewed above the economic im-
pact it believes its proposal will have. The Ventura Administration recom-
mends that $7 million be collected from all “telecommunications service”
providers in the State and reserved in the state universal service fund for dis-
tribution to residents meeting the FCC’s Lifeline eligibility criteria. The State
should provide a $3.50 credit to any resident meeting the FCC’s Lifeline eligi-
bility criteria.

iii. State Universal Service Fund Assessment

The Ventura Administration’s estimated funding requirement for the high cost
fund is $254.1 million (rounded). The Ventura Administration also proposes a
$1 per phone number charge assessed on telecommunications service provid-
ers to raise an additional $240 million for support of essential telecommunica-
tions services to rural businesses. It must be emphasized that these figures are
estimates and may be subject to revision later. The estimated funding re-
quirement for the low-income fund will be $5.2 million. This creates a total
estimated state universal service program funding requirement of approxi-
mately $499.3 million per year. These estimates are summarized in the table
below.

State USF Component Required Funding
Estimate

High Cost Fund $254.1 million
Support for Rural

Business
$240 million

Low-income Fund $5.2 million
TOTAL STATE USF $499.3 million

Table 13 - State USF Funding Estimates

The Ventura Administration recommends that the state universal service pro-
gram be funded through contributions from all providers of telecommunica-
tions services in the state based on end user revenue. Federal law allows, and
principles of competitive neutrality dictate that all providers of telecommuni-
cations services in the State, including wireless carriers and cable operators,
contribute to the State universal service program. The decision to include all
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providers of telecommunications services is consistent with the Ventura Ad-
ministration’s principle of technology neutrality.

Basing contributions on end-user revenues, rather than gross revenues, is
competitively neutral because it eliminates the problem of double counting
revenues. Double counting disadvantages resellers. For example, assuming a
10% USF contribution rate on gross revenues, if Frontier sells $200.00 worth
of telecommunications services directly to a customer, its contribution would
be $20.00. If the reseller buys $180.00 worth of wholesale services from Fron-
tier and sells the same retail services in competition with Frontier for $200,
the reseller would owe a contribution of $20.00 on these $200 worth of serv-
ices, but would also be required to recover the portion of the $18.00 contribu-
tion that Frontier must make and would likely pass on to the reseller.
Therefore, while Frontier would face $200.00 in service costs and $20.00 in
support costs, the reseller would face $200.00 in service costs and almost cer-
tainly substantially more than $20.00 in support costs.

Given the estimated funding requirements for the universal service fund, the
Ventura Administration believes that the Legislature should initially set the
contribution for telecommunications service providers at 30% of end user
revenue. The Ventura Administration estimates that this percentage will yield
the annual MUSF requirement estimated above. These figures were derived by
dividing the total MUSF costs identified above by the number of access lines
in Minnesota [this count does not include wireless or high-speed data, which
will also be subject to the surcharge – so the 30% is probably a high end esti-
mate], and then extrapolating a surcharge percentage based on statistics esti-
mating the average monthly expenditures of Minnesotans on
telecommunications services, including wireline, broadband, and wireless.

6. Accountability

ETCs should also be held accountable for the universal funding they receive. The
Ventura Administration recommends that ETCs be required to submit annual verifi-
cations to the MPUC that demonstrate that MUSF funds received have been used
solely to offset the costs of supported services.

7. Implementation and Enforcement

The Ventura Administration sees no need to wait to implement the Minnesota Uni-
versal Service Fund (MUSF). The basic framework of the FCC’s universal framework
is sufficiently well constructed to provide states with guidance in developing and
implementing state universal service programs. In fact, several other states, including
California and Nebraska, have finalized state universal service programs. The Legisla-
ture should provide a sense of urgency to the MPUC to implement the MUSF, in ac-
cordance with the Ventura Administration’s proposed framework, within one year of
the effective date of any state telecommunications reform legislation.

The Ventura Administration also believes that if its recommendations are adopted by
the Legislature, the MPUC will have sufficient direction to implement the MUSF
without a rule making process. To avoid the delays caused by rulemakings, the Legis-
lature should specifically authorize the MPUC to implement the MUSF without a
rulemaking.
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C. Recommendations

1. Implicit subsidies in the form of rate averaging and access charges should be re-
placed with explicit subsidies to the extent necessary to support the provision of es-
sential telecommunications services to high cost areas of Minnesota.

2. Geographic deaveraging of wholesale rates in Minnesota should be required under
Minnesota law at every wire center or rural access line cluster in the State.

3. Geographic deaveraging of wholesale rates should not be allowed until the new
MUSF program is in operation.

4. The Legislature should direct the MPUC to establish deaveraged wholesale rates ef-
fective at the same time the MUSF becomes effective.

5. The results of cost studies conducted for the purposes of deaveraging, should have
mandatory cross application to setting rates for UNEs and parameters for fair retail
local competition.

6. Generally, retail deaveraging should not be allowed unless and until underlying
wholesale rates are deaveraged.

7. Implicit subsidies in the form of intrastate access charges should be eliminated.

8. Access charges are services subject to the Ventura Administration’s proposed local
competition regulatory framework.

9. Long distance companies should not be required by law to pay for the local loop
“costs” as is now required by section 237.12, Subd. 3. Further, the law should pro-
hibit ILECs from receiving any implicit subsidy from access charges paid by long
distance companies.

10. Access charges should be driven toward economic cost either through competition
or regulation so that there is no difference in the cost to terminate a local, long dis-
tance or internet call.

11. Revenue neutrality should not be guaranteed to ILECs losing revenue as a result of
intrastate access charge reform.

12. State law should work to assure that rates for and the level of access to essential
telecommunications services in rural areas are reasonably comparable to those in
urban areas after removal of implicit subsidies from the rate structure.

13. State law should more specifically reflect Minnesota’s commitment to the rapid de-
velopment of Greater Minnesota’s advanced and competitive telecommunications
infrastructure.

14. Minnesota should not wait for the FCC to issue universal service rules applicable to
rural carriers before implementing the MUSF. The MPUC should be given a sense of
urgency to implement the MUSF.

15. The MUSF should support the following services for primary residential and busi-
ness lines only: voice grade lines; long distance equal access; state telecommunica-
tions relay services; flat rate local usage; DTMF signaling; single party service; 911
and E911; access to operator service; access to directory assistance; toll limitation
capability.
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16. The MUSF should also support access to high-speed data services at rates of at least
256 Kbps for residents and businesses in high cost areas.

17. All applicants for designation as an Eligible Telecommunications Carrier (ETCs)
must demonstrate an ability and willingness to provide the supported services to
their entire service area.

18. Federal law and sound public policy require that the MUSF keep the cost of essen-
tial telecommunications services affordable for the State’s poor.

19. The statutory framework for the Telephone Assistance Program should be rewritten
to conform with federal Lifeline assistance eligibility criteria.

20. Because residents will be able to obtain a larger credit from the federal government
under the Ventura Administration’s proposed TAP legislation, the amount of the
TAP credit should be set at $3.50.

21. MUSF support should be funded through a system of explicit subsidies approved by
elected representatives.

22. The MPUC should be required to report annually to the Legislature on the health of
the MUSF. The Legislature should be required to review and, if necessary, adjust the
funding amount annually to ensure the fund is capable of assuring that the State
upholds all federal universal service principles under the 1996 Act.

23. The MUSF high cost fund should support high cost areas only to the extent needed
to keep rates reasonably comparable to those paid in urban areas and must include
upgrading networks to provide advanced services to all areas of the State.

24. The MPUC should be directed to implement MUSF based on directions from the
legislature within one year from the effective date of any state telecommunications
regulatory reform statute.

25. High cost support should go only to those exchanges whose cost of service exceeds a
statewide average benchmark cost.

26. The MUSF contributions should be assessed on all telecommunications service pro-
viders, including wireless companies and cable operators based on end-user reve-
nue.

27. Carriers shall be allowed, but not required to pass through the universal service con-
tributions to consumers in their bills.
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VI. LOCAL COMPETITION
A. Background

The Ventura Administration has presented background discussion of the status of local
competition in Minnesota earlier in this Plan.1 6 0  Next, the existing federal and state laws
and regulations governing local telephone competition in Minnesota will be reviewed.
Finally, the Ventura Administration’s analysis and recommendations for local telecom-
munications regulatory reform will be provided.

B. Telecommunications Act of 1996 Local Competition Provisions

1. General Duties of Telecommunications Carriers

All “telecommunications carriers,” as defined under the 1996 Act have a legal duty
to interconnect with the facilities and equipment of other telecommunications carri-
ers.1 6 1  All telecommunications carriers also have a duty not to interfere with the ac-
cessibility of the public switched telephone network (PSTN), or the free flow of
information over the PSTN.1 6 2 

2. Duties of Local Exchange Carriers

Local exchange carriers, which includes both ILECs and CLECs under the 1996 Act,
may not impose unreasonable or discriminatory conditions or limitations on the re-
sale of telecommunications services.1 6 3  Moreover, all LECs must provide local num-
ber portability in accordance with FCC rules.1 6 4  Further, all LECs must provide
“dialing parity” to competing LECs and long distance companies, and provide cus-
tomers of all such providers nondiscriminatory access to telephone numbers, opera-
tor services, directory assistance, and directory listing, with no unreasonable dialing
delays.1 6 5  All LECs also have a duty to establish reciprocal compensation arrange-
ments with each other for the transport and termination of telecommunications. Fi-
nally, all telecommunications carriers have a duty to negotiate interconnection
agreements in good faith.1 6 6 

3. Interconnection Obligations of ILECs

Congress placed special duties on ILECs which are not applicable to CLECs. First,
ILECs have a duty to provide, for the facilities and equipment of any requesting tele-
communications carrier, interconnection with the ILEC’s network for the transmis-
sion, and routing of telephone exchange service and exchange access.1 6 7  ILECs must
allow for this interconnection at any technically feasible point within their networks.
The interconnection must be at least equal in quality to that provided by the ILEC to
itself or to anyone else to whom an ILEC provides interconnection. Finally, the inter-
connection must be provided on rates, terms, and conditions that are just, reasonable,
and nondiscriminatory.

                                          
1 6 0      See    section VIII of this Plan.
1 6 1  47 U.S.C. § 251(a).
1 6 2     Id.    § 256.
1 6 3     Id.    § 251(b).
1 6 4     Id.   
1 6 5  "Dialing parity" is synonymous with equal access.     See    page 128 of this Plan for a discussion of equal access.
1 6 6  47 U.S.C. § 251(c)(1).
1 6 7     Id.    §251(c)(2).
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ILECs must also provide nondiscriminatory access to unbundled network elements
(UNEs) at any technically feasible point on rates, terms, and conditions that are just,
reasonable, and nondiscriminatory. An ILEC must provide UNEs in a manner that al-
lows requesting carriers to combine them in order to provide telecommunications
service. Third, ILECs must offer for resale at wholesale rates any telecommunications
service that the ILEC provides on a retail basis. Fourth, ILECs must provide reason-
able public notice to interconnecting carriers regarding any changes in information
necessary for the transmission and routing of services which use the ILEC’s facilities
or networks. Finally, ILECs must provide, on rates, terms, and conditions that are
just, reasonable, and nondiscriminatory, for physical collocation of equipment neces-
sary for interconnection or access to UNEs at the premises of the ILEC. However, an
ILEC may provide for virtual collocation if the ILEC can demonstrate to the MPUC
that physical collocation is not practical for technical reasons or because of space
limitations.

4. Rural Exemptions

The UNE requirements under section 251(c) of the 1996 Act do not apply to a rural
telephone company until the company has received a bona fide request (BFR) for in-
terconnection, services, or network elements, and the State determines that the re-
quest is not “unduly economically burdensome, is technically feasible, and is
consistent with the universal service provisions of the 1996 Act.”1 6 8 

Rural carriers with fewer than 2% of the Nation’s subscriber lines may petition the
MPUC for a suspension or modification of the application of the interconnection ob-
ligations under sections 251(b) and (c).1 6 9  The MPUC must grant the petition if it
finds it is necessary to: (a) avoid a significant adverse economic impact on users of
telecommunications services; (b) to avoid imposing a requirement that is unduly
economically burdensome; or (c) to avoid imposing a requirement that is technically
infeasible. The MPUC must also find that the exemption is in the public interest.

5. Advanced Telecommunications Services

The 1996 Act requires states to encourage the deployment of advanced telecommuni-
cations capabilities through price cap regulation, regulatory forbearance, measures
that promote competition in the local telecommunications market, or other regulating
methods that remove barriers to infrastructure investment.1 7 0 

6. Implementation

Congress gave the FCC six months after the effective date of the 1996 Act “to com-
plete all actions necessary to establish regulations to implement the requirements of
this section.” In determining what UNEs should be unbundled, Congress directed the
FCC to consider whether access to a UNE is necessary; and whether the failure to
provide access to a UNE would impair the ability of a telecommunications carrier
seeking access to the UNE to provide the services that it seeks to offer.1 7 1  This “neces-
sary and impair” standard became very important in the FCC’s list of required UNEs.

                                          
1 6 8     Id.    § 251(f).
1 6 9     Id.   
1 7 0     Id.    ¶706(a). Congress' definition of "advanced services" is discussed in Appendix F.
1 7 1     Id.    § 251(d)(2).
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The FCC’s decision about which elements ILECs are required to unbundle was even-
tually appealed to the United States Supreme Court.

C. FCC Local Competition Rules

1. Jurisdiction

Six months after the 1996 Act was passed, the FCC issued its local competition
rule,1 7 2  and the fight over jurisdictional boundaries between states and the FCC be-
gan. It was recently resolved by the United States Supreme Court in AT&T Corp. v.
Iowa Utilities Board.1 7 3  The Supreme Court concluded that the FCC had jurisdiction
to adopt local competition rules under sections 251 and 252 of the 1996 Act.1 7 4  The
Court held that the 1996 Act extended the FCC’s jurisdiction to cover not only inter-
state matters, but also purely intrastate matters – all for the purpose of implementing
the 1996 Act’s local competition provisions. While the Court’s decision generally af-
firmed the FCC’s implementation of the local competition provisions of the 1996 Act,
it required the Commission to reevaluate the standard it uses to determine which
network elements an ILEC must unbundle. Below are reviewed the key provisions of
the FCC’s local competition rules, and the FCC’s revised UNE rules in light of the
Supreme Court’s decision in Iowa Utilities Board.

2. Definition of “Technically Feasible”

The FCC concluded that the term “technically feasible” refers solely to technical or
operational concerns, not economic, space, or site considerations.1 7 5  The FCC further
concluded that the duty to interconnect and provide UNEs where “technically feasi-
ble” includes a duty for ILECs to modify their facilities to the extent necessary to ac-
commodate interconnection or access to UNEs. The FCC stated that “specific,
significant, and demonstrable network reliability concerns associated with providing
interconnection or access at a particular point” would be regarded as relevant evi-
dence of technical infallibility. However, the FCC also concluded that preexisting in-
terconnection or access at a particular point evidences the technical infeasibility of
interconnection or access at similar points. Finally, the FCC concluded that ILECs
bear the burden of proving to the MPUC that a particular interconnection or access
point is not technically feasible. Stated in plainer terms, “technically feasible” means
“Is it possible?”1 7 6 

3. Just, Reasonable, and Nondiscriminatory Rates, Terms, and Conditions of Intercon-
nection

The FCC ruled that the term “nondiscriminatory,” as used throughout section 251,
applies to the terms and conditions an ILEC imposes on third parties as well as on it-
self.1 7 7  By providing interconnection to a competitor in a manner less efficient than
an ILEC provides itself, the FCC ruled that the ILEC violates the duty to provide in-
terconnection on terms and conditions that are just, reasonable, and non-

                                          
1 7 2  In re Implementation of the Local Competition Provisions in the Telecommunications Act of 1996, 11 FCC Rcd 15499
(1996) (First Report & Order).
1 7 3  S. Ct. No. 87-876 (1999).
1 7 4     Id.   
1 7 5  First Report & Order at ¶198.
1 7 6     Id.    ¶ 202.
1 7 7     Id.    at ¶ 218.
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discriminatory. The FCC also concluded that ILECs must provide interconnection
and UNEs of an “equal quality” to that which it provides to itself.1 7 8 

4. UNEs

In its First Report & Order, the FCC adopted rules which addressed the duty of ILECs
to provide UNEs, pricing of UNEs and a minimum list of required UNEs. The rules
dealing with the latter issue were overturned by the Supreme Court in Iowa Utilities
Board.1 7 9  The Supreme Court held that the FCC had failed to apply the “necessary
and impair” standard in determining the list of required UNEs. The FCC has since
announced its revised list of required UNEs in light of the Supreme Court’s order.1 8 0 

The FCC’s revised list of required UNEs is: (i) loops, including loops used to provide
advanced telecommunications services, including high-speed data service1 8 1 ; (ii)
network interface; (iii) local circuit switching (except for larger customers in major
urban markets); (iv) dedicated and shared transport; (v) signaling and call-related da-
tabases; and (vi) operational support systems (OSS).1 8 2  States are free to add to this
list, as long as the State applies the “necessary and impair” standard in determining
whether a network element is required to provide on an unbundled basis.1 8 3 

In its First Report & Order, the FCC also clarified the requirement under the 1996 Act
requiring ILECs to provide UNEs in a manner that allows requesting carriers to com-
bine them in order to provide telecommunications service. First, the FCC ruled that
ILECs may not impose restrictions on requests for, or the sale or use of, UNEs that
would impair the ability of requesting carriers to offer telecommunications services
in the manner they intend.1 8 4  The FCC also concluded that ILECs must provide re-
questing carriers with all of the functionality of a particular element, so that request-
ing carriers can provide any telecommunications services that can be offered by
means of the element. Further, the FCC ruled that ILECs cannot separate elements
that are ordered in combination, unless a requesting carrier specifically asks that
such elements be separated. ILECs must also perform the functions necessary to
combine requested elements in any technically feasible manner, either with other
elements from the ILEC’s network, or with elements possessed by new entrants.
However, the FCC distinguished this last requirement. ILECs cannot be required to
combine network elements in any technically feasible manner requested by a carrier.
In other words, ILECs cannot be required to combine elements that are “not ordinar-
ily combined” in the ILEC’s network.1 8 5 

                                          
1 7 8     Id.    at ¶ 224.
1 7 9  S. Ct. No. 97-826 (1999).
1 8 0  "FCC Promotes Local Telecommunications Competition," FCC News (September 15, 1999). The full text of the FCC's
order is not yet available to the public.
1 8 1  The FCC has ruled that ILECs must provide "conditioned" loops on an unbundled basis if technically feasible. Loop
conditioning means that certain technical modifications are made to make a loop useful for the desired functionality of
the requesting carrier. Examples of technically feasible loop conditioning include removal of "load coils" or "bridged taps"
which interfere with the transmission of data signals. An example of a technically infeasible loop conditioning require-
ment would be if a carrier requested an ILEC to shorten the length of a loop to allow for the provision of DSL to a cus-
tomer.     See    First Report & Order at ¶381-382.
1 8 2     Id.   
1 8 3  First Report & Order at ¶244.
1 8 4     Id.    at ¶292.
1 8 5     Id.    at ¶296.
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5. Collocation

In order for a competitor to interconnect with an ILEC’s network, the competitor
must have access to the network. Congress addressed this need by requiring ILECs to
provide physical collocation when technically feasible at rates, terms, and conditions
that are just, reasonable, and nondiscriminatory.1 8 6  In the event that physical colloca-
tion is impossible, the 1996 Act calls for incumbent local exchange carriers to pro-
vide virtual collocation. With virtual collocation, the competing provider is
responsible for the procurement of its own transmission equipment, which is then
handed over to the ILEC, the party responsible for installation and ongoing mainte-
nance of that equipment.1 8 7 

The FCC has addressed a number of issues regarding collocation requirements out-
lined in the Act.1 8 8  These issues include:

a. Caged or Cageless Collocation

The FCC requires ILECs to make available to requesting CLECs shared caged and
cageless collocation arrangements. This rule prevents CLECs from having to bear
the cost and delay of waiting for ILEC required cage facilities to be built to house
a competitor’s collocated equipment.1 8 9  Moreover, when collocation is exhausted
at a particular ILEC location, ILECs must permit collocation in adjacent con-
trolled environmental vaults or similar structures to the extent technically feasi-
ble. Interconnection achieved through proposed mandated “spot frames”, as
proposed by U S WEST, were specifically rejected by the FCC.

b. Presumed Technical Feasibility

The FCC ruled that a collocation method used by one ILEC or mandated by a state
commission is presumptively technically feasible for any other ILEC.

c. Security

The FCC ruled that ILECs may adopt reasonable security measures to protect their
central office equipment. However, ILECs may not require CLEC equipment to
meet more stringent safety requirements than those the ILEC imposes on its own
equipment.

d. Collocation of Equipment with Functions Not Directly Related to Access to Un-
bundled Elements

The FCC ruled that ILECs must permit competitors to collocate all equipment
“used or useful” for interconnection and/or access to unbundled network ele-
ments (UNEs), even if it includes a “switching” or enhanced services function.1 9 0 

In addition, the FCC ordered that ILECs cannot require that the switching or en-
hanced services functionality of equipment be disengaged.

                                          
1 8 6     Id.    at ¶551.
1 8 7      See    Newton's Telecom Dictionary at 857.
1 8 8  First Report and Order in re Deployment of Wireline Services Offering Advanced Telecommunications Capability, CC
Docket No. 98-147 ¶¶ 18-56 (FCC March 31, 1999)(herein the "Collocation Order").
1 8 9  Collocation Order at ¶42.
1 9 0  Collocation Order at ¶28.
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e. Denial of Collocations by ILECs

The FCC ruled that if ILECs deny space to a requesting CLEC, the ILECs must
permit a CLEC to tour the entire central office in which that CLEC has been de-
nied collocation space. It also ruled that ILECs must provide a list of all offices in
which there is no more space. In addition, ILECs must remove obsolete, unused
equipment, in order to facilitate the creation of additional collocation space
within a central office.

f. Pricing for Collocation

The FCC charged state commissions with the responsibility of determining fair
and reasonable prices for collocation. In Minnesota, pricing issues have been and
are currently being addressed for collocation at U S WEST in its generic cost case.

g. Provisioning Intervals

The FCC’s collocation rules serve as minimum standards, and permit states to
adopt additional requirements. The FCC has not adopted specific provisioning in-
tervals at this time but points out that several state commissions have taken sig-
nificant steps to lessen the time periods within which ILECs provision
collocation space. As an example, it noted that the Texas PUC has required
Southwestern Bell Telephone Company (SWBT) to provide CLECs with informa-
tion on space availability in a SWBT premises within ten days of receipt of a col-
location request.

6. Pricing of Interconnection and UNEs

The FCC ruled that the prices for interconnection and UNEs should be set by states
using a forward looking cost methodology. The FCC held that in dynamic competi-
tive markets, firms take action based on the relationship between market-determined
prices and forward-looking economic costs. If market prices exceed forward-looking
economic costs, new competitors will enter the market. If forward-looking economic
costs exceed market prices, new competitors will not enter the market and existing
competitors may decide to leave. The FCC held that new entrants should make their
decisions whether to purchase unbundled elements or to build their own facilities-
based on the relative economic costs of these options.

The FCC also addressed issues regarding rate structure for UNEs. As a general rule,
the FCC held that ILECs should only be allowed to recover costs for interconnection
and UNEs in a manner that reflects the way they are incurred.1 9 1  Flat rate prices
should be charged to recover costs which are non-recurring. Similarly, recurring
costs must be recovered through recurring charges. However, the FCC also ruled that
states may, but need not, require ILECs to amortize nonrecurring costs through recur-
ring charges over a reasonable period of time, as long as there is no multiple recovery
for ILECs.1 9 2  Further, the FCC held that costs of shared facilities should be recovered
in a manner that efficiently apportions costs among users that share the facility.

7. Resale

                                          
1 9 1  First Report & Order at ¶745.
1 9 2     Id    . at ¶749.
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The FCC recognized that resale is an important entry strategy for many new entrants,
especially in the short term when they are building their own facilities. The FCC
ruled that there are no limitations, other than those provided for by Congress in the
resale statute, on the services which ILECs must offer for resale. In other words,
ILECs must do what the statute tells them to do: provide for resale, any telecommu-
nications service that the carrier provides at retail to subscribers who are not tele-
communications carriers. The FCC ruled there was no need to establish a minimum
list of services required to be provided for resale with such a clear statutory standard.

The FCC provided two methods for determining the discount rate at which ILECs
will be required to provide service wholesale to CLECs. The first, and preferred,
method requires state commissions to identify and calculate “avoided costs” based
on avoided cost studies. Avoided costs are the costs of marketing, billing, collection,
and other costs that will be avoided by ILECs when they provide services at whole-
sale rates. The second method allows states to select, on an interim basis, a discount
rate from within a default range of discount rates adopted by the FCC. They may then
calculate the portion of a retail price that is attributable to avoided costs by multiply-
ing the retail price by the discount rate.

The FCC further concluded that any restrictions placed by ILECs on resale are pre-
sumptively unreasonable.1 9 3  The FCC found that the ability of ILECs to impose resale
restrictions and conditions is likely to be evidence of market power and may reflect
an attempt by ILECs to preserve their market position. In a competitive market, an
individual seller would not be able to impose significant restrictions and conditions
on buyers because such buyers turn to other sellers. Specifically, the FCC ruled that
ILECs could not exempt all promotional offerings from their resale obligation. ILECs
are allowed to provide promotions of short duration (90 days) without having to pro-
vide the services wholesale. However, long term customer specific contracts and
other non-standard offerings are subject to the wholesale obligation.

The FCC declined to adopt rules governing the withdrawal of service by an ILEC to
avoid having to provide the service wholesale to competitors. The FCC ruled that
states should be responsible for developing regulations that address this issue.

The FCC ruled that wholesale services made available for resale should be provi-
sioned at least equal in quality to the way they are provided by the ILEC to itself or to
its customers.

The FCC also ruled that ILECs will continue to receive access charge revenues when
local services are resold under section 251(c)(4). Long distance companies must still
pay access charges to ILECs for originating or terminating interstate traffic, even
when their end user is served by a telecommunications carrier that resells ILEC retail
services.

8. Reciprocal Compensation

Reciprocal compensation describes the method by which local exchange carriers
compensate each other for the transport and termination of local exchange traffic that
originates on the local exchange network of another carrier. Like the application of
access charges to long distance traffic, reciprocal compensation attempts to recognize
the costs incurred by a terminating telephone company when it transports and ter-

                                          
1 9 3     Id.    at ¶939.
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minates a call. In a local monopoly environment, one carrier is responsible for origi-
nating all calls made by its customers and terminating all calls received by its cus-
tomers. The monthly revenues the local exchange carrier receives from its customers
compensate that carrier for the cost of both originating and terminating calls within a
local calling area. In local calling areas that are large enough to be served by several
local monopolists, the local providers must agree on the terms for exchanging traffic.
In a competitive local environment, the originating carrier of the call may be different
than the terminating carrier even for calls within the same exchange. Reciprocal
compensation recognizes that the terminating carrier will incur costs in transporting
and terminating calls to its customers that are placed by other carriers.

The FCC ruled that reciprocal compensation requirements under the 1996 Act apply
to the transport and termination of local telecommunications traffic within a local
area.1 9 4  Traffic to or from a CMRS network that originates and terminates within the
same metropolitan area is also subject to reciprocal compensation obligations, rather
than interstate and intrastate access charges.1 9 5 

The FCC ruled that rates for the transport and termination of traffic will be estab-
lished based on forward looking economic costs, or alternatively, a bill-and-keep ar-
rangement.1 9 6  In a bill-and-keep arrangement, neither of the two interconnecting
carriers charges the other for the termination of local traffic originated on the other
carriers network.1 9 7  The FCC further ruled that rates for transport and termination
will be symmetrical, meaning that the rates charged by a competitive carrier to an
ILEC are equal to the rates charged by the ILEC for the same services. A state may es-
tablish asymmetrical rates only if the competitive carrier is able to demonstrate a cost
basis upon which to base a higher rate than that being charged by the incumbent, or
for certain paging providers.1 9 8 

9. Advanced Telecommunications Services

The FCC has taken the position that cable operators should not be required to allow
ISPs to interconnect with their broadband networks for the purposes of providing
competing high-speed internet service. In support of its position, the FCC cites (a) its
right to determine a national policy as opposed to multiple policies that would
emerge if state or local governments set rules for interconnection; (b) its stated policy
of “unregulation” of the internet; (c) the presence of other forms of broadband access
aside from cable that include DSL, satellite transmission, an emerging fixed wireless
technology combined with FCC efforts to free up additional spectrum, and (d) its pol-
icy of maintaining a “watchful eye” on the situation.1 9 9 

On the other hand, the FCC has ruled that ILECs, which provide advanced services
(DSL) over telephone systems, are subject to the market-opening requirements of sec-
tion 251 in their provision of advanced services.2 0 0  The FCC based that conclusion on

                                          
1 9 4     Id.    at ¶1033.
1 9 5     Id.    at ¶1036.
1 9 6  47 C.F.R., §51.705
1 9 7  47 C.F.R., § 51.713
1 9 8  47 C.F.R., §51.711
1 9 9      See    "The FCC and the Unregulation of the Internet," FCC Office of Plans and Policy Working Paper No. 31 # at 21 (July
1999).
2 0 0      See    Collocation Order ¶14.
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the determination that DSL services are “telecommunications services.” The FCC
imposed collocation requirements on ILECs with respect to the provision of both
voice and high-speed data transport services. The FCC also mandated line sharing.2 0 1 

Line sharing is the shared use of the spectrum available on twisted copper pairs. Line
sharing technology makes it possible to send traditional analog services over low fre-
quencies on the copper pairs in the local loop, leaving the higher end of the spectrum
available for the transmission of digital signals. Line sharing makes it possible for
ILECs, including U S WEST, to offer its “Megabit” DSL service to customers.

D. State Implementation of Telecommunications Act of 1996

The 1996 Act and the FCC’s rules delegated much of the responsibility for implementing
the local competition provisions of the 1996 Act and the rules to states. Since the adop-
tion of the 1996 Act, the State of Minnesota has spent a great deal of time bogged down
by litigation and delay. There are three primary reasons for this.

1. The 1996 Act Was Poorly Written. As Justice Antonin Scalia stated in the concluding
paragraph of his opinion in Iowa Utilities Board:

It would be gross understatement to say that the Telecommunications Act of 1996 is
not a model of clarity. It is in many important respects a model of ambiguity or in-
deed even self-contradiction. That is most unfortunate for a piece of legislation that
profoundly affects a crucial segment of the economy worth tens of billions of dollars.
The 1996 Act can be read to grant (borrowing a phrase from incumbent GTE) “most
promiscuous rights” to the FCC vis-à-vis the state commissions and to competing car-
riers vis-à-vis the incumbents–and the Commission has chosen in some instances to
read it that way. But Congress is well aware that the ambiguities it chooses to pro-
duce in a statute will be resolved by the implementing agency.2 0 2 

2. ILECs Have Chosen to Litigate Rather Than Compete

It has been three years since the adoption of the 1996 Act, and its local competition
provisions, and U S WEST has still not agreed to a price for unbundled network ele-
ments.2 0 3  The fact that ILECs have chosen litigation over competition is the primary
theme characterizing the three years since the adoption of an Act that was intended
to open up local markets to competition. A brief review of just some of the “competi-
tive” decisions U S WEST has made over the past three years underscores the prob-
lem.

a. Litigation of the FCC’s Local Competition Order

U S WEST participated in the litigation over the FCC’s First Report & Order.

                                          
2 0 1  “FCC Action to Accelerate Availability of Advanced Telecommunications Services For Residential and Small Business
Consumers,” FCC News (November 18, 1999).
2 0 2  Iowa Utilities Board, St. Ct. No. 97-876 (1999).
2 0 3      See       also     discussion at pp.55-56.
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b. Litigation over Interconnection Agreements Approved By MPUC

U S WEST brought six (6) lawsuits against various competing carriers and the
MPUC contesting over 50 major interconnection issues. The Federal District
Court upheld the MPUC on 38 of these issues.2 0 4  Six issues were remanded be-
cause of the U.S. Supreme Court’s decision in Iowa Utilities Board. The court

overturned the MPUC on ten issues. This litigation took nearly two years. The
MPUC is only now addressing the issues that were remanded by the Federal Dis-
trict Court in these lawsuits.

In August 1999, U S WEST appealed four of the Federal District Court’s rulings to
the Eighth Circuit Court of Appeals, including issues relating to whether and to
what extent U S WEST must offer combined UNEs, or UNE “platforms.” A deci-
sion from the Eighth Circuit is still pending.

c. Refusal to Settle UNE Pricing Issues

U S WEST has chosen to continue litigating rather than settling issues regarding
pricing of UNEs. U S WEST filed motions for reconsideration of the MPUC’s May
3, 1999 Order regarding UNE pricing. U S WEST has stated its intentions to ap-
peal many of the conclusions in the MPUC’s UNE decision.

d. Operational Support System (OSS) Testing

One of the keys to successful local competition lies in the performance of U S
WEST’s operational support systems. OSS handle all of the ordering, provision-
ing, and billing functions for a local telephone company. The systems are highly
complex. Under the 1996 Act, OSS is a UNE which must be provided to CLECs
on non-discriminatory terms. That means that CLECs must have the capability to
seamlessly access customer information from U S WEST’s OSS, place orders,
change billing arrangements, and provision service. If U S WEST’s OSS systems
are not functioning properly, consumers could experience disruptions in service,
receive billing from two companies, and experience other problems, all leading to
consumer confusion and frustration. Most consumers will blame this problem on
their decision to change carriers, and may decide to cancel their switch, or will at
least be reluctant to ever switch carriers again.

In August 1999, the MPUC commenced an investigation into U S WEST’s pro-
gress in providing OSS on terms which are non-discriminatory, just, and reason-
able. The MDOC feared that U S WEST was engaging in a pattern and practice of
favoring itself over its competitors with respect to the provision of OSS.2 0 5 

OSS is also one of the items on the 14 point checklist that RBOCs must meet in
order to gain state and FCC approval to enter the interLATA market (section 271

                                          
2 0 4      U S WEST v. AT&T    , File No. 97-913, slip op. (March 31, 1999);     U S WEST v. OCI Communications of Minnesota   , File
No. 97-1921, slip op. (March 31, 1999);     U S WEST v. Triad Minnesota   , File No. 97-1963, slip op. (March 31, 1999);     U S
WEST v. Sprint Communications Co.   , File No. 97-2179, slip op. (March 31, 1999);     U S WEST v. AT&T Wireless Services   ,
File No. 98-914, slip op. (March 31, 1999);     U S WEST v. Aerial Communications Inc.   , File No. 98-1295, slip op. (March
31, 1999).
2 0 5     In re Investigation of U S WEST Communications Operational Support Systems   , MPUC Docket Nos. P999/CI-96-1114
and P442,5321,421/CI-97-381 (Sept. 24, 1999).
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approval). In order to obtain 271 approval, U S WEST must show the MPUC, and
then the FCC that it complies with the 14 point competitive checklist.
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e. Reciprocal Compensation

On April 20, 1999, U S WEST filed a request for a ruling that traffic to ISPs was
not subject to the reciprocal compensation requirements of the 1996 Act. This
challenge came despite express FCC language allowing the MPUC to enforce the
reciprocal compensation provisions of interconnection agreements with ISPs.

f. U S WEST and other ILECs opposed Minnesota Cellular Corporation’s (MCC) pe-
tition for ETC designation, which would allow MCC to receive the same universal
service support that ILECs receive to provide local telephone service in Greater
Minnesota. The MPUC granted conditional ETC status to MCC.2 0 6  U S WEST and
other ILECs have filed requests for reconsideration of the MPUC’s decision.

3. While U S WEST has been engaged in litigation, it is also the subject of several com-
plaints related to alleged anti-competitive activity or poor quality service, including:

a. Payments of nearly $6 million in fines imposed by the MPUC for failure to meet
minimum customer service standards.

b. A complaint filed by AT&T accusing U S WEST of failing to provide them with
adequate quality wholesale service, including allegations that U S WEST failed to
provision facilities necessary for AT&T to serve new customers, and serve them
in a timely manner.2 0 7 

c. MCI alleged that U S WEST engaged in anti-competitive behavior and violated
terms of its interconnection agreements with MCI. The MPUC determined that U
S WEST had breached the interconnection agreement and failed to provide MCI
with adequate service in violation of state law.2 0 8 

d. InfoTel petitioned the MPUC for an order prohibiting U S WEST from imposing
“termination penalties” on U S WEST contract customers who decide to switch to
InfoTel’s resale service. The MPUC ordered that termination penalties were not
permissible for resold services under U S WEST’s tariffs. U S WEST then filed a
tariff that would permit them to charge the type of penalty rejected by the MPUC.
U S WEST appealed. U S WEST has now agreed to withdraw its court challenge
and refile a new proposal to be heard by the MPUC on an expedited basis.

                                          
2 0 6      See        Order in re Application of Minnesota Cellular for Designation to be an Eligible Telecommunications Carrier   ,
MPUC Docket No. P5695/M-98-1285.
2 0 7      See        AT&T Access Service Quality Complaint Against U S WEST    , MPUC. Docket No. P421/C-98-1183    (filed August 18,
1999).
2 0 8       MCI Complaint Against U S WEST for Alleged Anti-Competitive Behavior   , MPUC Docket No. P421/C-97-1348, Order
Finding Breach of State Law and Interconnection Agreement and Requiring Compliance Negotiations and Filings (July 19,
1998); Order After Reconsideration (October 22, 1998).
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e. The MDOC and the Office of the Attorney General filed a complaint against U S
WEST for anti-competitive behavior in the roll out of its Megabit DSL service.
The petition accused U S WEST of favoring its ISP affiliate, U S WEST.net, over
ISP services offered by competitors. One of the key allegations was that at the
time U S WEST initiated a promotion, it was impossible for a customer to get
Megabit service unless the customer subscribed to U S WEST.net’s ISP service.
The parties settled the case on terms that included measures requiring competi-
tive neutrality in marketing and adherence to market conduct specifications.

f. The MDOC has filed a petition against U S WEST for violation of the company’s
AFOR Plan. U S WEST agreed to a 77¢ reduction in basic residential service
rates, and a rate freeze for 5 years. Within 45 days of the effective date of the
AFOR plan, U S WEST began passing through a 53¢ charge on telephone bills of
residential customers to recover costs related to the implementation of local
number portability. The MDOC participated in a proceeding at the FCC which re-
sulted in a 10¢ reduction in the charge because U S WEST had overstated its LNP
costs. The MDOC is seeking elimination of the rest of the charge on the ground
that it violates the rate freeze provision of the AFOR Plan.

4. While U S WEST is battling issues over competitive entry, and fending off com-
plaints of anti-competitive conduct and poor service quality, the company has re-
quested the following regulatory relief on the theory that competition exists in its
service territory:

a. U S WEST filed a petition with the MPUC to have its St. Cloud area declared a
competitive zone. U S WEST requested that its services in St. Cloud be com-
pletely deregulated. U S WEST offered no quantitative or substantial qualitative
evidence of the presence of effective competition in the area. Moreover, U S
WEST asked for this relief despite not yet having complied with the 14 point
competitive checklist required under the 1996 Act. The MPUC dismissed all of U
S WEST’s claims.

b. U S WEST filed and obtained permission to raise its prices for private line serv-
ices 300% within the next year.2 0 9 

c. U S WEST filed to increase its rates for white pages premium business listings by
400%. The MPUC denied this request.

                                          
2 0 9      See    MPUC Docket No. P421/AM-99-1195.
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5. State Law is Fraught With Anachronisms and Patchwork, Inhibiting Competition.

The general problems with state law have been discussed earlier in this Plan.2 1 0  Be-
low is a discussion of the specific flaws that work against the development of effec-
tive competition in Minnesota.

E. State Law

Minnesota Statutes Chapter 237 is poorly organized. Below, the Ventura Administration
has outlined in a logical manner the various provisions scattered throughout the Chapter
without exhaustively reciting the provisions of each section.

1. Stated Policy and Purpose of Chapter 237

Chapter 237 lists the following goals for the MPUC to consider in executing its du-
ties: supporting universal service; maintaining just and reasonable rates; encouraging
economically efficient deployment of infrastructure for higher speed telecommunica-
tion services and greater capacity for voice, video, and data transmission; encourag-
ing fair and reasonable competition for local exchange telephone service in a
competitively neutral regulatory manner; maintaining or improving quality of serv-
ice; promoting customer choice; ensuring consumer protections are maintained in
the transition to a competitive market for local telecommunications service; and en-
couraging voluntary resolution of issues between and among competing providers
and discouraging litigation.2 1 1  Chapter 237 also suggests that the MPUC and the
MDOC strive to ensure economically efficient investment and just and reasonable
rates when setting rates, adopting rules, or issuing orders related to telecommunica-
tion matters that affect deployment of the infrastructure.2 1 2  State law also encourages
settlement rather than litigation of disputes involving telephone regulatory matters.2 1 3 

2. Definitions and Exemptions from Regulation

The Ventura Administration has already discussed at length the definitional issues
that currently exist under Chapter 237.2 1 4  However, it is also important to understand
that many of those definitions are designed to relate to regulatory exemptions con-
tained in other sections of Chapter 237.

“Local service” provided by CLECs is exempt from rate of return regulation, earnings
investigations, and depreciation regulation.2 1 5  To the extent a CLEC provides “local
service,” it is subject to all other provisions of Chapter 237. The term “local service”
is not defined in Chapter 237.

                                          
2 1 0      See    pp. 24-25.
2 1 1  Minn. Stat, § 237.011.
2 1 2     Id.    § 237.082.
2 1 3     Id.    § 237.076.
2 1 4      See    Appendix F and pp. 28-36.
2 1 5  Minn. Stat. § 237.035(e).
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Hotels, motels, lodges and other similar businesses that provide telephone services to
customers are exempt from most of Chapter 237.2 1 6  Rates charged by these establish-
ments must be fair and reasonable. Customers must be provided notice of such
charges, and the MPUC can initiate investigations into the reasonableness of these
charges.

3. Entry Regulation

Minnesota law regulates the entry of local telecommunications service providers.
The MPUC must authorize and may prescribe conditions on the construction of any
new telephone lines or exchanges, or the provision of any “local service” within the
State.2 1 7  No person is allowed to provide telephone service in Minnesota without a
finding by the MPUC that the person possesses the technical, managerial, and finan-
cial resources to do so in compliance with state law. Companies may expand their
service territory by filing notice with the MPUC. If there are no objections from other
parties, an amended certificate of authority is granted.

Municipalities wishing to provide telephone exchange service within their corporate
boundaries may do so upon compliance with the requirements of section 237.19.
That section requires a referendum to be held. If 65% of the people voting on the ref-
erendum vote for the operation of a local exchange, the municipality may move for-
ward with obtaining a certificate of authority from the MPUC under section 237.16.

The MPUC’s rules apply different requirements to different types of new entrants
who provide local services.2 1 8  Also, there are redundant entry rules due to Minnesota
Statute section 237.16, Subd. 8, which required one set of rules for local entry to be
promulgated for large telephone companies, and another promulgated for small tele-
phone companies.2 1 9 

                                          
2 1 6  Minn. Stat. § 237.067.
2 1 7  Minn. Stat. § 237.16.
2 1 8  Compare Minn. Rules 7811.0300, .0350, .0400, .0500.
2 1 9  Compare Minn. Rules 7811.0300-.0500 to Minn. Rules 7812.0300-.0500.
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4. Rate Regulation

a. Generally Applicable Requirements

All “telephone companies” must file with the MPUC tariffs for every kind of non-
competitive service and a price list for every kind of service subject to emerging
competition, together with all rules and classifications used by it in the conduct
of the telephone business, including limitations on liability. Explanations of
these “service classifications” are provided below.

b. Individual Case Base (ICB) Pricing

ICB pricing is allowed for non-competitive and emerging competitive services
when justified by cost or market conditions.2 2 0  The MPUC must approve any such
proposals to ensure that the provider is not engaging in unreasonable price dis-
crimination.

c. Price Discrimination

Minnesota law prohibits “telephone companies” from charging more for any “in-
trastate service” than it charges to any other person of a similar class. In other
words, a telephone company can charge different rates for business versus resi-
dential service. A telephone company that offers or provides service, service ele-
ments, features, or functionalities on a separate, stand-alone basis to any
customer must provide the same to all similarly situated persons, including com-
petitors.

Telephone companies cannot discriminate in pricing wholesale services in a
manner which discriminates against competitors who will use that service to
compete against the telephone company provisioning the service.2 2 1 

d. TAP, TACIP, and 911 Charges

Local telephone companies must collect surcharges for TACIP, TAP, and 911
through a combined surcharge on a customer’s bill, and remit them to the De-
partment of Administration for processing.

e. Promotions

Minnesota law regulates the manner in which telephone companies may offer
promotions in Minnesota.2 2 2  Promotions cannot last longer than 90 days. The
service being promoted must have a price that is above the incremental cost of
the service, including amortized cost of the promotion. The telephone company
offering the promotion must provide notice to the MPUC containing a description
of the promotion and a cost study indicating no predatory pricing (price below
incremental cost). The telephone company must report back to the MPUC after
the conclusion of the promotion.

f. Rate of Return Regulation

Minnesota Statutes sections 237.075 and .081 provide the traditional basis for the
rate regulation of telephone companies. Minnesota Statute section 237.075 out-

                                          
2 2 0  Minn. Stat. § 237.071, 237.60, Subd. 3.
2 2 1     Id.    § 237.09, Subd. 2(b).
2 2 2     Id.    § 237.626.
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lines the framework for a rate case proceeding in which the traditional rate
base/rate of return considerations are made. This law has origins dating back to
1977, and it was revised numerous times between 1977 and 1989. A company
whose general revenue requirement is determined under section 237.075 may
also make rate changes and other changes in service offerings under Minnesota
Statutes sections 237.60 and 237.63, which were both enacted in 1987. These
statutes allow for changes that do not require a review of the company’s earnings.

Under section 237.60, a company was able to elect to have certain of its services
classified as subject to emerging competition. A company that did not make this
election, and the services of a company that remained classified as non-
competitive, were subject to the requirements of 237.63. This statute provides the
regulatory vehicle for making changes to a company’s rates and services outside
of a general rate case. For example, the rates for custom calling features could be
increased or reduced without a review of the company’s earnings under these
statutes.  These changes included reducing rates for basic local service because a
rate reduction did not require a review of the company’s earnings. Increasing
rates for basic local service remained subject to the requirements of Minnesota
Statutes section 237.075. These provisions expired on August 1, 1999.

Minnesota Statutes section 237.081 provides the basis for MPUC investigations of
any matter relating to the provision of telephone service, including the level of
rates charged by the company. If the MPUC believes that a service is inadequate
or cannot be obtained or that an investigation of any matter should be made, it
may initiate an investigation. The MDOC is technically responsible for actually
investigating the matter. Complaint investigations may be initiated against a tele-
phone company by any other provider, by the governing body of a political sub-
division, or by no fewer than 5% or 100, whichever is the lesser number, of the
subscribers. For an investigation concerning the reasonableness of the rates for
noncompetitive services of a telephone company whose general revenue re-
quirement is determined under section 237.075, the MPUC must order the com-
pany to initiate a rate proceeding in accordance with section 237.075. Other
investigations are conducted under the authority established in 237.081.

Under rate of return regulation, a telephone company’s rates for various services
are set by the MPUC based on a “revenue requirement” demonstrated by the tele-
phone company and investigated by the MDOC. Many factors are considered in
determining the revenue requirement. The goal of regulators is to design a rate
structure which does not allow the regulated company to abuse its monopoly
power by overcharging customers, but at the same time allow the company to
earn a reasonable rate of return on investment. Rate of return regulation has both
benefits and detriments to consumers and the industry. For consumers, rate of re-
turn regulation keeps rates for basic telephone services reasonable. On the other
hand, rate of return regulation provides telephone companies less incentive to
invest in upgrading facilities or offer new services because their rate of return is
guaranteed. However, the company is guaranteed a rate of return on investment.
Companies not subject to rate of return regulation often invest less in the network
if it will increase their profitability, even though it may cause their service qual-
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ity to suffer.2 2 3  For the industry, rate of return regulation limits the profitability of
the company.

g. Alternative Form of Regulation (AFOR) Plans

AFOR plans have been used in Minnesota as a substitute for rate of return regula-
tion. AFOR plans commonly provide some consumer protections, such as rate
freezes for basic services, while eliminating earnings reviews and allowing the
company more pricing flexibility. The Minnesota Statutes that authorize AFOR
plans give telephone companies the choice to opt into an AFOR plan.

Minnesota Statutes sections 237.761-.764 describe alternative regulation plan
services, rates/prices, exemption from rate-of-return regulation and rate investiga-
tions, and the effect of adopting an AFOR plan. Minnesota Statutes section
237.773 describes alternative regulation for small telephone companies. These
laws were first effective in 1995 and expire in 2006. The plans approved by the
MPUC for large companies may include requirements beyond those identified in
statute, as the MPUC must ensure that the plans are in the public interest. Small
companies simply opt to be under an AFOR without a decision by the MPUC to
the plan. Thus, small companies have been able to avoid rate of return regulation
although there may not be competitors available to help constrain the rates
charged by the local telephone monopoly.

Minnesota Statutes section 237.761 (for large companies) states that all telephone
services are classified into three buckets labeled as price regulated, flexibly
priced, or non-price regulated. Price regulated services are essential for providing
local telephone service and access to the local telephone network. Flexibly priced
services are services determined not to be either a price or non-price regulated
service. Non-price–regulated services have sufficient competitors providing the
same service. The classification of the service impacts how the service is regu-
lated over the term of the AFOR plan. For example, with the U S WEST AFOR
plan, price regulated services are capped for the term of the plan, although after
two years the Plan allows for certain changes for items such as investments re-
quired due to government mandates. Flexibly priced services may be subject to
price increases, but the AFOR requires that any changes must be fair and reason-
able. For service classified as non-price regulated, changes in price can be made
at the discretion of the company. The AFOR plan also addresses changes other
than price for each of the service classifications.

Minnesota Statutes section 237.773 states that a local telephone company with
fewer than 50,000 subscribers may elect to become a “small telephone company”
by notice to the MPUC. After making the election, it may not be revoked for three
years, and while the election remains in effect, a small telephone company is not
subject to the rate-of-return regulation or earnings investigation provisions of
Minnesota Statutes sections 237.075 or 237.081.

Section 237.773, Subd. 3 provides that local rates, for small companies that opt to
be regulated under an AFOR, shall not be increased for two years after making an

                                          
2 2 3  T. Roycroft, “Alternative Regulation and the Efficiency of Local Exchange Carriers: Evidence from the Ameritech
States,” 23 Telecommunications Policy 469 (July 1999).
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election. Following one year after election, a small company may change rates for
local services except switched network access services to reflect:

i. changes in state and federal taxes;

ii. changes in jurisdictional allocations from the FCC, the amount of which the
small telephone company cannot control;

iii. substantial financial impacts of investments in network upgrades (20% of the
gross plant investment or as the result of government mandates).

The large company AFORs have a specified term. The U S WEST AFOR expires
on January 1, 2004, although the plan does allow for a possible one-year exten-
sion. The small companies do not have specified terms for their AFOR plans.
However, both the large company and small company AFOR statutes expire on
January 1, 2006. There is no provision under Minnesota law or any AFOR Plan
that indicates how services are to be regulated after the expiration of an AFOR
Plan or the AFOR statute. Currently, there are three large companies under AFOR
Plans: U S WEST, Sprint, and Frontier. Sixty-two small telephone companies
have elected AFOR under section 237.772.

h. Incentive Regulation

In 1989, the Legislature adopted an incentive regulation scheme which it overlaid
onto the existing state and federal regulatory framework. To the Ventura Admini-
stration’s knowledge, only one company, U S WEST, ever attempted to utilize the
incentive plan framework. This effort faded presumably because the AFOR stat-
ute was adopted, and was viewed by U S WEST as more favorable to its economic
interests. Several of the incentive regulation provisions expired on August 1,
1999. The provisions that survived are reviewed below.

Section 237.57 sets forth three categories of services. Services are “effectively
competitive” when competitive services are available to over 50% of the peti-
tioner’s customers for the service.2 2 4  “Emergingly competitive services” are those
services for which competitive alternative services are available to over 20% of
the company’s customers for that service.2 2 5  A service can also be classified as
“emergingly competitive” if “there is a trend toward effective competition, or if it
is a new service offered for the first time after August 1, 1994, that is not inte-
grally related to the provision of adequate telephone service or access to the tele-
phone network or to the privacy, health, or safety of the company’s customers.”2 2 6 

Services are “non-competitive” if they fail to meet either the definition of “effec-
tively competitive” or “emerging competitive.”2 2 7  Section 237.59, Subd. 1 pro-
vides a list of “emergingly competitive” services. This section also provides that a
company may petition the MPUC to have other services not specifically listed in
section 237.59, Subd. 1 classified as “emergingly competitive.”2 2 8  Section 237.59
also allows the MPUC to reclassify a competitive service as a non-competitive

                                          
2 2 4     Id.    § 237.59, Subd. 5(b).
2 2 5     Id.    § 237.59, Subd. 5(c).
2 2 6     Id.    § 237.57, Subd. 3.
2 2 7     Id.    § 237.57, Subd. 6.
2 2 8     Id.    § 237.57, Subd. 2.
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service if the competitive market fails and the MPUC finds it necessary to re-
regulate the services to protect the public interest.2 2 9 

The statutes that gave companies providing “competitive services” regulatory re-
lief with respect to those services have expired. Because many of the substantive
provisions of this regulatory scheme have expired, it is now unclear what benefit
there would be to a company that provides competitive services, as classified un-
der section 237.57, Subd. 2 under the current statutory structure.

i. Depreciation

Minnesota Statutes section 237.22 requires the MPUC to develop rules for the de-
preciation and amortization of telephone company property. All telephone com-
panies must conform their depreciation accounts for non-competitive services to
the rates and methods allowed under the MPUC’s rules. Telecommunications car-
riers are exempt from depreciation regulation.

Entering into an AFOR Plan does not exempt a large telephone company (over
50,000 lines) from depreciation regulation. However, Minnesota Statutes section
237.773, Subd. 5 exempts a small telephone company under an AFOR from the
requirement of MPUC approval of its depreciation rules. Small companies elect-
ing regulation under the small company AFOR statute remain subject to com-
plaints concerning depreciation rates, and must submit the reports required by
Minnesota Rules 7810.7700 and 7810.7800.2 3 0 

5. Interconnection

For telephone companies with over 50,000 access lines, state law requires prices for
network elements to be based on forward-looking costs.2 3 1  State law also prohibits
any size telephone company from: failing to disclose information necessary for inter-
connecting facilities; intentionally impairing a customer’s quality of service; failing
to provide wholesale or retail service in compliance with tariffs, price lists, contracts,
or MPUC rules; and imposing unreasonable restrictions on the resale of telecommu-
nications services.2 3 2 

6. Intercarrier Service Quality

The MPUC has authority over examining service quality standards for wholesale
services, including resold services, interconnection and unbundled network ele-
ments as part of its authority under the 1996 Act for approving and arbitrating inter-
connection agreements.2 3 3  The MPUC has approved service quality standards in
arbitration proceedings.2 3 4 

                                          
2 2 9     Id.    § 237.59, Subd. 10.
2 3 0  The MPUC varied its depreciation rules by Order on November 24, 1999 relieving telephone companies of the duty to
secure certification of depreciation rates and methods every five years.     See       In re Request by the Department of Public
Service for the Minnesota Task Force on Tel      e       phone Depreciation to Revise the Rules for Depreciation on Telephone
Plant   , Order Granting Two Year Variances to Certain Depreciation Requirements, MPUC Docket No. P999/R-99-880 (No-
vember 24, 1999).
2 3 1     Id.    § 237.12, Subd. 4.
2 3 2     Id.    § 237.121(a)(5).
2 3 3  47 U.S.C. §252(e)
2 3 4  In the Matter of the Consolidated Petitions of AT&T Communications of the Midwest, Inc. MCIMetro Access Transmis-
sion Services, Inc. & MFS Communications Company for Arbitration with U S WEST Communications, Pursuant to Sec-
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In addition, Minnesota Statutes section 237.16, Subd. 1(2) grants the MPUC the
authority to “establish terms and conditions for the entry of telephone service pro-
viders so as to protect consumers from monopolistic practices and preserve the
state’s commitment to universal service.” Minnesota Statutes section 237.16, Subd 8,
further requires the MPUC to adopt rules for competitive entry, “using any existing
federal standards as minimum standards and incorporating any additional standards
or requirements necessary to ensure the provision of high quality telephone services
throughout the state.”

Although the Eighth Circuit Court of Appeals struck down the FCC Rules requiring
ILECs to provide superior service quality for unbundled network elements and inter-
connection if technically feasible,2 3 5  the U.S. District Court for Minnesota found that
the MPUC had authority under state law to require superior quality, if the MPUC
deemed such a standard necessary.2 3 6  The 1996 Act, provides that a state commission
can establish “other requirements of State law in its review of an agreement, includ-
ing requiring compliance with intrastate telecommunications service quality stan-
dards or requirements.”2 3 7  The District Court found that the MPUC has authority
under Minnesota law to order superior service quality.2 3 8  Additionally, Minnesota
Rule 7812.0700, subpart 3, states that ILECs may be required to provide a CLEC with,
“services, network elements, or interconnection at a level of quality exceeding that
which the LEC provides itself or its affiliates.”

In the last legislative session, the MPUC was granted additional authority to resolve
complaints through an expedited proceeding, and to assess penalties when it found a
knowing and intentional violation of Minnesota Statutes sections 237.09, 237.121
and 237.16 and any rules adopted under those sections. Complaints regarding diffi-
culties in obtaining unbundled network elements, interconnection and resale serv-
ices could all be brought under these sections.  Minnesota Statutes section 237.462
grants the MPUC the authority to issue an order assessing a penalty of between $100
and $10,000 per day for each knowing and intentional violation, and allows the
MPUC the latitude to order an expedited proceeding regardless of the agreement of
the parties, if the MPUC finds that the public interest is best served by such a pro-
ceeding. Cases can be brought before district courts for penalties of up to $55,000 per
day per violation. Minnesota Statute section 237.462 provides the MPUC additional
power to resolve complaints in a more timely manner, and to punish anti-
competitive behavior by companies.

7. Mergers & Acquisitions

Since the adoption of the 1996 Act, the telecommunications industry has witnessed a
dramatic increase in the concentration of market power through industry consolida-
tion in the form of mergers and acquisitions. The Herfindahl-Hirshman (HHI) index
is one method of measuring industry market concentration. The HHI index is used by

                                                                                                                                                
tion 252(b) of the Federal Telecommunications Act of 1996, P421,442/M-96-855, P5321,421/M-96-909 & P3167,421/M-96-
729, Order Resolving Arbitration Issues and Initiating a U S WEST Cost Proceeding, December 2, 1996., hereinafter, the
Arbitration Order
2 3 5  47 C.F.R. §51.305(a)(4) and §51.311(c)
2 3 6      U S WEST v. Minnesota Public Utilities Commission, et. al.    Memorandum Opinion and Order, File No. Civ. 97-
913/ADM/AJB, p. 21-25 (D. Minn. 1999).
2 3 7  47 U.S.C. §252(e)(3)
2 3 8  Minn. Stat. §237.081,.16, Subd 1(2) and 8.
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the United States Department of Justice and the FCC. An HHI below 1000 is consid-
ered to represent an uncontested market. An HHI above 1800 is considered a concen-
trated market. The table below shows the trend in market concentration within the
telecommunications industry since 1984 at the national level. A monopoly market
yields a score of 1000. A market with two firms, each with 50% market share, would
yield an HHI score of 5000.

Year HHI Index2 3 9 

1984 1003
1995 1123
1999 1972

With SBC/Ameritech Merger 1994
With GTE/Bell Atlantic Merger 2106

With both 2521
Table 13 - HHI Market Concentration Index

As the HHI index indicates, since just after the breakup of AT&T, the telecommunica-
tions industry has become increasingly consolidated. Consumer groups are growing
concerned that the benefits promised by the 1996 Act are going to shareholders
rather than consumers. The American Association of Retired Persons (AARP) re-
cently released a study indicating that customer service quality had declined after
the SBC/Pacific Telesis merger in 1997.2 4 0  The number of customer complaints
against Pac Bell increased 229% compared to 1995, and the time needed to repair
phone lines increased 71%. In May 1999, AT&T, Sprint, and the Competitive Tele-
communications Association urged the attendees at the National Conference of State
Legislatures’ Commerce and Communications Committee to empower utility com-
missions to require binding arbitration of disputes between ILECs and competitors
and provide for severe penalties against anti-competitive conduct by ILECs.2 4 1 

With growing public concern over the rapid (re)consolidation of the telecommunica-
tions industry, the State’s ability to review mergers and acquisitions to protect the
public interest is becoming one of the more important regulatory tools at its disposal.
Telephone companies and telecommunications carriers are required to obtain the
consent of the MPUC prior to the acquisition, merger, or reorganization with another
company.2 4 2 

Minnesota Statutes section 237.23 applies to asset acquisitions. No company can ac-
quire any asset of a telephone company without the prior approval of the MPUC.
Minnesota Statutes section 237.231 applies to the sale of exchanges by large tele-
phone companies. In order for a large telephone company to sell exchanges, it must
obtain approval of the MPUC after notice, a resident survey, and local public hearing.
The MPUC may approve the sale of exchanges if it finds the telephone company sell-
ing the exchanges has complied with all service quality standards under law and the

                                          
2 3 9  FCC Statistics of Common Carriers.
2 4 0  "AARP Sees Few Benefits From Bell Company Mergers," 65 Telecommunications Reports No. 29 at 6 (July 19, 1999).
2 4 1  "State Legislators Urged to Put Conditions on Telecom Mergers," 65 Telecommunications Reports No. 19 (May 10,
1999).
2 4 2     Id.    § 237.23, .74, Subd. 12.
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proposed buyer has the financial capability and human resources to maintain service
quality standards.

Minnesota Statutes section 237.74, Subd. 12 requires telecommunications carriers to
obtain the consent of the MPUC before acquiring any telephone line, plant, system,
or any extension thereof.2 4 3 

                                          
2 4 3     Id.    § 237.74, Subd. 12.
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8. Carrier of Last Resort Obligations

The term “carrier of last resort” (COLR) refers to a carrier’s obligation to serve all cus-
tomers in a specific exchange or area. In exchange for their monopoly positions, local
telephone companies historically were obligated to provide service within a reason-
able period of time at affordable rates to all customers within the company’s author-
ized service area. ILECs are now arguing that in this era of “competition,” COLR
obligations should be imposed on ETCs, or that at least CLECs ought to share propor-
tionately in fulfilling the COLR duty.2 4 4  Another issue related to the COLR doctrine
concerns the extent to which the State can and should assign or force companies to
serve undesirable areas, some of which are not served by any telephone companies at
the present time.

At the federal level, the FCC has expressly declined to impose the same COLR obliga-
tions on ETCs, as are placed on ILECs as conditions of ETC eligibility.2 4 5  The FCC
reasoned that the ETC obligation to provide quality and affordable service throughout
the entire designated ETC area is similar enough to state imposed COLR protections
that it is unnecessary to expressly impose them as conditions for ETCs.

The term “carrier of last resort” is not defined by state statute; rather it is a regulatory
concept articulated in several sections of the Minnesota Statutes and Rules. Minne-
sota law provides that every telephone company has a duty to furnish reasonably
adequate service and facilities for the accommodation of the public at fair and rea-
sonable rates.2 4 6  Minnesota law prohibits telephone companies2 4 7  and telecommuni-
cations carriers2 4 8  from unreasonably limiting their service offerings to particular
geographic areas, unless facilities are not available and cannot be made available at
reasonable cost. MPUC rules state that all Local Service Providers (LSPs) must serve
all customers in their service area, unless the LSP is not an ETC and does not have
facilities close to the customer. The language could be read to imply that CLECs that
are not ETCs face a weaker requirement because there is not a requirement to build
facilities even if facilities can be built at reasonable cost.2 4 9 

Recently, citizens of Ely, Minnesota petitioned the MPUC to assign an ETC to serve
previously unassigned territories in Northern Minnesota.2 5 0  The MPUC currently has
authority to designate an ETC for every area of the State and used that power to re-
quire GTE to provide service to the unassigned territory in Ely.2 5 1  However, the pro-
cedures for assigning companies to serve unassigned territories are unclear. As an
alternative to the MPUC having the authority to order companies to provide service
to unassigned territories, some have called for a competitive bidding process to be

                                          
2 4 4      See    U S WEST Communication Inc.’s Petition for Establishment of a Competitive Zone in St. Cloud, Waite Park, and
Sauk Rapids, Docket No. P421/AM-99-957 (July 14, 1999).
2 4 5  Universal Service Order at ¶143.
2 4 6  Minn. Stat. §237.06.
2 4 7  Minn. Stat. §237.60, Subd. 3.
2 4 8  Minn. Stat. §237.74, Subd. 2
2 4 9  Minn. Rules 7811.2200 and 7812.2200 imply that Minn. Stat 237.60, Subd. 3 applies to CLECs, unless other parts of
7811 and 7812 provide different guidance. Minn. Rules 7811.0600 and 7812.0600, subp. 3 provide such different guid-
ance. However, the rules 7811 and 7812 do not diminish the effect of Minn. Stat. 237.60, Subd. 3 on ILECs.
2 5 0      Order Requiring GTE to Provide Service to Territory    , MPUC Docket No. P999/CP-98-1193 (July 28, 1999).
2 5 1  47 U.S.C. §214(e)(3); Minn. Rules 7811.1400; 7812.1400 (1998).
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followed in assigning an ETC to serve unassigned territory.2 5 2  Competitive bidding
has not been adopted by the FCC, but has been adopted by several states, including
Kentucky, Hawaii, and California.

Relinquishment of the COLR obligation is not easy. ETCs cannot relinquish their des-
ignation unless the ETC can demonstrate that customers in the designated service
area will not be left without a provider.2 5 3  At the state level, relinquishment of the
COLR obligation is not addressed by state statute. But MPUC rules provide that an
LSP is not permitted to terminate service in an area unless another qualified LSP is
capable of serving all customers in that area.2 5 4  This rule applies equally to LECs and
CLECs. This rule does not say that the MPUC must approve the LSPs withdrawal
from a service area, only that the MPUC must be notified, thus providing the MDOC
or the Office of the Attorney General the opportunity to comment and intervene if
necessary.

F. Analysis

As the Ventura Administration’s competition analysis and the FCC’s data on the use of
UNEs indicates, the state of Minnesota’s competitive telecommunications environment
is poor. The Ventura Administration believes this is because the current regulatory sys-
tem has not provided ILECs with adequate economic incentives to open up their net-
works for use by competitors. It is clear that premature deregulation of the ILECs is not
the solution. Comparing Nebraska, which has for all practical purposes deregulated U S
WEST, to New York, which has taken a much more aggressive approach to promoting
competition through incentive regulation, it is clear to the Ventura Administration that
the Nebraska approach does not work.

Total Lines # of UNE Loops % of total lines
Minnesota ( U S WEST)2 5 5 2,284,000 2,000 0.1%
Nebraska (U S WEST) 533,000 ** 0.1%
New York (Bell Atlantic) 11,917,000 49,000 0.4%

Table 14 - Lines Provided By Large ILECs to CLECs as UNE Loops

Competition is not being allowed to work in Minnesota. The intransigence and litigious-
ness of ILECs, the anti-competitive subsidization of local service rates through rate aver-
aging and access charges, and the protections offered to small ILECs all contribute to a
market for local services that will not become more competitive without a major regula-
tory overhaul. The Ventura Administration has developed proposed local regulatory
framework which provides standards-based incentives for ILECs to open their networks,
embrace competition rather than litigation, and let competition work to bring lower
rates, better quality services, and the accelerated deployment of advanced and competi-
tive telecommunications services to all of Minnesota.  Temporary solutions like the
AFOR statute and the incentive regulation plan set forth under now expired Minnesota
Statute section 237.625 have not worked.  A long term solution is required.

                                          
2 5 2  81st Minnesota Legislature, Senate File No. 2133, Article 4, section 2 (March 1999).
2 5 3  47 U.S.C. §214(e)(4).
2 5 4  Minn. Rules. 7811.0600, Subpt. 6; 7812.0600, Subpt. 6.
2 5 5  It is worth noting that GTE does not even register on the FCC’s data for Minnesota.
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1. Minnesota’s telecommunications laws should be reorganized and rewritten to pro-
vide a clear pathway for companies to move from a regulated environment to a de-
regulated environment.

Minnesota’s current telecommunications laws are cluttered with ambiguity, redun-
dancies and anachronisms, and are not technology neutral. The lack of technology
neutrality creates an uneven regulatory environment, which favors certain competi-
tors over others. Minnesota’s telecommunications laws must be streamlined, simpli-
fied, and uniform to eliminate regulatory ambiguity, clarify duties, provide certainty
to stakeholders, eliminate regulatory overlap, and ensure competitive neutrality.
Regulatory exemptions for special classes of service providers or particular technolo-
gies should be allowed only when required by federal law or when compelling pub-
lic interest dictates. Minnesota’s telecommunications laws should be designed to
shift the burden of performance in the marketplace from regulators to competitors.
Minnesota’s current telecommunications statutes do not possess these qualities.

Minnesota’s telecommunications laws and the enforcement of those laws should
provide compelling incentives for companies to move out of a regulated regulatory
framework and into a deregulatory framework. Monopolists, duopolists, oligopolists
or companies who engage in anti-competitive behavior should be encouraged to shed
these characteristics under Minnesota’s regulatory framework. Current Minnesota
law does not provide this incentive. It provides two choices: regulation or more regu-
lation with punishment.

Passage out of a stricter regulatory framework should be based on standards consider-
ing the competitiveness of the market and the degree to which the service being pro-
vided is essential to the public health, safety, and welfare. There should be
qualitative and quantitative standards for evaluating the competitiveness of a market
for a service.

2. Proposed Streamlined Regulatory Framework

a. Category I - Non-Qualified Companies

Companies falling under Category I would be those dominant providers of essen-
tial local telecommunications services in a non-competitive market. Any local
telecommunications service provider not meeting the criteria for Category II de-
scribed below would be deemed a Non-Qualified Company. Services offered by
such companies will be regulated very strictly. Rate of return regulation will con-
tinue to apply. Non-Qualified Companies should have absolutely no pricing
flexibility. Tariffs will be required. The State will continue to strictly regulate
service quality. There will be reductions in access charges to cost, and universal
service subsidies available for upgrade of plant and equipment. Non-Qualified
Companies will, therefore, be forced to look for alternative revenue sources. One
of the few alternatives available to Non-Qualified Companies will be providing
wholesale services to competitors. The other alternative for an ILEC under this
framework would be to compete in other exchange areas.

b. Category II - Qualified Companies

Category II would be the most complex regulatory category. A Non-Qualified
Company can become a Qualified Company if it can demonstrate that one or
more competitors are offering facilities-based competitive local exchange services
to 25% of the residential customers in its state wide service area. Wireless service
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providers would only count toward this percentage if they were a state ETC.
When a Non-Qualified Company demonstrates this to the MPUC, it triggers eligi-
bility for the company to enter into an AFOR Plan.

Under the Ventura Administration’s proposed basic framework, a Qualified
Company may serve markets which are competitive, and may serve markets that
are non-competitive. To address this reality, each service provided by a Qualified
Company would be regulated under one of four categories of service distin-
guished on the basis of the level of competition within each of the company’s in-
dividual markets. Each service provided by a Non-Qualified Company would be
evaluated individually to determine under which competitive category it would
be regulated. The first subcategory would be for non-competitive markets (similar
to price regulated services under the current AFOR statute) offered by a Qualified
Company. This would include any markets not meeting the test for imminent, ac-
tual, or effective competition described below.

The second subcategory would be for markets characterized by “imminent com-
petition.” Whether competition is “imminent” would be determined by the com-
pany’s demonstration of one of two facts: (I) that a competitor has facilities in
place, and/or any necessary interconnection agreements executed to the extent
they would allow the competitor (including wireless ETCs) to pass 50% of the
Qualified Company’s total customer base for a particular exchange; or (II) a com-
petitor (including wireless ETCs) has presubscribed 50% of the Qualified Com-
pany’s customer base for the particular exchange, but is not yet providing service.
Under imminent competition, a Qualified Company should be allowed to re-
spond to competition by lowering its price to a level at or above the competitor’s
rate, as long as the Qualified Company’s rate does not drop below the economic
cost of providing service to the exchange area. In the words of MPUC Commis-
sioner Greg Scott, this ensures that “when we unleas[h] the incumbent, we
[aren’t] goring the CLEC at the same time.”2 5 6  Oversight of promotions would still
be required to protect against anti-competitive price discrimination or cross-
subsidization. However, individual case based (ICB) pricing would not be al-
lowed.

The third subcategory would be markets with “actual competition.” The Ventura
Administration asserts that “actual competition” exists when one or more com-
petitors (including wireless ETCs) are offering competitive services to 50% or
more of the Qualified Company’s customer base in the relevant service area. Un-
der this test, the Ventura Administration recommends that the FCC’s definition of
“offered” be applied. Under that definition a competitive service is deemed “of-
fered” when the Qualified Company proves: (I) that a competitor is physically
able to deliver service to potential customers, with the addition of no or only
minimal additional investment by the competitor, in order for an individual sub-
scriber to receive service; and (II) that no regulatory, technical or other impedi-
ments to customers taking service exist, and potential customers in the service
area are reasonably aware that they may purchase the services of the competing
service provider.2 5 7  If a Qualified Company were able to meet the “actual compe-

                                          
2 5 6  Comments of MPUC Commissioner Greg Scott at the oral arguments    In re U S WEST Competitive Zone Filing   , (October
26, 1999).
2 5 7      See    47 C.F.R. § 76.905 (1998).
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tition” test, the Ventura Administration recommends that the company should be
allowed to competitively respond with price reductions at any level above the
economic cost of providing service within the exchange area. This would allow
the Qualified Company to compete on price, while removing the danger of a de-
structive predatory pricing war in a duopoly or oligopoly scenario. Individual
Case Based (ICB) pricing would be allowed.

The fourth subcategory would be markets subject to “effective competition.” In
addition to being subject to “actual competition,” effectively competitive markets
would require the Qualified Company to demonstrate that its network is com-
pletely and irreversibly open to competition, applying a test akin to the 14 point
checklist set forth in the Telecommunications Act of 1996.2 5 8  Under “effective
competition,” the service is completely deregulated. Market forces will keep
prices in line with economic cost. If all of a Qualified Company’s services become
subject to actual competition or effective competition, there would be no need for
continued oversight of the Company’s practices with respect to promotions.

Qualified Companies providing services subject to competition should be prohib-
ited from subsidizing competitive services with revenue from non-competitive
services.

c. Category III - Non-Essential, Non-Competitive Services

Category III would include those services which are non-essential, but also non-
competitive, such as CLASS services like call waiting. Generally, these services
would be unregulated, as long as they are not being provided by a company or an
affiliate of a Non-Qualified or Qualified Company. If the services are offered by a
Non-Qualified Company, such services would be subject to rate-of-return regula-
tion, with all of that company’s other services. If the services are offered by a
Qualified Company, they would be subject to the competitive categories of regu-
lation described earlier with respect to Qualified Companies.

If Category III services are provided by other than a Qualified or Non-Qualified
Company, the services become unregulated. However, the Ventura Administra-
tion would monitor the provision of such non-competitive services for anti-
competitive behavior, investigate any wrongdoing, and enforce any violations of
anti-trust law or consumer protection laws.

d. Category IV - Non-Essential, Competitive Services

Category IV services are non-essential services provided in an effectively com-
petitive market. They will be completely deregulated (except for non-
telecommunications related business regulation to which any other normal busi-
ness is subject), regardless of which company is providing them.

Under the proposed Ventura Administration framework, a Qualified Company
could regress into a Non-Qualified Company if less than 25% of the company’s
residential customer base is offered service by competing facilities-based carriers.
Similarly, services within the Qualified Company’s competitive categories may
move to other competitive categories. For instance, services which are subject to
“imminent competition” today could become non-competitive or subject to “ac-

                                          
2 5 8  47 U.S.C. § 271 (1998).
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tual competition” tomorrow. The MDOC or any provider would be allowed to
bring an action to have services of any Qualified Company re-classified. In other
words, a competitor would have standing to petition to have a competitor’s serv-
ices re-classified.

The framework would apply to any local telecommunications service provider.
For example, at first CLECs would not be coming from a position of market
dominance in the local market. However, if they ever achieved market domi-
nance, they would fall under the proposed framework. Thus, if a CLEC ever
achieved a market position in which its facilities-based competitors did not offer
service to 25% of the CLEC’s statewide residential customer base, the CLEC
would become a Non-Qualified Company. If the Non-Qualified CLEC’s competi-
tors rose above that mark, the CLEC would need to enter into an AFOR.

The local regulatory framework should also address how affiliates relationships
would be regulated.  An affiliate should be defined as any legal entity controlled
by, under common control with, or under the control of another carrier.  If a
company competes in the same service territory as an affiliated local telecommu-
nications service provider, both companies would count as one for the purposes
of classification under the Ventura Administration’s proposed local regulatory
framework.

AFOR Plans currently under effect would be grandfathered under the new law to
avoid disruptions in the marketplace, and to allow for any new legislation to be
properly implemented. The small company AFOR statue should be eliminated in
favor of the proposed new local regulatory framework. Companies that have
elected to be governed under the small company AFOR statute would have a
grace period of one year before becoming subject to the new local regulatory
framework. However, at the expiration of the AFOR plan (or the one year grace
period for small companies), all providers would be subject to the new local serv-
ice regulatory framework. In the event that the proper classification could not be
determined for a company coming out of a grandfathered AFOR prior to the expi-
ration of the AFOR Plan or the grace period, it would be presumed that the com-
pany is Non-Qualified.

The matrix below presents a visual picture of the Ventura Administration’s pro-
posed local regulatory framework:
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I.  NONQUALIFIED COMPANIES
• Rate of Return rate regulation
• No pricing flexibility
• Mergers and acquisitions subject to strict re-
view for net public benefit
• Tariff filings required
• Service quality regulation continues

II.  QUALIFIED COMPANIES
• Company qualifies for AFOR Plan if 25% of statewide
retail market served by one or more facilities-based com-
petitors.
• Mergers and acquisitions subject to strict review for net
public benefit.
• Competitive Zones provided for in AFOR Plan
• Non-competitive zones
-Includes any zone not meeting test for       imminent, actual,
or effective competition
-Price caps
-Rate Freeze
-No pricing flexibility
-Quality of service standards under AFOR apply
-Tariffs required
• Imminent Competition    
-Limited pricing flexibility allowed if competition is im-
minent
-Can't price below competitor's price, or below economic
cost
-Quality of service standards apply
• Actual Competition    
-Pricing flexibility allowed if actual competition exists
-Can't price below economic cost
-Quality of service regulations dropped
• Effective Competition    
-Deregulated

III.  NONESSENTIAL/
NONCOMPETITIVE SERVICES

• If offered by a Category I, all services offered
are regulated under Category I.
• Companies monitored for anti-competitive be-
havior.
• If offered by a Category II company, all serv-
ices regulated under Category II
• Otherwise deregulated

IV. NONESSENTIAL/
COMPETITIVE SERVICES

• Deregulated

Table 15:  Proposed Local Regulatory Framework Matrix

3. The local competition regulatory framework should contain a burden shifting
mechanism that encourages the production of market share data to ensure the correct
decisions are made about competitive classifications of services.

One of the most frustrating aspects of the regulatory environment today is that regu-
lated companies frequently cry competition, but seldom provide any proof that com-
petition actually exists.2 5 9  The law should provide an incentive to companies to
produce this information. The Ventura Administration believes this can be resolved
by establishing a burden shifting analysis, and clarifying under the Data Practices Act
what information in the telecommunications regulatory context is protected data.

Specifically, data regarding the competitiveness of markets should be classified as
protected data when submitted to a government agency for the purposes of having a
service reclassified. Moreover, the burden of producing prima facie evidence neces-
sary to reclassify a service should lie with the party seeking to have a service re-
classified (the petitioner). If the MPUC believes this burden has been met, the burden
would then shift to the respondent to provide evidence that outweighs the evidence

                                          
2 5 9      See   , e.g., U S WEST’s Petition for Competitive Zone in St. Cloud; Frontier/Worthington.
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produced by the petitioner. The MPUC would make the decision based on the weight
of the evidence presented.

4. There should be expedited administrative procedures for determining competitive
classifications or reclassifications of service.

A petition for reclassification of a service would become automatically effective after
thirty days unless an objection was submitted by either the Department or the Office
of Attorney General. The MPUC would then be required to make a decision within
ninety days of receiving the petition for classification or re-classification of a service.
With the burden of proof placed on the party seeking classification or re-
classification, there should be incentive to provide the MPUC with the information
necessary to make an informed decision. If the evidence necessary for the MPUC to
make an informed judgment is not presented, the MPUC should deny the petition for
re-classification.

5. Entry regulations should be changed and streamlined to require only the information
necessary to protect the public from harm.

a. Entry by Privately Owned Providers

The current MPUC rules related to market entry contain many unnecessary re-
quirements. For example, Rule 7811.0300(G) asks applicants for information
about the type of technology the applicant company plans to use to provide local
service. The Ventura Administration questions why this information is necessary.
Minnesota law should be clear about what criteria a company must show to pro-
vide local telephone service. It should eliminate redundant and unnecessary fil-
ing requirements, and thereby reduce the delay to market caused by these
regulations. The Ventura Administration believes the following criteria should be
applied in determining whether a company should receive authority to provide
local service in Minnesota: (i) the company’s managerial qualifications to provide
local service in Minnesota; (ii) the company’s financial ability to provide service
in Minnesota; (iii) the company’s legal authority to do business in Minnesota; and
(iv) whether the public health, safety, or welfare is threatened by granting the ap-
plication. Utilizing these categories, the Ventura Administration has compiled
the following list of information it believes is necessary for the MPUC to evaluate
in deciding whether to allow a company to enter the local service market in Min-
nesota.

i. General information (i.e. name address, telephone number, service area
map). This information is necessary for general registration purposes and for
the convenience of the MDOC, the MPUC, and the public.

ii. List of affiliates providing telecommunications services in Minnesota. This
information is necessary in order for the MPUC to monitor market concen-
tration, cross subsidization, and other anti-competitive activity in Minne-
sota.

iii. Statement of experience in providing local telecommunications service in
Minnesota or elsewhere. This information is necessary to determine if the
company has the minimum managerial qualifications to provide local tele-
phone service in the state.
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iv. Income statement, balance sheet and statement of sources and uses of cash
for most recent fiscal year, or proforma statements for one year if the com-
pany has no operating history. This information is necessary to determine
whether the company has the financial ability to provide the local services
they are seeking authority to provide in Minnesota.

v. A price list or tariff containing the prices, terms, and conditions of service,
unless the services for which the company seeks authority to provide are
subject to effective competition.

vi. A description of the company’s customer service operations, policies, and
procedures, unless the services for which the company seeks authority to
provide are subject to effective competition.

vii. The company’s 911 Plan as currently required under Minnesota Rule
7812.0550.

viii. Any other information a company wishes to provide to augment its applica-
tion for authority.

These application requirements would apply to all types of local service provid-
ers, whether facilities-based or resale. However, companies providing only Cate-
gory III or IV services would not be subject to any entry regulation.

Finally, there is no reason the MPUC needs two sets of entry rules –- one applica-
ble to large telephone companies, and one applicable to small telephone compa-
nies. In fact most of Minnesota Rules Chapter 7811 is identical to Chapter 7812.
One entire chapter of rules could be eliminated.

b. Municipal Entry

The Ventura Administration prefers that the private sector address the competi-
tive and advanced telecommunications needs of all of Minnesota. However, it has
become clear to the Ventura Administration that the private sector is not address-
ing these needs, particularly in Greater Minnesota.2 6 0  Greater Minnesota cannot
wait and should not have to wait. The Ventura Administration believes a com-
munity ought to be allowed to pool its resources and provide the infrastructure or
the services themselves with certain conditions. Currently, Minnesota Statutes
section 237.19 requires a community to hold a referendum before owning or op-
erating a telephone exchange in Minnesota. The Ventura Administration believes
this requirement should be eliminated.2 6 1  It is a barrier to competition and the
development of advanced telecommunications infrastructure in Minnesota. It
should be replaced with a law that allows any municipality to construct a local
telecommunications network, if it can demonstrate to the MPUC that its local
telecommunications market is non-competitive based on the “actual competition”
standard set forth under the Category II regulatory framework. In other words, if a
municipality can show that more than one company is not offering facilities-
based services to 50% or more of the customer base in the community, the mu-
nicipality should be allowed to construct, own and operate its own telecommuni-

                                          
2 6 0      See    Maps 5, 13 and 14.
2 6 1  However, municipalities should be prohibited from reselling telecommunications services in Minnesota. Resale does
nothing to improve the local telecommunications infrastructure of a community.
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cations network, subject to the entry regulatory requirements applicable to other
new local service providers.  The municipal system must be designed to provide
competitive open access to customers for the provision of basic and advanced
telecommunications services. A municipally owned telecommunications com-
pany would be subject to the same regulatory framework as other local telecom-
munications service providers.

Finally, partnerships and joint ventures between public and private entities
should be allowed for any purpose which furthers the development of a commu-
nity’s local telecommunications infrastructure, subject to municipal law and
regulations.

6. Minnesota law must ensure that all qualified competitors have ready quality access
to customers through resale or interconnection with those companies that control
capital intensive local network facilities.

The backbone of the local competition framework of the 1996 Act is the interconnec-
tion obligations under section 251. Federal law and FCC regulations have adequately
defined the interconnection duties of ILECs. There is no need for state legislation to
supplement these laws and rules, and to do so may cause more confusion and litiga-
tion which would further delay the development of robust local competition. The
federal law, however, is not clear about what service quality standards ILECs should
be held to in providing exchange access, UNEs, collocation, and interconnection to
competitors.

At the wholesale level, poor service quality hurts the ability of competitors to effec-
tively compete for customers. Competitors unable to obtain interconnection trunks,
unbundled elements, or who receive poor service quality from the underlying carrier
for resold services will be unable to attract and keep customers. The MDOC has
fielded several complaints from consumers and CLECs involving poor quality inter-
carrier service.2 6 2 

Effective, meaningful, and self-enforcing service quality standards are necessary at
the wholesale level, to ensure that competitors receive non-discriminatory treatment
and are afforded a meaningful opportunity to compete, as required by the 1996 Act. If
retail service quality standards are eliminated or reduced based on the assumption
that a competitive market will keep quality high, and competitors are not assured of
receiving high service through strong wholesale standards, then consumers will be
left unprotected by adequate service standards, and have no competitive options.

Minnesota law should go beyond federal regulations to ensure that all competitors
have quick, high quality access to customers over the facilities of the dominant local
telecommunications carrier. Specifically, the Legislature should direct the MPUC to
complete a rulemaking to address interconnection service quality standards within
one year of the effective date of the passage of any telecommunications reform legis-
lation. Specific topics that should be addressed are time intervals for responding to
and provisioning orders, what comparisons are appropriate to determine non-
discrimination for interconnection and unbundled network elements, how to inter-
pret statistical tests comparing performance results, and the appropriate action or

                                          
2 6 2      See e.g. In the Matter of a Complaint by McLeod USA Telecommunications Services, Inc. and U S WEST, Inc. Regar       d       -   
ing Lost Phone Service for Pinnacle Copy Service,    MPUC Docket No. P5323,421/C-98-621.
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penalties to be applied if a statistical test indicates unlawful discrimination. The law
should be clear that the standards to be set by the MPUC are minimum standards,
and that the parties are free to negotiate stricter standards and enforce the minimum
or stricter standards under the purview of interconnection agreements. Moreover, the
law should be clear that performance above the minimum standards may be neces-
sary in order to meet the FCC’s interconnection service quality standard -- to provide
competitors service quality as high a quality as a company provides itself.

It is important to emphasize that compliance with strong, wholesale service quality
standards will be necessary even with facilities-based competition. Because they are
using their own facilities to provide service, facilities-based CLECs will be less de-
pendent on the service provided by the ILEC to serve customers, but they are not
completely independent of the ILEC. Facilities-based CLECs still must interconnect
their facilities with those of the ILEC, and doing so requires the provision of inter-
connection trunks. Likewise, facilities-based CLECs will still need access to ILEC
customer service records to ensure that customers switching to the CLEC are able to
obtain all the same features currently available to the ILEC.2 6 3  Consequently, compli-
ance with service quality standards will still be important to ensuring that facilities-
based competitors are able to obtain timely interconnection with the incumbent.

Finally, given the fact that the behavior of ILECs indicates that it is still more eco-
nomically beneficial for them to compete in the courtroom rather than the market-
place, the penalties law adopted in 1999 should be strengthened to deter litigation
and anti-competitive behavior by companies attempting to protect their dominance
in the marketplace. The Legislature should expand the scope of the penalties law to
cover any company that is required to provide UNEs or discounted resale in accor-
dance with section 251(c) of the 1996 Act. The penalties law should also be modified
to clarify that penalties apply to any FCC or MPUC rules related to the provisioning
of UNEs, resale or interconnection service quality standards. Finally, penalties
should apply to any frivolous claims made before the MPUC or a court by a company
that is required to provide UNEs or discounted resale in accordance with section
251(c). Delays that hinder the development of competition or waste valuable public
resources cost Minnesotans millions of dollars each year in lost savings from the
benefits of competition. Decisions to litigate must not continue to be made lightly.

7. The filed rate doctrine should be abolished in Minnesota.

MPUC rules currently provide telephone companies with a government sanction of
the reasonableness of rates filed under tariffs with the MPUC.2 6 4  This government
sanction, embodied in several places throughout Minnesota Statutes and Rules,
places consumers at a disadvantage because they arbitrarily preclude investigations
into the reasonableness or fairness of rates filed. Tariff documents are often volumi-
nous documents, containing large amounts of detailed information. It is practically
infeasible for regulatory agencies to inspect each tariff filing thoroughly and, outside
any context, make a determination of reasonableness. Minnesota Statutes and rules
operate to supply companies with a presumption of reasonableness with respect to
rates filed. In many cases, the operation of the filed rate doctrine precludes regula-
tory agencies from reviewing the fairness or reasonableness of filed rates in response

                                          
2 6 3  Comments of MediaOne Communications, MPUC Docket No. P421/CI-96-1114 (September 10, 1999).
2 6 4  Minn. Rules 7827.0300, 7829.1400, .3000.
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to inquiries or complaints from consumers. Regulatory agencies should be allowed to
challenge the reasonableness of regulated rates filed with the State at any time such
rates are in effect. Ensuring this change under state law would provide consumers
with added protections against unreasonable or unfair rates as Minnesota moves from
a competitive to a non-competitive environment. The filed rate doctrine should be
abolished in Minnesota.

8. All mergers between Qualified and/or Non-Qualified companies should be reviewed
by the State and not approved unless the companies demonstrate that a net benefit to
the public will result from the merger or acquisition.

To date, industry consolidation does not appear to have benefited consumers. At the
very least, it cannot be said with confidence that there is a causal  nexus between
merger or acquisitions and consumer benefits. Promised cost savings to be passed on
to consumers as a result of merger synergies have not materialized. Rates for non-
competitive services provided by consolidating companies have increased unless
regulated. Customer service quality does not improve. Deployment of advanced or
competitive telecommunications services has not been accelerated because of indus-
try consolidation.

Most companies petitioning the MPUC for approval of mergers allege vague public
interest benefits as a result of the mergers (i.e. increased local competition, acceler-
ated deployment of services, becoming a stronger competitor). But few companies are
able to provide any tangible evidence of public benefit from mergers. The Ventura
Administration acknowledges that it is difficult for emerging companies to prove
what will happen in the future. However, the industry is representing that these
benefits will occur as a result of a merger.  Consequently, the State’s review of merg-
ers becomes an exercise in risk analysis. A substantial portion of the cost savings
from mergers may well be going toward investment in new plant and equipment, the
deployment of advanced services, or the geographic expansion of business. But the
reality of any merger is that it effectively removes a competitor from a marketplace
already short on competitors.  Moreover, there is usually no assurance that the prom-
ise made by the companies about the merger will actually materialize.  Capital origi-
nally targeted for Minnesota, may go to other states.  Business plans may change. For
companies providing essential services, the question becomes whether the risk to
consumers is outweighed by the likely benefits of the merger to consumers.

Given these circumstances, the State’s ability to review mergers becomes a valuable
tool for protecting and serving the public interest. The State’s ability to review merg-
ers and attach conditions to merger approvals is critical to the development of com-
petitive markets in Minnesota and the protection of consumers being served by
carriers whose size and market dominance continues to grow. The Legislature should
set a standard to be applied in MPUC merger/acquisition reviews which clarifies that
there must be a net benefit to the public that results from any proposed
merger/acquisition between companies.

With respect to mergers or acquisitions involving Qualified or Non-Qualified Com-
panies or the property of such companies, the companies should be required to pro-
vide notice to customers of the merger/acquisition which describes the transaction,
and informs them of their opportunity to participate in the regulatory review process.
This notice should be given to customers at least 30 days in advance of any public
hearings held. All mergers/acquisitions between Qualified or Non-Qualified Compa-
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nies should also be the subject of public hearings at places to be determined by the
MPUC.

9. Current carrier of last resort obligations under federal and Minnesota law are com-
petitively neutral and promote universal service objectives, but should be clarified to
require MPUC approval of relinquishment of state COLR obligations.

Carrier of last resort obligations touch on both universal service and local competi-
tion issues. Federal and state laws are clear that all ETCs are required to serve their
entire designated service area. These legal requirements should not be changed. Pub-
lic subsidies to businesses should carry with them an obligation to serve all areas
within the designated service area, not just those which are most profitable to the
carrier.

The current state law is also competitively neutral because it requires all companies,
both ILECs and CLECs, to serve areas unless facilities are not available and cannot be
made available at reasonable cost. The data presented on Tables 3 and 14, and the
litany of delay and litigation that ILECs have participated in since the adoption of the
1996 Act indicate that ILECs are not making facilities available to CLECs at a reason-
able cost throughout the ILECs’ service areas. When these facilities become available
to all telecommunications service providers in Minnesota at reasonable costs, ILECs
should be able to enforce provisions like Minnesota statutes section 237.60, Subd. 3,
which requires companies to provide service to all geographic areas of the State un-
less facilities are not available.

With respect to unassigned territory, the Ventura Administration does not favor the
competitive bidding approach. Given the high cost of serving unassigned areas, it is
likely that the State may receive no bids in a competitive bidding process because ef-
fort can be expended on more profitable ventures. The lost opportunity cost, even
with the incentive of a public subsidy could result in a failed RFP process, leaving
the territory unserved. Also, in areas put up for bid in which there emerged a win-
ning bidder, the Ventura Administration submits that the subsidy would have to be
portable to competitors under federal law. Moreover, the winning bidder may have to
make the facilities available for use by competitors under federal interconnection
laws. These possibilities create more disincentives for companies to bid to serve un-
assigned territories and defeats the purpose of the competitive bidding process.

There is a reason certain territories are unserved in Minnesota. Telecommunications
service providers have chosen to pursue more profitable ventures before choosing to
commit capital to serve sparsely populated areas. The Ventura Administration be-
lieves the MPUC should be expressly authorized to assign a company to serve unas-
signed territories based on a petition filed and signed by at least 50% of the full-time
residents and businesses domiciled within an unassigned territory that is also within
a three mile radius of the nearest technically feasible wired or wireless linkage point
of an ETC. The MPUC should be given the discretion to determine whether a petition
should be granted, which ETC should be required to build out the facilities, and what
the most cost effective technology would be for providing a universal service offering
to the petitioning area. The amount of the subsidy would be determined in accor-
dance with the funding methodology set out in section VII of this Plan. The Ventura
Administration believes this “three miles at a time” approach provides a methodo-
logical objective approach to achieving federal and state universal service goals while
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leaving an objective decision maker to take into account the circumstances involved
in these difficult decisions.

The carrier of last resort doctrine should also be changed to clarify that MPUC ap-
proval is required before any non-ETC company can relinquish its COLR obligations
under federal and state law. This will ensure that no area of Minnesota is ever left
without connectivity to the telephone network.

G. Recommendations

1. Minnesota’s telecommunications laws should be reorganized and rewritten to pro-
vide a clear pathway for companies to move from a regulated environment to a de-
regulated environment.

2. Regulatory exemptions for special classes of service providers or particular technolo-
gies should be allowed only when required by federal law or when compelling pub-
lic interest dictates.

3. The decision tree that follows summarizes the Ventura Administration’s proposed
local competition regulatory framework:
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Figure 1:  Decision Tree for Proposed Local Regulatory Framework

4. The local competition regulatory framework should be static and apply equally to all
local telecommunications service providers.
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5. The Department or any provider should be allowed to petition the MPUC to have
services of any company re-classified to a different competitive category.

6. AFOR Plans currently under effect under the new law should be grandfathered in
under the new law to avoid disruptions in the marketplace, and to allow for any new
legislation to be properly implemented. Small telephone companies under alterna-
tive forms of regulation under Minnesota Statutes section 237.773 would have a one-
year grace period before becoming subject to the new local regulatory framework.

7. In the event that the proper classification cannot be determined for a company on or
before the date an AFOR Plan expires, it should be presumed that the company is
Non-Qualified.

8. The local competition regulatory framework should contain a burden shifting analy-
sis that encourages the production of market share data to ensure the correct deci-
sions are made about competitive classifications of services.

9. Data regarding market share for essential telecommunications services should be
classified as protected data when submitted to a government agency for the purposes
of having a service reclassified.

10. State law should provide for expedited administrative procedures for determining
competitive classifications or reclassifications of service.

11. Entry regulations should be changed and streamlined to require only the information
necessary to protect the public from harm.

12. A municipality should be allowed under state law to construct, own and operate a
local telecommunications network, if it can demonstrate to the MPUC that its local
telecommunications market is non-competitive or that demand for advanced tele-
communications or quality service standards are not being met. The referendum re-
quirement under section 237.19 should be eliminated as a barrier to the deployment
of advanced and competitive telecommunications services.

13. The filed rate doctrine should be abolished in Minnesota.

14. Joint ventures between public and private entities should be allowed for any purpose
which furthers the development of a community’s local telecommunications infra-
structure.

15. Municipally owned and operated telecommunications networks should be subject to
the same regulatory framework as are applied to the private sector.

16. Minnesota law must ensure that all qualified competitors have ready quality access
to customers through resale or interconnection with those companies that control
capital intensive local network facilities.

17. There is no need for state legislation to supplement federally prescribed interconnec-
tion duties.

18. The Legislature should direct the MPUC to commence a rulemaking to address inter-
connection service quality standards within one year of the effective date of the pas-
sage of any telecommunications reform legislation.

19. The penalties law adopted in 1999 should be strengthened to deter litigation and
anti-competitive behavior by companies attempting to protect their dominance in the
marketplace.
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20. Current COLR obligations under federal and Minnesota law are competitively neutral
and promote universal service objectives, but should be clarified to require MPUC
approval of relinquishment of state COLR obligations.

21. The MPUC should be provided the authority to assign an ETC to serve any unserved
area “three miles at a time” based on objective criteria as well as the circumstances of
each case.

22. The COLR doctrine should be changed to clarify that MPUC approval is required be-
fore any non-ETC company can relinquish its COLR obligations under federal and
state law.
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VII. CONSUMER PROTECTION AND SERVICE QUALITY REGULATION
A. Background

Most telephone companies in the State provide their customers with exceptional service
quality. Unfortunately, the State’s largest telephone company, U S WEST, has experi-
enced serious problems in providing customers with minimal levels of service quality.
In the past four years, U S WEST has been fined nearly $6 million for failures to meet
minimum service quality standards pertaining to telephone responsiveness, delays on
new installations, and restoration of service outages. U S WEST’s announced merger
with Qwest Communications raises fears that already precious capital allocated to im-
proving customer service performance will be diverted to other business concerns. In a
competitive marketplace, customers would choose another carrier. However, U S WEST
does not operate in a competitive marketplace in most areas, and it is therefore necessary
to hold the company to minimal levels of customer service.

Minnesota is not the only State where U S WEST experiences customer service prob-
lems. U S WEST has experienced similar problems throughout their service territory, but
particularly in Oregon and Colorado. A recent article in the Denver Post illustrates how
serious the problem of customer service can get when a company has no competitive in-
centive to do better. The article reports that USWC acknowledged it deliberately kept
some Colorado customers in the dark about when they would get telephone service. The
practice was referred to, at least casually within U S WEST, as “customer not educated.”
The policy was used “almost exclusively” with residential customers and not with busi-
ness customers, the company said in written testimony released at a Colorado Public
Utilities Commission hearing. U S WEST defended the policy used by its customer-
service representatives, saying it didn’t want to alarm residential customers about a de-
lay that might never occur. U S WEST also stated that it abandoned the 2-year old prac-
tice. U S WEST service representatives now can warn customers immediately of possible
delays. Prior to the hearing, U S WEST had characterized the specific allegations in a
lawsuit brought against the company to stop the practice as “inflammatory and untrue.”

1. Retail Service Quality

Service quality covers a wide range of consumer protections, including the unauthor-
ized change in a customer’s chosen interexchange or local carrier (slamming), the
appearance of unauthorized services on a customer’s bill (cramming), standards to
ensure timely restoration of service when an outage is reported, timely installation of
a service when it is ordered, engineering standards to ensure that customer’s calls are
not blocked, and standards governing disconnection and deposits to ensure that cus-
tomer’s have an opportunity to obtain and continue service. In addition to service
quality standards aimed at ensuring that local and interexchange carriers provide
quality service to their customers, service quality must include consumer education
programs aimed at eliminating customer confusion, and providing information so
customers can make informed choices in an increasingly complicated telecommuni-
cations market.

2. Consumer Outreach and Education

A competitive market presumes the existence of well-informed consumers, and the
availability of adequate information on which to base decisions.  Evolving competi-
tion and technology will bring new pressure on consumers. Marketing campaigns,
new terminology, new entrants, business failures, different packages of bundled serv-
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ices, changes in the identity of providers, and an increasingly complex web of busi-
ness relationships between service providers will create confusion among consumers
for the indefinite future. Providing a guaranty that the information provided to con-
sumers in this era will be accurate, clear, accessible, and understandable is not nec-
essarily in the industry’s collective competitive interest. Government will continue
to play an important role in ensuring that accurate, clear, accessible, and under-
standable information is provided to consumers.

B. Retail Service Quality

1. Federal Anti-Slamming Requirements

The federal government has jurisdiction over the service quality of all interstate
communications services – in other words, interstate long distance services. In De-
cember 1998, the FCC adopted rules aimed at curtailing the unauthorized switch of a
customer’s interexchange carrier also known as slamming.2 6 5  The Rules require that
carriers obtain authorization, in written form, from an independent third party verifi-
cation, or electronically from the subscriber before switching a customer.2 6 6   Separate
authorization and verification must be obtained for each type of telecommunications
service being provided (i.e. local exchange service, intraLATA/intrastate toll, inter-
LATA/interstate toll). Carriers that fail to comply with these requirements are liable
to the subscriber’s authorized carrier for any amounts paid by the subscriber during
the time of the violation, and subscribers who have been slammed are absolved of li-
ability for charges imposed by the unauthorized carrier for the first 30 days of serv-
ice, and are obligated to pay for service beyond 30 days only at the rate that would
have been paid to the authorized carrier. 2 6 7  Finally, the rules establish procedures for
investigating complaints, and for the customer to freeze their preferred carrier.

2. State Law

a. State Local Service Provider Disclosure Requirements

Minnesota Statutes section 237.66 requires local service providers to disclose all
service options available to the customer, when a customer initiates or changes
service, and annually in the form of a bill insert. In addition, local exchange pro-
viders are required to inform customers of their right to require their local ex-
change provider to obtain their authorization prior to changing the customer’s
designated interexchange carrier. Such a restriction, known as a primary interex-
change carrier (PIC) freeze, is intended to protect customers from slamming.  Fi-
nally, local exchange carriers must inform customers of the ability to block calls,
including 900 and international calls. Minnesota Rule 7812.1200 obligates local
service providers to comply with Minnesota Statutes section 237.66 for local
service provider changes, as well as interexchange carrier changes.

b. State Anti-Slamming Requirements

Minnesota Statutes section 237.661 further sets out the anti-slamming duties of
the local telephone company, and of the soliciting carrier. If a customer has

                                          
2 6 5  Implementation of the Subscriber Carrier Selection Changes Provisions of the Telecommunications Act of 1996, Poli-
cies and Rules Concerning Unauthorized Changes of Consumers’ Long Distance Carriers, Second Report and Order and
Further Notice of Proposed Rulemaking, CC Docket No. 94-129, December 23, 1998, hereinafter Second Report and Order
2 6 6  47 C.F.R, §64.1150
2 6 7  47 C.F.R. § 64.1100
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elected a PIC freeze, as allowed under Minnesota Statutes section 237.66, the lo-
cal telephone company is prohibited from processing any request to change tele-
communications carriers without first obtaining prior authorization from the
customer. The statute sets forth the information that a telecommunications carrier
must confirm before processing a change in a customer’s long distance service
provider. In addition, the carrier must be able to produce, upon complaint by a
customer, evidence that the carrier verified the customer’s authorization to
change their long distance provider. If a carrier is unable to provide evidence of
authorization, the switch is deemed to be unauthorized, and the carrier must pay
all costs of returning the customer to their original service provider, as well as, all
costs of serving the customer during the period of unauthorized service.

c. State Long Distance Provider Disclosure Requirements

Minnesota Statutes section 237.662 sets forth the information that a long distance
provider must disclose to its customers when soliciting their business. This in-
formation includes all price information relating to “1+” presubscribed calls, in-
cluding time of day pricing, and differences between prices for interstate and
intrastate, interLATA and intraLATA services, and any promotional offerings and
limitations on those promotional offerings. In addition, disclosure of any mini-
mum volume requirements, flat monthly service charges, termination charges or
other non-service specific charges, including any one-time charge for changing
providers is required. Minnesota law also requires long distance providers to
send to all customers selecting their service written information reiterating the
pricing information within seven business days of the date of the verification of
the customer’s authorization.

d. State Law on Cramming

Minnesota Statutes section 237.663 requires that local exchange providers not bill
a customer for a service that the MPUC has not required be offered, or for which a
customer has not explicitly contracted. The local service provider must notify
customers of their ability to block services from future use, and provide a credit
on the next month’s bill if notified by the customer that a service was not author-
ized.

e. State Customer Bill of Rights

Minn. Rule 7812.1000 requires customers be notified at the time service is initi-
ated, and at least annually thereafter of their rights and obligations. The notice
must include a description of the complaint process, and methods for contacting
both company and MPUC representatives, the customer’s rights with respect to
payment of bills, disconnection of service, privacy, deposits, low-income assis-
tance, blocking options, and hearing-impaired programs, and a summary of serv-
ice quality standards and available remedies to customers for failure to meet
those standards.

f. State Requirement for Adequate Service

Minnesota Statutes section 237.081 grants the MPUC the authority to investigate
whenever it believes a service is, “inadequate or cannot be obtained or that an in-
vestigation of any matter relating to any telephone service should for any reason
be made.” Under the statute, the MPUC has authority to order corrective action
whenever it determines that, “any regulation, measurement, practice, act, or
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omission affecting or relating to the production, transmission, delivery, or fur-
nishing of telephone service or any service in connection with telephone service,
is in any respect unreasonable, insufficient, or unjustly discriminatory, or that
any service is inadequate.” 2 6 8 

g. Minnesota Service Quality Rules

Minnesota Rules Chapter 7810 governs the day-to-day requirements for service
quality in Minnesota. Rules governing disconnection, deposits, complaint resolu-
tion, delays in service due to a lack of facilities, directories, engineering require-
ments to limit call blocking, trouble report rates, and restoration of service are
among the areas included in Chapter 7810. Minnesota Rule 7812.0700 obligates
CLECs to comply with Minnesota Chapter 7810, or any successor rules.

h. Minnesota Service Quality under Alternative Forms of Regulation

Approval of an AFOR is conditioned upon MPUC approval of an existing service
quality plan or evidence that current service quality substantially complies with
existing MPUC rules. In addition, the AFOR must contain provisions for report-
ing service quality levels over the term of the AFOR, informing customers of their
rights and obligations under the AFOR, and specific standards for (1) the time in-
tervals for installation; (2) time intervals for repair of service; (3) trouble report
rates; (4) exchange access line held orders, and (5) customer service center an-
swer times. Finally, an approved AFOR must contain customer-specific remedies
that are provided to customers when a company fails to meet specific service
quality standards. The Plan must also provide for penalties.

i. State Service Quality Obligations in a Multi-Carrier Environment

In a multi-carrier environment, assigning blame for a particular service quality
problem will become more complex. Minnesota Rule 7812.0700 requires that a
local service provider is, “directly responsible to its customers for the quality of
service provided to those customers. Nothing in this subpart may be interpreted
or applied to impact the allocation of liability between two or more telecommu-
nications service providers in connection with quality of service issues.”

C. Consumer Education Efforts

1. Federal Truth-in-Billing Requirements

On May 11, 1999, the FCC issued its First Report and Order and Further Notice of
Proposed Rulemaking In the Matter of Truth-in-Billing and Billing Format.2 6 9  The
Order requires that telecommunications carriers provide clear, understandable bill-
ing information to consumers. The guidelines apply to all wireline providers, and in
part to wireless providers. The FCC has undertaken an additional rulemaking to de-
termine the applicability of all of these rules to wireless providers.

The FCC’s guidelines require: (i) that telephone bills be clearly organized and high-
light new service provider information; (ii) that charges be identified in a non-
misleading manner; and (iii) that the bill clearly identify and provide a toll-free

                                          
2 6 8  Minn. Stat. §237.081, Subd. 4
2 6 9  First Report and Order and Further Notice of Proposed Rulemaking in the Matter of Truth-in-Billing and Billing For-
mat, CC Docket No. 98-170 (FCC May 11, 1999).
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number for contacting the company should a customer have an inquiry, or wish to
dispute a charge.

2. State Telecommunications Consumer Outreach Programs

The State currently does not have any formal consumer outreach program. Recently,
the MPUC granted the MDOC use of $890,500 in U S WEST penalties for failure to
meet minimum service quality standards. The MDOC will use these funds to begin a
targeted consumer outreach campaign to educate consumers about their telephone
bills. Information provided to consumers will include an explanation of surcharges
for TAP, TACIP, 911, as well as subscriber line charges, the primary interexchange
carrier charge (PICC) and local number portability charges. In addition, the campaign
will cover consumers’ ability to choose different carriers for their inter and intra-
LATA markets, and improve understanding of the scope of those markets in Minne-
sota. Finally, the campaign will direct consumers to appropriate avenues for
pursuing complaints, as well as naming additional sources of information.

D. Analysis

1. Retail service quality regulations should not be eliminated or revised by the MPUC
until after minimum wholesale service quality regulations are in place.

To ensure that customers receive high quality telephone service at reasonable rates,
effective and meaningful service quality standards are necessary at the wholesale
level. Failure to have adequate service standards at the wholesale level could effec-
tively thwart competitive entry, and leave customers without competitive options. If
retail service quality standards are eliminated or reduced based on the assumption
that a competitive market will keep quality high, and competitors are not assured of
receiving high service through strong wholesale standards, then consumers will be
left unprotected by adequate service standards, and have no competitive options.

Under the 1996 Act, an ILEC is required to provide service to the CLEC at levels at
least equal to the service it provides to its own customers.2 7 0   The 1996 Act directly
ties the level of service provided to an ILEC’s competitors to the level of service pro-
vided to its own customers. Without strong retail service standards, an ILEC has an
incentive to cut costs by cutting service levels, thus reducing the level of service it
provides to its own customers. This reduction in service to its own customers, in
turn, reduces the standard by which the ILECs performance to the CLECs is judged.
For example, under Minnesota Rule 7810.5800, an ILEC is expected to clear 95% of
its out-of-service trouble reports within 24 hours. With the entry of competitors to a
particular calling area, this requirement might be eliminated on the assumption that
competition will ensure that service is restored in a timely manner because custom-
ers will choose those competitors best able to serve their needs. The ILEC may cut
costs by reducing staff, or may simply refocus its workforce on marketing activities,
but in either case, the average time to restore service lengthens dramatically. The
ILEC is bound by its interconnection agreements to restore service for its competitors
in substantially the same time and manner as it restores service to its own customers.
Thus, strong wholesale standards must be in place and functioning effectively before
retail standards are revised.

                                          
2 7 0  47 U.S.C §251(c)(3) and (c)(4)
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2. Once permanent wholesale service quality standards are in place, the level of retail
service quality regulation should correlate with the competitiveness of the market on
a geographic basis.

Once wholesale service quality standards are in place, the applicability of current
customer service standards should depend on the competitive classification of the
company’s retail service in each of its markets. As Table 15 indicates, current service
quality regulations should apply to any Qualified company. Service quality regula-
tions should also be incorporated into the terms of AFOR plans. However, service
quality regulations should not be applicable in geographic zones subject to actual or
effective competition.

3. The Legislature should fund a consumer outreach and education program to ensure
that citizens have access to objective information to make intelligent decisions in a
competitive marketplace.

Minnesota law makes some provision for informing customers of their rights and ob-
ligations, but laws themselves cannot educate consumers or adequately address
many areas of confusion, such as billing, slamming, tips on how to differentiate
competitors and explanations on how to use services, and more. Strict enforcement
of the existing statutes and rules will address some of the education needs of con-
sumers; however, it will not provide consumers with the level of information they
deserve and need to make intelligent decisions about their telecommunication serv-
ices. The Ventura Administration does not believe that consumers can rely on com-
petitors to provide them with objective information about services in a competitive
telecommunications marketplace. Moreover, it is infeasible for state regulatory agen-
cies to monitor all consumer information disseminated by the industry for inaccura-
cies or violations of law. The Ventura Administration believes the State can play a
role in ensuring that consumers have readily accessible information to make intelli-
gent decisions in the marketplace. The consumer education campaign being devel-
oped by the MDOC with the use of U S WEST’s service quality money should be
funded long-term by the Legislature. The MDOC should be directed to develop a con-
sumer education campaign aimed at providing broad-based customer education
about telecommunications issues, including changes resulting from the advent of a
competitive market. In this manner, customers will be better armed to advocate on
their own behalf with their carrier, and less dependent on regulatory agencies to in-
tervene for them.

The Ventura Administration believes that this consumer outreach campaign should
be multimedia. The goal should be to direct consumers to sources of educational in-
formation on the types of subjects identified above. The Ventura Administration be-
lieves this consumer outreach campaign should be funded at a rate of $1 million
annually in the biennial appropriation for MDOC.

4. The Legislature should establish an expedited complaint process and provide media-
tion services to resolve consumer complaints relating to long distance service.

With the increased level of deregulation of telecommunications services, the MPUC
will have to rely more heavily on the complaint process to resolve customer prob-
lems. In a more deregulatory environment, an issue may not be brought to the atten-
tion of the MPUC until a rate or policy has been put into effect and the customer has
a bill in hand. This creates the potential for more consumer complaints, and it be-
comes important to resolve disputes expeditiously. For this reason, the MDOC is rec-
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ommending the adoption of an expedited complaint process and the development of
a mediation program to resolve complaints relating to long distance service. Fur-
thermore, both the MPUC and the Department should be given authority to mediate
and resolve consumer complaints informally.

E. Recommendations

1. Retail service quality regulations should not be eliminated or revised by the MPUC
until after minimum wholesale service quality regulations are in place.

2. Once permanent wholesale service quality standards are in place, the level of retail
service quality regulation should correlate with the competitiveness of the market on
a geographic basis.2 7 1 

3. The Legislature should fund a consumer outreach and education program to ensure
that citizens have access to objective information to make intelligent decisions in a
competitive marketplace.

4. The Legislature should establish an expedited complaint process and provide media-
tion services to resolve consumer complaints relating to telecommunications serv-
ices.

                                          
2 7 1      See    Table 15.
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VIII. EXTENDED AREA SERVICE
A. Background

Extended Area Service (EAS) represents the expansion of the toll free calling area so that
calls placed between adjacent telephone exchange areas will no longer be considered
long distance calls priced on a per minute basis. EAS arose in response to customer rec-
ognition that two communities have begun to interact frequently enough to be consid-
ered a single larger community. For example, prior to the early 1950s, consumers in
Minneapolis were charged an extra 5 cents every time they placed a telephone call to St.
Paul, or vice versa. This pricing arrangement struck some as unjust, especially those liv-
ing near the common borders of the cities. Advocates representing such consumers even-
tually persuaded regulatory officials to eliminate these surcharges. This rationale was
gradually applied to many other “communities of interest.” By 1967, the Twin Cities had
the largest toll-free calling area in the United States.2 7 2 

During the AT&T monopoly days, the practical effect of EAS on the telephone company
was to shift revenue flow from one AT&T subsidiary to another. However, that changed
after the 1984 divestiture. After the break-up of AT&T and the emergence of long dis-
tance competition, numerous long distance carriers lost revenue whenever a toll route
was converted to a local service calling area. As a result, the MPUC placed a hold on all
pending EAS petitions in the mid-1980’s, and then decided later to reject any EAS peti-
tion per se. This decision spurred the 1989 Legislature to adopt a detailed law compel-
ling EAS proceedings to continue. This law expired in 1995. EAS procedures have since
been established by an MPUC order.2 7 3 

B. MPUC EAS “Super Order”

The Super Order requires customers who desire EAS to file a petition with the MPUC.
The petition must be signed by 15% or more of the customers, or 600 (whichever is less)
in the petitioning exchange. The MPUC must grant the petition when the following crite-
ria are met:

1. The petitioning exchange is contiguous to an exchange or local calling area to which
EAS is requested;

2. Polling by the MPUC shows a majority of the customers responding to the poll in the
petitioning exchange favor EAS;

3. 50% of the customers in the petitioning exchange make three or more calls per
month to the exchange or local calling area to which EAS is requested, as determined
by a traffic study.

When the petitioned exchange is somewhere in the seven county metropolitan area, the
telephone company serving the petitioning exchange must offer local measured service
or another lower cost alternative to basic flat rate service available to customers in the
petitioning exchange.

                                          
2 7 2      Connecting the North Star State   , Minnesota Telephone Association at 146 (1988).
2 7 3  Order After Reconsideration in re Investigation into the Appropriate Local Calling Scope, in Accordance with Minn.
Stat. 237.161 (1994), MPUC Docket No. P999/CI-94-296. The full text of the EAS "Super Order" is attached as Appendix J
to this Plan.
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For EAS to the seven county metro area, 75% of the cost of providing EAS must be ap-
portioned to the petitioning exchange and 25% of the cost is apportioned to the peti-
tioned exchange. For EAS to other local calling areas, the MPUC has the discretion to
apportion costs, but between 50% and 75% of the cost must be apportioned to the peti-
tioning exchange. The MPUC must establish rates for EAS that are income neutral for
both telephone companies. The costs for EAS are added to the monthly telephone bills
of subscribers in the form of “rate additives.”

The MPUC is not allowed, under the Super Order, to remove EAS within 5 years after
ordering it for an area. The MPUC cannot consider a new petition for two years after de-
nying a request from the petitioner.

EAS petitions have been a topic of concern for the regulatory agencies in Minnesota for a
long time. One of the key problems is that not everyone in the petitioning exchange de-
sires extended area service to the petitioned exchange at the rates established by the
MPUC. If more than 50% of the telephone subscribers responding to a poll in the peti-
tioning exchange vote in favor of EAS at the stated rates, to eliminate toll charges for
calling between the two service areas, then all customers in the exchange will be subject
to the higher rates.

The EAS rate additives in the petitioned area have been generally smaller than those in
the petitioning area for two reasons. First, more than half of the total revenue require-
ment for any EAS route is usually arbitrarily allocated to the petitioning exchange. Sec-
ond, EAS has almost exclusively involved petitions from small calling areas in
comparison to the petitioned area. The revenue requirement for the EAS route to the cus-
tomers in the petitioned exchange has been spread over a greater number of access lines,
resulting in a significantly smaller rate additive than the petitioning exchange.

In addition to the high costs that have been imposed on consumers involved in some
EAS petitions, new problems with EAS have arisen with the introduction of local com-
petition in Minnesota. Monetary transactions have occurred with the implementation of
EAS routes to keep each participating ILEC income neutral. There is a question as to
whether such transactions have a negative impact on the development of competition in
the market for local service. There are also issues that local competition has brought
such as which customers can petition for EAS, which customers can participate in the
balloting process, and whether CLECs should participate in any income neutrality calcu-
lations.

C. Analysis and Filings

1. The current method of allocating the revenue requirement between petitioning and
petitioned exchanges is arbitrary, unfair to customers, and is not competitively neu-
tral.

The manner in which companies have maintained income neutrality when EAS is
implemented can be seen through example. Consider a case where LEC A serves the
petitioning exchange and LEC B serves the petitioned exchange.2 7 4  LEC A has annual
facility cost of $2000 and annual lost access contribution of $8000 for a total annual
revenue requirement from the EAS route of $10,000. For the same route, LEC B also
has annual facility cost of $2000 and annual lost access contribution of $8000. Thus,
for LEC A and LEC B, the total annual cost plus lost access contribution is $20,000. If

                                          
2 7 4  For the purposes of this discussion, the term LEC refers to both ILECs and CLECs.
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the Commission orders a 75/25 split, the rates established for the petitioning custom-
ers in LEC A will be set to recover 75% of $20,000, or $15,000. The rates for custom-
ers in LEC B will be set to recover 25% of $20,000 or $5000.

If LEC A serves 100 customers and LEC B serves 10,000 customers, the EAS rate ad-
ditives would be calculated as follows:

Petitio        n       ing
LEC A

Pet      i      tioned
LEC B

Annual Facility Cost $2000 $2000
Lost Access Contribu-
tion

$8000 $8000

Total Revenue Re-
quirement

$10,000 $10,000

Allocation of Revenue
Requirement

75% 25%

To be recovered from
customers annually

$15,000 $5,000

To be recovered from
customers monthly

$1,250 $416.67

Customers 100 10,000
Monthly EAS Rate $12.50 $.04

Table 16 - Current EAS Cost Allocation Method

Since LEC A is collecting $5000 more than necessary to achieve income neutrality
and LEC B is collecting $5000 less than necessary, a transfer payment is made from
LEC A to LEC B in the amount of $5,000. These payments remain unchanged even
though the data used in the calculation of the transfer payment is likely to change
over time. This underlying data includes customer counts, facility costs and access
rates.

The current EAS cost allocation method described above is not fair to consumers be-
cause it apportions EAS costs arbitrarily and subsidizes lost access contributions to
telephone companies. In the above example, the customers in the petitioning ex-
change have rates established to recover $5000 of the facility cost and lost access
contribution of the petitioned exchange. This happens because of the arbitrary alloca-
tion of the revenue requirement between the petitioning and petitioned areas.

The current EAS allocation process is also not competitively neutral. The allocation
of revenue between the petitioning and petitioned exchange, together with the in-
come neutrality provisions that are part of the current system, cause cross subsidies
between companies. The cross subsidies have a negative influence on competition in
the markets in both the petitioning and petitioned service areas. Using the example
set out in Table 16, because the $5000 payment from LEC A to LEC B is independent
of the number of customers that LEC A serves, if LEC A loses customers to a competi-
tor, LEC A will have a higher cost per unit for all units that remain with LEC A. If
LEC A were to increase its rates, it would theoretically lose more customers. Because
LEC A is not only supporting its own cost, but also part of the cost of another LEC,
the market cannot function properly to maximize the benefits of competition to con-
sumers. This point is illustrated with the following example:
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Customers of LEC A in petitioning exchange
at the time EAS is implemented

100 customers

Burden placed on consumers in LEC A for
the costs and contribution in LEC B

$5000

Burden per subscriber in LEC A $50/year
$4.17/month

Assume LEC A loses 20% of its customers to
a competitor

80 customers

Transfer to LEC B is unchanged $5000
New burden per subscriber in LEC A $62.50/year

$5.21/month
Table 17 - Current EAS cost allocation method is not competitively neutral

As LEC A loses customers to a competitor, its cost per subscriber to support LEC B
increases. The more customers it loses, the higher its costs are on a per customer ba-
sis. Because LEC A is losing customers to a competitor, increasing prices will only
cause it to lose additional customers. The market in this example is not functioning
properly because LEC A is not competing with a competitor based on its own cost
structure. While LEC A may try to become more efficient with its own costs in the
presence of competition, it retains the burden of supporting the costs and lost access
revenue of another LEC. Because the competitor is basing its prices on the prices of
the LEC, consumers cannot receive all of the benefits of competition since prices are
unable to be driven to the true underlying costs of providing service, as would occur
in a competitive market.

In the exchange of LEC B, the competitor would be disadvantaged because the rates
of LEC B are being subsidized by LEC A customers. This subsidy will give LEC B a
competitive advantage over a CLEC attempting to serve in the petitioned exchange of
LEC B, as well as any other exchange where LEC B provides service. This happens
because the customers of LEC A are paying for not only the facilities of LEC B to im-
plement EAS, but also an amount applied to common overhead costs and profits of
LEC B. By receiving a payment from LEC A that contributes toward common over-
head and profit, all of the LEC B exchanges benefit. In other words, LEC B does not
need to obtain revenue from its own customers to earn its desired level of return.
Thus, consumers in the exchanges of LEC B cannot experience all of the benefits of
competition because LEC B is receiving a subsidy that does not also flow to its com-
petitors.

2. State law should eliminate the anti-competitive and unfair implicit subsidies that
flow between companies due to the current EAS process.

To promote the development of competition, subsidies that flow between companies
due to EAS should be eliminated or minimized. Lost access contribution is not a
cost; rather, it is a displaced revenue stream. The contribution from access rates is
used to cover the costs of other services, common overhead costs and profits. Be-
cause customers in petitioning exchanges have been responsible for the costs and lost
revenues of other companies, the EAS rate additives in numerous exchanges have
been excessive. For example, the rates for local service including the EAS rate addi-
tive in Zimmerman are $47.04 and $82.62 for residence and business respectively.
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The rates for local service including the EAS rate additive in Big Lake are $46.53 and
$81.69 for residence and business respectively. In Waverly, the flat rate for local serv-
ice including the EAS rate additive is $52.70 for both residence and business. In
Montrose the flat rate for both residence and business is $59.10. These rates are not
based on cost, but primarily support the lost access contribution of other companies.
The existing EAS methodology is simply unfair to customers.

Using the same example as above, the rates calculated with the arbitrary 75/25 cost
split and the transfer payments eliminated are as follows:

Petitioning LEC A Petitioned LEC B
Annual Facility Cost $2000 $2000
Lost access contribution $8000    $8000    
Total revenue requirement $10,000 $10,000
Allocation of revenue
requirement

N/A N/A

To be recovered from
customers annually

$10,000 $10,000

To be recovered from
customers monthly

$833.33 $833.33

Customers 100 10,000
Monthly EAS rate $8.33 $.08

Table 18 - EAS Rates With Transfer Payments Eliminated

When each LEC recovers its own cost and lost access revenue, the rates for the peti-
tioners are reduced from $12.50 to $8.33 and the rates to the petitioned area increase
from $.04 to $.08. Moreover, implicit subsidies are removed from the EAS rate
model, allowing for fair competition in both the petitioning and petitioned exchange.

3. EAS pricing should not guarantee income neutrality for telephone companies by al-
lowing the recovery of lost access charge contribution when a toll route is converted
to EAS.

The recovery of lost access contributions permitted under the current EAS Super Or-
ders is not fair to customers and is not competitively neutral. A high level of toll call-
ing between areas often reflects the community of interest that exists between the
areas, and translates into a significant amount of access charge contribution for the
LEC because access rates are too high. Since lost access contribution is typically the
largest component in the development of the EAS rates, it has been the primary cause
of excessive EAS rate additives to customers in the petitioning exchange. The arbi-
trary allocation of costs between exchanges causes the petitioning exchange custom-
ers to pay for the lost access contribution of the petitioned exchange. If LECs are no
longer permitted to receive payments from other companies for their own costs and
lost access contribution, the problem with the petitioners supporting the underlying
costs and profits of the petitioned LECs will be eliminated.

Recovery of access charge contributions also results in unfairness to customers of dif-
ferent exchanges of the same company. For a LEC with multiple exchanges, if the
customers in one exchange cause there to be high levels of contribution, other ex-
changes do not need to contribute as much for the company to earn a reasonable rate
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of return. By requiring customers in the petitioning area to pay monthly EAS rates at
a level targeted to continue the same revenue stream to the company, these consum-
ers are paying a disproportionate rate in comparison with customers in other ex-
changes of the same company. It is unfair for one geographic area to be targeted to
contribute more to common overhead and profit than another geographic area.

Allowing the recovery of lost access contribution through high rate additives and
transfer payments is also not competitively neutral. The current process results in the
petitioning exchange contributing a disproportionate share towards the LEC’s com-
mon costs and profit. Thus, a competitor may be unable to enter the market with its
own facilities and compete for those services because an exchange that is uninvolved
with an EAS petition is able to price its services below cost. There simply is not a
sufficient margin to entice a competitor to choose to compete in this scenario.

Additionally, by including lost access contribution in the development of the EAS
rate additive, the EAS rate provides implicit support of universal service. The EAS
rate additive, as a rate charged for what is now local service, should not logically be
providing such implicit support. To the contrary, the 1996 Act states that implicit
universal support is to be made explicit. The 1996 Act establishes this requirement
as a necessary step in the development of a competitive marketplace.

4. LECs should not be allowed under law to recover lost access charge revenue through
EAS rate additives.

Because it is anti-competitive and unfair to customers to include lost access contribu-
tion in the EAS rate additive, this practice should stop. Instead, EAS rates should re-
flect the actual cost to implement the EAS route plus a reasonable contribution
toward common costs and profit. The procedure to establish fair EAS rates should
not be concerned with lost access contribution. Any revenue stream that a company
perceives that it needs to earn a fair return should be recovered in accordance with
the form of regulation that currently applies to the affected companies. A company
subject to an AFOR plan may have different limitations than a company subject to
rate of return regulation. While any company should be permitted to submit a pro-
posal for lost revenue recovery to the MPUC, a guarantee of income neutrality should
not occur for companies that are not subject to rate of return regulation. Companies
subject to traditional rate of return regulation (Category I companies) are entitled to
file for rate increases to basic local service rates if they believe they have an inade-
quate return.

5. The Legislature should establish a new process and criteria for establishing EAS
communities.

a. The Petition

When a petition has been filed in the past it has been from an exchange served by
a single local service provider. With numerous local service providers now poten-
tially serving an area, it must be resolved whether customers of competitive LECs
may also be allowed to petition for EAS. In the absence of such an ability, cus-
tomers of a competitive LEC will be treated differently than the incumbent LEC.
The Ventura Administration believes that EAS should be approved based on
whether the petitioning exchange has a community of interest with another local
calling area. Which LEC serves the customer should not determine whether a
valid petition has been filed.
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b. Requirement of Adjacency

There could be situations in the future where a CLEC has a calling area greater
than that of the ILEC. It is possible that consumers served by the CLEC could
have a pricing plan that provides toll free calling to the area adjacent to the area
desired for toll free calling, but the ILEC does not serve that area. The toll free
calling area for customers served by the ILEC is the only area to which two-way
EAS exists. Calling plans of CLECs are simply pricing options for one-way calling
to an extended area and do not provide two-way toll free calling. Therefore, the
basic flat-rate area of the ILEC should be used when determining if the calling ar-
eas subject to an EAS petition are contiguous.

c. Traffic Studies

The Ventura Administration believes that the current traffic study requirement
and criteria used under the current EAS process are reasonable, fair, and have
been easy to apply. This aspect of the current process should not be changed.

d. Balloting

If there are customers of one or more CLECs in an exchange, the question arises
whether it is feasible for all customers in the exchange to receive a ballot to ap-
prove the proposed EAS route at the stated rate. If all customers in the exchange
were to receive a ballot, the ballot would need to somehow reflect the impact to
customers of CLECs. Moreover, under the current EAS process, only the petition-
ing exchange is allowed to vote on the issue. The MPUC’s involvement has been
purely ministerial enforcement of the procedures in the EAS Super Orders. There
is no MPUC discretion to determine whether the EAS is in the public interest. In
other words, persons in the petitioning exchanges are the only persons in the cur-
rent EAS process that are allowed to determine whether a new EAS district is in
the public interest.

The current process of approving or denying an EAS petition, based on the re-
sults of a balloting process, will not work efficiently in a market with multiple lo-
cal service providers. Part of the problem with EAS has been that the EAS rate
additives have been too high. As discussed, the high rates were the result of an
arbitrary allocation of costs between the petitioning and petitioned areas, as well
as the recovery of lost revenue streams. Because consumers were going to be
subject to such significant rate increases, consumers were asked to vote on
whether EAS should be implemented at the proposed rates. This made consum-
ers responsible for the decision and absolved the MPUC of the responsibility.

The process of balloting consumers should be replaced by a process where the
MPUC determines whether there is a community of interest between the petition-
ing and petitioned areas and that approval of the route is in the public interest.
The rates imposed on consumers of the ILEC will be significantly lower when
they are cost based. Thus, the decision will not have as significant of an impact
on those consumers that do not favor the installation of EAS. However, with
lower rates, more consumers are likely to favor the installation of EAS. If the rates
are low enough, consumers may favor the installation of EAS even if there is not
a community of interest. Because a community of interest should exist if the
MPUC approves an EAS route, whether approval of a route is in the public inter-
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est should be determined by the MPUC, not by the consumers in the petitioning
exchange.

Community of interest factors to be considered by the MPUC include the level of
calling between communities; the location of government, commercial, employ-
ment and social centers for persons living within the petitioning exchange; the
locations of schools and school districts serving the petitioning exchange; and the
location of medical, emergency medical, law enforcement, and fire protection
services serving the petitioning exchange.

6. Rate additives developed under the EAS Super Orders need to be corrected if the law
is changed as proposed by the Ventura Administration.

Many of the EAS rate additives approved in the past have been set using a methodol-
ogy that is not fair to consumers and is not competitively neutral. The EAS rate addi-
tives approved by the MPUC have included lost access contribution and were
established to achieve a revenue target based on an arbitrary allocation of responsi-
bility between the petitioning and petitioned exchanges. This resulted in the MPUC
approving high rates additives for EAS. However, rates of nearly $60 for residence
local service, when including the EAS rate additive, cannot be considered fair and
reasonable. In the interest of fairness, many of the previous EAS rates that were es-
tablished should be reevaluated using a process that sets rates based on the cost to
provide the service, plus a fair contribution to common overhead and profit.

Because there are many EAS routes that exist in Minnesota, it would be an over-
whelming task to reevaluate each and every EAS rate. To correct the current unfair-
ness in a manageable way, the payments that currently occur between companies
should be eliminated. The EAS rates of each company could then be adjusted to re-
flect the elimination of each such transfer. All rate adjustments would be analyzed by
the MDOC and provided to the MPUC for approval. Any rate increases would need to
be supported by showing that the resulting rates are priced at cost with a fair contri-
bution toward common overhead and profit. Rates that do not fall below some
threshold, such as $10, could be reviewed for reasonableness. Rates that fall below
the threshold could be accepted as being reasonable. However, such rates should be
examined for reasonableness whenever the company’s rates are reviewed in the con-
text of an earnings proceeding or in the context of a rate restructuring.

D. Recommendations

1. State law should eliminate the arbitrary, anti-competitive and unfair implicit subsi-
dies that flow between companies due to the current EAS process.

2. EAS pricing should not guarantee income neutrality for telephone companies by al-
lowing the recovery of lost access charge contribution when a toll route is converted
to EAS.

3. LECs should not be allowed under law to recover lost access charge revenue through
EAS rate additives.

4. The Legislature should establish a new process and criteria for establishing EAS
communities.

5. The basic flat-rate area of the ILEC should be used when determining if the calling
areas subject to an EAS petition are contiguous.
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6. The procedural requirement of a traffic study and the criteria used to determine
whether there is enough toll traffic to justify conversion to an EAS should be main-
tained.

7. The process of balloting consumers to decide if an EAS route should be approved
should be replaced by a process where the MPUC determines whether there is a
community of interest between the petitioning and petitioned areas and that ap-
proval of the route is in the public interest.

8. Rate additives developed under the EAS Super Orders need to be corrected if the law
is changed as proposed by the Ventura Administration.
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IX. AREA CODE EXHAUST/NUMBER CONSERVATION
A. Background

The 612 area code has required area code relief 3 times since 1996. The 612 area code
was split into the 612 and 320 area codes in 1996. In 1998, it was split a second time
into the 612 and 651 area codes. The 612 area code is again to be split into the 612, 952
and 763 area codes in February of 2000. With 5 area codes, there will be approximately
40,000,000 numbers to serve the area previously served by a single area code. One area
code has approximately 7,920,000 numbers available for assignment.

While the demand for telephone numbers has grown, the primary reason for the need for
additional area codes to be assigned is the inefficient use of numbers. Telephone num-
bers have been assigned to local exchange service and wireless service providers in
blocks of 10,000 numbers, which is the entire prefix of numbers. Further, numbers were
assigned to small areas known as rate centers, which often were the same size as the lo-
cal exchange boundary.  Local competition has also caused large numbers of prefixes to
be assigned, because each competitor is assigned a separate prefix for each rate center
where they are to provide service.

The FCC is actively looking at number conservation measures as they are predicting that
the North American Numbering Plan will exhaust within ten years if such measures are
not implemented or are not effective. A former employee of the North American Num-
bering Plan Administration group indicated that Y2K issues are minor compared to the
complexities associated with the exhaust of the North American Numbering Plan.

There are significant costs associated with adding additional area codes, many of which
cannot be quantified. There are telephone company conversion costs, as well as costs to
consumers to change stationary, business cards, and everything containing their tele-
phone number. If businesses are assigned to the new area code, they may lose revenue or
incur added expense and marketing materials that have been distributed will become
obsolete.

Societal costs that are more difficult to quantify include confusion over which area code
to dial and whether dialing ten digits is necessary. There may be greater confusion
among the elderly and young children. Although there have been massive consumer
education efforts undertaken, all such efforts are imperfect.

B. Federal Law

Section 251(e)(1) of the 1996 Act grants the FCC plenary jurisdiction over numbering is-
sues that pertain to the United States. Specifically, the 1996 Act directs the FCC to create
or designate one or more impartial entities to administer telecommunications numbering
and to make such numbers available on an equitable basis. This section also gives the
FCC the authority to delegate to states any portion of its jurisdiction over numbering
administration. The FCC argues that it retains jurisdiction over all matters it does not
specifically delegate. On July 2, 1999, the FCC opened a rulemaking on numbering re-
source optimization. The MDOC filed comments with the FCC on July 30, 1999.275 The
MDOC recommended that the states should be delegated the authority to deploy number
conservation measures where state specific facts are important in determining how a

                                          
2 7 5  Comments of MDPS in re Notice of Proposed Rulemaking on Numbering Resource Optimization, CC Docket No. 99-
200 (FCC July 2, 1999).
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measure is deployed or where states can be more effective than the FCC in conserving
numbering resources. The MDOC also opposed mandatory ten-digit dialing for all con-
sumers as it is unnecessary and burdensome.

C. State Law

There are no state laws concerning telephone number assignments and number conser-
vation. While Minnesota does not have state laws on the use of numbering resources, the
FCC has delegated the authority to the State to decide the method of area code relief to
be adopted when such relief is needed. The decisions to be made by the State include
whether an area code split, the overlay method or a boundary realignment should be
used to achieve area code relief. If a split or realignment is selected, decisions must be
made on where the area code boundaries are located. Implementation issues are also to
be handled by the states.

D. Analysis

1. Minnesota must wait until the FCC delegates authority to the state before taking any
steps to require number conservation measures.

The implementation of local number portability has created the technical ability to
assign numbers in smaller blocks. Together with consolidating rate centers, and mak-
ing sure that requests for number assignments are legitimate, there are opportunities
to conserve telephone numbers to avoid any future need for area code relief. There is
also a methodology called unassigned number porting that would make efficient use
of numbers that have already been assigned to a carrier but are unassigned to cus-
tomers. When and if the FCC delegates authority to the State to implement number
conservation methods, the law should require the MPUC to identify telecommunica-
tions service providers who are the greatest users of telephone numbers. The MPUC
should then be required to complete a proceeding that studies all known methods of
number conservation. The MPUC shall have the authority to order such providers to
implement all number conservation methods deemed by the MPUC to be in the pub-
lic interest.

The FCC must delegate authority to implement number conservation measures before
any action is taken in Minnesota. The FCC is expected to issue its rules regarding
number conservation within the next six months. The FCC has already issued state
specific delegations of authority to a few states allowing states to implement number
conservation measures. The Ventura Administration will assume an active role in se-
curing such authority for the State.

2. When and if the FCC delegates authority to the states to implement number conserva-
tion methods, state law should, to the extent allowed by federal law, require ILECs to
implement number conservation measures within two years after the State secures
authority from the FCC to implement such measures.

Telephone companies are hoarding telephone numbers, which is causing number
exhaust. Number exhaust has serious financial repercussions because it ultimately
forces more area code splits, and ultimately may require the Nation to reconfigure its
telephone numbering system. Within two years after receiving authority from the
FCC to implement number conservation measures, the MPUC should do so.

3. The Legislature should implement a charge on using phone numbers as a way of de-
ferring number hoarding. The Legislature should specifically direct that all revenue
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derived from number charges be used to subsidize essential telecommunications
services for rural small businesses.

A charge on telephone numbers will deter telephone companies from hoarding num-
bers which results in millions of dollars in needless expenses due to the need to
change area codes. Telephone companies would not be allowed to pass through this
charge to consumers unless the number is activated for use by a customer. Any reve-
nue derived from this number charge should be used to subsidize rural business
rates.2 7 6 

E. Recommendations

1. The Ventura Administration shall actively secure FCC authority to implement num-
ber conservation methods for the State.

2. The Legislature should require the MPUC to implement number conservation meth-
ods within two years after the State secures such measures.

3. The Legislature should implement a charge on using phone numbers as a way of de-
ferring number hoarding. The Legislature should specifically direct that all revenue
derived from number charges be used to subsidize essential telecommunications
services for rural small businesses.

                                          
2 7 6      See    discussion at p. 62.
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X. LONG DISTANCE REGULATION
A. Background

Long distance service (also called toll call, trunk call, or interexchange service) refers to
any telephone call to a location outside the local service area. The MPUC adopted a pol-
icy allowing interLATA and intraLATA competition for interexchange services provided
in the State of Minnesota in 1985.2 7 7  At that time, equal access was not generally avail-
able, so only one interexchange carrier could receive superior toll access with 1 plus di-
aling (also called 1+ presubscription). Under the MFJ, toll calls dialed with 1+ service
were routed to AT&T if the call terminated in an interLATA location and to Northwest-
ern Bell if the call terminated in an intraLATA location.

Along with adopting a policy of allowing competition for interexchange services in its
1985 Order, the MPUC granted AT&T an extension of its certificate of authority allowing
the company to provide intraLATA telecommunications services within Minnesota. In
addition, the MPUC granted certificates of authority to MCI and GTE/Sprint allowing
these carriers to provide intraLATA and interLATA telecommunications services to cus-
tomers in Minnesota. In its 1985 Order, the MPUC directed other companies wishing to
provide interexchange services to first apply for and to receive a certificate of public
convenience and necessity prior to commencement of offering toll service. Among the
other policy directives in the 1985 Order, the MPUC stated that “no interexchange car-
rier . . . shall implement rates or tariffs that deaverage toll rates based on the basis of
geographic location or that discriminate in the terms and conditions under which serv-
ices will be made available on the basis of geographic location without the express ap-
proval of the Commission.”2 7 8  This policy prohibiting geographic deaveraging generally
required long distance companies to average their rates to eliminate rate structures
where the price of a call would differ depending upon whether the call terminated at an
interLATA or an intraLATA location.

Subsequent to adopting a policy of allowing interexchange competition in 1985, the
MPUC has issued numerous other decisions regulating the provision of interexchange
services in Minnesota, including decisions to require equal access, preventing unreason-
able discrimination between long distance business and residential customers, and en-
forcing the state law requiring long distance carriers to geographically average long
distance rates in Minnesota.2 7 9 

A significant shift in the market for long distance services has taken place over the past
15 years. An FCC staff report entitled “Long Distance Market Shares: Fourth Quarter
1998,” which was issued on March 31, 1999, reveals the extent of the shift in the market
for long distance services. According to the FCC report, AT&T’s toll revenues accounted
for 90.1% of the revenues received by all long distance carriers in the year 1984. In the
same year, MCI received 4.5% and Sprint received 2.7% of all the revenues received by

                                          
2 7 7       See    FINDINGS OF FACT, CONCLUSIONS OF LAW AND ORDER, MPUC Docket No. P442, 443, 444, 421, 433/NA-84-
212 (October 15, 1985).
2 7 8     Id.
2 7 9      See    582 Docket; Order Approving Short-Term and Intermediate Infrastructure Recommendations as Modified and Es-
tablishing a Comment Period, MPUC Docket No. P999/CI-93-1176 (May 19, 1994); Order Setting Implementation Guide-
lines for IntraLATA 1+ Presubscription, MPUC Docket No. P999/CI-87-697 (July 21, 1994); Order Rejecting Differential
Between Basic Business and Basic Residential Rates, P442/TC-95-419 (October 14, 1996); Order Requiring Revisions to
Tariffs, MPUC Docket No. P466/C-97-1550 (February 5, 1998).
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long distance carriers. By 1997, AT&T’s revenues accounted for 44.5% of all long dis-
tance revenues, MCI accounted for 19.5%, Sprint accounted for 9.7%, and Worldcom
accounted for 6.7%. All other long distance carriers made up the 19.8% balance of long
distance revenues. Including the long distance revenues collected by local exchange
companies, the following changes in market share have taken place:

Year AT&T MCI Sprint All Other
Toll Carriers

1984 90.1% 4.5% 9.7% 2.7%
1997 44.5% 19.5% 9.7% 19.8%

Table 19 - Market Share Based on Total Operating
Revenue of Long Distance Carriers and Total Toll Revenues for Local Exchange Carriers

Between the years 1984 and 1997, the overall market for long distance service in the U.S.
has increased significantly from $51,156,000,000 in 1984 to $98,569,000,000 in 1997.
The breakdown of the market for long distance services has shifted as follows:

Year Intrastate Interstate International
1984 40.8% 51.8% 7.4%
1997 32.6% 46.8% 20.6%

Table 20 - Percentage of Total Toll Revenues
Domestic

B. Federal Law

The 1996 Act states as follows:

Consumers in all regions of the Nation, including low-income con-
sumers and those in rural, insular, and high cost areas, should have
access to telecommunications and information services, including
interexchange services and advanced telecommunications and in-
formation services, that are reasonably comparable to those serv-
ices provided in urban areas and that are available at rates that are
reasonably comparable to rates charged for similar services in ur-
ban areas. (Emphasis added). 2 8 0 

It is important to note that while long distance companies are required to contribute to
the federal universal service fund, they will not receive any direct benefit from the uni-
versal service fund. Long distance carriers will realize indirect benefits through access
charge reform and the replacement of implicit subsidies to ILECs with explicit subsidies
from the federal and state universal service funds.2 8 1 

C. State Law

Minnesota Statutes section 237.01, Subd. 6 defines long distance service providers as
“telecommunications carriers.” Minnesota Statutes section 237.035 requires that “tele-
communications carriers” comply with sections 237.121, 237.16, subdivisions 8 and 9,

                                          
2 8 0   See 47 U.S.C. §254(b)(3).
2 8 1      See    pp. 56-59 of this Plan.
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and 237.74 and exempts such companies from all other sections of Minnesota Statutes
Chapter 237.

Minnesota Statutes section 237.16, Subds. 8 and 9 require telecommunications carriers
to comply with the MPUC’s policies relating to the universal service fund and to obtain
certificates of authority from the MPUC before providing regulated telecommunications
services in Minnesota.

Minnesota Statutes section 237.74 establishes a detailed framework for the regulation of
telecommunications carriers and covers the following subject areas:

• Filing requirements
• Discriminatory practices that are prohibited
• Special pricing arrangements
• Investigations, hearings, orders and appeals of orders
• Extensions of communication facilities
• Tariff or price list changes
• Occasional use of telecommunications services
• Uniform rules applicable to telecommunications carriers
• Discontinuance of service by a telecommunications carrier of the service of another

telecommunications carrier or telephone company
• Assessment of regulatory expenses
• MPUC enforcement methods such as penalties and remedies
• Certification requirements
• International call blocking.

The current regulatory framework places numerous regulatory obligations upon interex-
change carriers. Those companies must file a detailed application and obtain a certificate
of authority before beginning to provide telecommunications services. The application
for a certificate of authority must contain the detailed list of information, which is enu-
merated in the MPUC’s rules.2 8 2  After obtaining their certificates of authority and begin-
ning to operate, interexchange carriers must maintain a tariff or price list and they are
bound by all of the MPUC’s rules and individual orders. Interexchange carriers may de-
crease rates without giving notice to customers. Long distance companies often limit
their liability to consumers in tariffs unbeknownst to consumers. They may also increase
rates, offer new services, and make changes in the terms and conditions of service any
time after providing notice to customers. MPUC approval is required before an interex-
change carrier discontinues a service provided to another telephone company or tele-
communications carrier if end users would be deprived of service, because of the
discontinuance. Interexchange carriers are currently prohibited from offering telecom-
munications services upon terms or rates that are unreasonably discriminatory. Minne-
sota law currently prevents an interexchange carrier from using geographically
deaveraged pricing structures except with respect to promotions. Interexchange carriers
may offer volume or term discounts and may offer unique pricing arrangements to cer-
tain customers where such pricing is justified by either market conditions or by differ-
ences in the cost of serving one customer or a group of customers. Minnesota law
prohibits interexchange carriers from unreasonably limiting their service offerings to
particular areas unless the facilities necessary for the service are not available and can-
not be made available at reasonable costs.

                                          
2 8 2   See Minn. Rules pt. 7812.0300, 7812.0350, and 7812.0400.
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D. Analysis

1. The Legislature should take further moderate steps to deregulate the intrastate long
distance business in Minnesota.

With the passage of Minnesota Statutes section 237.74 in 1993, the Legislature took a
significant step in the direction of deregulating long distance services. Currently, the
regulatory burdens of interexchange carriers are limited in comparison to other types
of services regulated by the MPUC. Furthermore, the MPUC has attempted to inter-
pret Minnesota Statutes section 237.74 to provide interexchange carriers with a sig-
nificant amount of flexibility in establishing the rates, terms, and conditions relating
to the provision of long distance services.

A further reduction in the level of regulation of interexchange carriers would fulfill
the goals of the Ventura Administration by streamlining the regulatory process and
aiding the transition from the non-competitive regulatory environment, that interex-
change carriers faced in the past, a truly competitive environment where the burden
of performance in the marketplace shifts from regulators to competitive service pro-
viders.

2. Geographic deaveraging of long distance rates in Minnesota should not be allowed
until access charge reform is complete in Minnesota, and then only to the extent the
Legislature is assured that rates for intrastate long distance service in rural Minnesota
will remain comparable to rates in urban areas of the State.

In Minnesota, the level of competition in the market for long distance services varies
among different parts of the State. While several hundred long distance companies
currently hold certificates of authority, many carriers do not operate in the sparsely
populated rural exchanges, because they do not have billing and collection agree-
ments in place with the small, independent local exchange companies. With a small
potential market, many competitive interexchange carriers do not feel that the poten-
tial to sign–up a few new customers justifies the expense of forming a contract for
billing and collection services. Moreover, high access charges of most ILECs used to
subsidize the cost of local service deter companies from competing in some rural ar-
eas. For this reason, customers served by the large local exchange companies tend to
have more interexchange carriers to choose from than do customers served by small
local exchange companies. In addition, the level of competition for toll services var-
ies throughout Minnesota depending upon the concentration of residential customers
in a given market. The FCC report of March 31, 1999 on “Long Distance Market
Shares” clearly shows that the forces of competition have had a much greater impact
on business customers than on residential customers. In Minnesota, there is a signifi-
cantly greater concentration of residential customers in the small rural exchanges
than in the major population centers, such as the inner rings of the Minneapolis/St.
Paul Metropolitan Calling Area. A greater level of long distance competition is ex-
pected in urban compared to rural areas of the State. Without access charge reform,
long distance competitors will have a disincentive to enter new markets in Minne-
sota. If allowed to geographically deaverage rates before access charge reforms are
implemented, long distance carriers would have an incentive to “cherry pick” mar-
kets by pricing themselves out of higher cost areas. For these reasons, the Ventura
Administration does not recommend that the Legislature permit geographically
deaveraged rates in the long distance market.
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3. The Legislature should replace the certification requirement for long distance carrier
market entry with a simple registration procedure.

The existing certification process is time consuming and cumbersome, has not been
changed since competition was first allowed in 1985, and does not recognize the
changes that have taken place and the significant level of competition currently in
the marketplace. With competition in the toll market, the current certification proc-
ess does not serve to protect consumers over and above the protections that would
continue to exist with a much simpler registration process. Under a simplified regis-
tration process, carriers could begin operating in Minnesota in a much shorter time
frame than would be possible under the existing certification process. In turn, con-
sumers would benefit from having a greater number of carriers to choose from. The
registration would consist of a requirement to provide the name, address, telephone
number of the company’s agent in Minnesota. The Company’s tariff would also be
required. A bond would be required if the company were proposing to offer prepaid
calling cards. Finally, the registration should include a list of all affiliates operating
in the State.

4. The Legislature should increase the level of penalties that may be applied to long dis-
tance companies to be consistent with the penalties that may be applied to other
telephone companies under Minnesota Statutes section 237.461.

Minnesota Statutes section 237.74, Subd. 11 states that “a person who knowingly and
intentionally violates this section or a rule or order of the commission adopted or is-
sued under this section shall forfeit and pay to the state a penalty, in an amount of at
least $100 and not more than $1,000 for each day of each violation.” Minnesota Stat-
ute section 237.461 contains similar language, but allows penalties of up to $5,000,
instead of $1,000. For several reasons, the MDOC recommends increasing the maxi-
mum penalties that long distance carriers may face to $5,000. With the reduced level
of regulation being proposed for long distance carriers, the statutes and regulations
that would continue to apply to long distance carriers are of critical importance.
With the increased level of freedom to be given to long distance carriers, the carriers
must likewise face an increased level of responsibility to operate fairly and honestly.
An increase in the maximum penalty establishes the increase in responsibility in
monetary terms that are easily understandable by the industry. Also, because many
telephone companies offer both long distance and local exchange service, the appli-
cation of a consistent maximum penalty avoids confusion on how to calculate the
penalty in the case of a violation involving both long distance and local exchange
services.

E. Recommendations

1. The Legislature should take further moderate steps to deregulate the intrastate long
distance business in Minnesota.

2. Geographic deaveraging of long distance rates in Minnesota should not be permitted
at least until access charge reform is complete in Minnesota, and then only to the ex-
tent the Legislature is assured that rates for intrastate long distance service in rural
Minnesota will remain comparable to rates in urban areas of the State.

3. Long distance carriers should no longer be required to file tariffs with the MPUC.

4. The Legislature should replace the certification requirement for long distance carrier
market entry with a simple registration procedure.
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5. The Legislature should increase the level of penalties that may be applied to long dis-
tance companies to be consistent with the penalties that may be applied to other
telephone companies under Minnesota Statutes section 237.461.
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XI. REGULATION OF CABLE SERVICES
A. Background

1. Legislative History

Cable services are regulated much differently than telecommunications services. Be-
fore 1984, cable television services were regulated solely at the local governmental
level. Generally, cable services are not regarded as essential services. However,
“regulation” of cable arose because cable television operators needed franchises from
local governments in order to use public right-of-way to access customers with cable
plant and equipment. With no uniform standards governing how cable franchises
were to be granted and the reasonableness of terms and conditions upon which cable
franchises were granted, Congress decided in 1984 that it was necessary to “establish
franchise procedures and standards which encourage the growth and development of
cable systems and which assure that cable systems are responsive to the needs and
interests of the local community.”2 8 3  Congress also felt it was necessary to adopt a na-
tional policy on cable regulation to protect cable operators from having unreasonable
terms and conditions placed on the provision of cable services given the cable opera-
tor’s need to use public rights-of-way in order to do business.

In 1992, Congress overrode President Bush’s veto and adopted the Cable Television
Consumer Protection and Competition Act of 1992.2 8 4  Congress adopted the 1992 Act
based on several factors. 2 8 5  First, Congress found that rates for cable television serv-
ices had been deregulated in approximately 97% of all franchises since December 29,
1986. Since rate deregulation, monthly rates for the lowest priced basic cable service
have increased by 40% or more for 28% of cable television subscribers. Although the
average number of basic channels has increased from about 24 to 30, average
monthly rates have increased by 29% during the same period. Congress found that
between 1984 and 1992, the average monthly cable rate had increased almost 3 times
as much as the Consumer Price Index. Congress also found that most cable television
subscribers had no opportunity to select between competing cable systems. Consum-
ers who subscribe to cable television often do so to obtain local broadcast signals
which they otherwise would not be able to receive, or to obtain improved signals.
Congress found that the result of this lack of competition was the cable operators’
undue market power in comparison to that of consumers and video programmers. In
addition to the lack of competition for cable television services, Congress found a
substantial increase in the penetration of cable television systems since 1984. By
1992, nearly 56,000,000 households, over 60% of the households with televisions,
subscribed to cable television.

As a result of this growth, Congress found that the cable industry had become the
dominant nationwide video medium. In addition, Congress found that the cable in-
dustry had become highly concentrated. The potential effects of such concentration,
Congress found, were barriers to entry for new programmers and a reduction in the
number of media voices available to consumers. Congress also found that the cable
industry had become vertically integrated; cable operators and cable programmers of-
ten had common ownership. As a result, Congress found cable operators have the in-

                                          
2 8 3  47 U.S.C. §521.
2 8 4  Cable Television Consumer Protection and Competition Act of 1992, Pub. L. 102-385, 106 Stat. 1460.
2 8 5  Pub. L. 102-385, Sec. 2(a), (b), Oct. 5, 1992, 106 Stat. 1460, 1463.
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centive and ability to favor their affiliated programmers, making it more difficult for
noncable-affiliated programmers to secure carriage on cable systems. Congress also
found there to be a substantial governmental and First Amendment interest in pro-
moting a diversity of views provided through multiple technology media and local
origination broadcasting. Additionally, Congress found that franchising authorities
were finding it difficult under the current regulatory scheme to deny renewals to ca-
ble systems that were not adequately serving cable subscribers.

Cable regulatory laws at the federal level were changed again by the 1996 Act. In the
1996 Act, Congress phased out some of the initiatives of the 1992 Act, including
regulation of expanded tier cable rates and the three year holding requirement on ca-
ble television systems. The 1996 Act also clarified that local franchising authorities
have no authority over telecommunications services provided by cable operators.
The 1996 Act delineated the extent to which local franchising authorities could regu-
late cable and telecommunications companies through their authority to manage the
use of public rights-of-way by such companies.

The Minnesota Legislature adopted a state cable television law in 1973. The State’s
cable law was amended several times between 1973 and 1985. In adopting the Min-
nesota Cable Act, the Legislature found that the provision of cable services in Minne-
sota required government oversight in order to protect cable operators from undue
restraint and regulation by local franchising authorities.2 8 6  The Legislature also val-
ued public, educational, and governmental (PEG) access programming and sought to
promote the use of such programming in Minnesota. The Legislature also found that
the cable industry was undergoing rapid growth and consolidation. The Legislature
believed that cable industry consolidation should be discouraged when not in the
public interest.

Based on these findings, the Legislature determined it was necessary to develop a
state cable policy that is consistent with federal law. The Legislature believed that
the law should promote and develop the cable industry in Minnesota, assure “ade-
quate, economical, and efficient service,” and promote the use of PEG access pro-
gramming.2 8 7 

2. Rates

The FCC has recently reported that there is a widening gap in average monthly rates
between competitive and noncompetitive markets for cable services. The average
monthly rate (for the basic service tier (BST), cable programming services tier (CPST),
and related equipment) charged by cable operators facing effective competition was
$27.15 and $28.71 as of July 1, 1997 and 1998, respectively, (55¢ and 57¢ on a per
channel basis). For those not facing effective competition, the average monthly rate
was $28.56 and $30.53, respectively, during the same time period (64¢ and 65¢ on a
per channel basis). This represents a differential of 5.2% and 6.3%, respectively, in
average monthly rates between competitive and noncompetitive areas. Further, the
average monthly rates charged by systems facing head-to-head competition was 14%
less than the average monthly rate charged by noncompetitive systems.

                                          
2 8 6  Minn. Stat. §238.01 et seq.
2 8 7     Id.   
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3. Cable Industry Performance2 8 8 

The FCC reports that the number of households subscribing to cable continues to in-
crease. The number of cable subscribers as a percentage of homes increased from
67.8% in 1996 to 68.8% in June 1998. The FCC also reports that 83% or more of all
cable systems in the country are capable of providing more than 30 channels. 19% of
the cable systems in the country have 54 channels or more of capacity. The FCC has
no data on the total number of cable systems upgraded to 750 Mhz, the capacity
needed to provide high-speed data and telephone services. The FCC has reported that
the nation’s largest cable operators invested $4.3 billion in cable system upgrades in
the United States in 1998.

a. Wireless Competition

Digital Broadcasting Service (DBS) is the biggest competitive threat to cable. DBS
offers video programming and high-speed data transport via satellite direct to the
home. High-speed data service can be offered, but the upstream signals are deliv-
ered through a telephone line. According to the FCC, DBS subscribership contin-
ues to show strong growth. DBS providers furnished programming to more than
7.2 million subscribers as of June 1998. This is an increase of more than 2.2 mil-
lion subscribers since June 1997, or nearly 43%. In addition, industry reports
state that 2.2 million of the 3.6 million net new video programming subscribers in
1998, or almost two thirds, are choosing DBS. The FCC reported that according to
one analyst’s projection, DBS subscribership will grow to 20 million by 2003,
with its share of the multichannel video market growing to 25%.

Wireless cable, or Multichannel Multipoint Distribution Systems (MMDS) is a
wireless broadband service that delivers addressable multichannel television
programming, internet access, data transfer services, and other interactive serv-
ices over a terrestrial microwave platform. MMDS serve 5 million customers in 90
nations, with over 1 million customers in some 250 U.S. systems.2 8 9  MMDS is a
line-of-sight technology that works by broadcasting multiple channels of televi-
sion or related services at microwave frequencies from an antenna located on a
tower, tall building, or mountain. The signals are received by a small microwave
dish typically about 16 x 20 inches in size, or perhaps larger in outlying areas.

Wireless cable, unlike traditional cable TV, requires no easements to operate and
thus requires no franchise. Wireless cable, in contrast, is regulated by the Federal
Communications Commission (FCC).

Recent technological advances have made feasible digital compression of video
channels in the broadband communication industry. As one measure to foster
competition, the FCC issued in July 1996 a declaratory ruling saying that wireless
cable operators could digitize their MMDS channels as long as adjacent wireless
cable systems experienced no interference from the process of the analog-to-
digital conversion. With this FCC declaratory ruling and the advances in digital
technology, wireless cable can now deliver between 100 and 200 virtual channels
of video.

                                          
2 8 8      See generally,    Fifth Annual Report in re the Annual Assessment of Competition in the Markets for the Delivery of
Video Programming, CS Docket No. 98-102 (FCC December 23, 1998) (herein "Fifth Annual Report").
2 8 9      See    Wireless Cable Association World Wide Web Site at http://www.wcai.com/PDFiles/fcc Aug. 27.pdf.
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In October 1996, the FCC cleared the way for wireless cable operators to use their
spectrum for high-speed digital data applications, including internet access. The
FCC also changed its rules last year to allow MMDS companies to offer two-way
broadband services. In recent months MCIWorldCom and Sprint Communica-
tions Company, L.P. (Sprint) have taken advantage of this rule change and have
spent collectively over $1 billion to purchase several MMDS systems and plan to
use these systems to offer broadband services directly to long-distance carriers’
(IXC) networks, for they provide the last-mile connection to businesses and resi-
dences. Once the networks of MMDS and IXCs become fully integrated, the IXCs
will have greater control of the end-to-end transmission and will be able to pro-
vide broadband services to subscribers more efficiently.

Teligent, Inc., Nextlink, and WinStar Communications Inc. also offer a variety of
wireless broadband services to small- and medium-sized businesses in several
metropolitan markets. Following are some of the cities that have systems offering
high-speed access to the internet over wireless cable, including: Washington, DC;
Las Vegas, NV; Lakeland, FL; Colorado Springs, CO; Santa Rosa, CA; and Nashua,
NH.

b. Wireline Competition

The FCC reported that competing cable television franchises, or “overbuilds,”
have been awarded in 149 communities in the United States. These overbuilders
have the potential to serve 7.2 million customers. However, many overbuilders
are not yet operational due to the inherent difficulties in accessing customers
through the overbuild strategy.

LECs do not yet represent a national presence in the video programming market.
The competitive presence of LECs in the video market, however, is growing in
some areas. The FCC took particular note of the efforts of Ameritech and Bell-
South as cable system overbuilders.

4. Convergence

The cable industry is not just about MTV and ESPN anymore. Cable operators are
continuing with the deployment of advanced technologies including digital video,
internet access, and telephony services over their cable systems. In the last year, ac-
cess to the internet over cable generally has become easier. As of August 31, 1998,
the FCC reported that more than 15 million homes were passed by internet access
service through cable modem technology. The FCC reported that there were ap-
proximately 300,000 subscribers.

Cable telephony requires expensive upgrades and presents a number of technical ob-
stacles for potential competitors. The FCC reported that some cable operators have
publicly expressed interest in Internet Protocol Telephony (“IP telephony”) as a form
of cable telephony.

In Minnesota, the deployment and advancement of cable television systems has pro-
gressed, but only in certain areas of the State. As discussed in section II of this Plan,
of 855 communities surveyed in Minnesota, 700, or 82% reported that they have ca-
ble television service. This is well above the national average of 68% penetration.
However, 155 cities (18%) reported that they had no cable television services at all.
Cable system upgrades to provide advanced telecommunications services, expanded
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video programming, and local telephone service have largely been an urban phe-
nomenon.2 9 0 

5. Industry Consolidation

Regulatory agencies cannot keep up fast enough to measure the level of consolidation
in the cable and telecommunications industry. As discussed above, the lines are be-
ginning to blur with respect to who is a telephone company and who is a cable com-
pany. The latest statistics available to the Ventura Administration on industry
consolidation pre-date the acquisition of TCI by AT&T and the merger of AT&T and
MediaOne.

Using the market shares for each video programming technology, the FCC’s estimate
of the HHI for the entire video programming market is 7015, a decrease from the HHI
of 7567 for 1997. An HHI of 7015 remains several times greater than the 1800 thresh-
old at which a market may be considered “highly concentrated.”2 9 1 

Minnesota has not been immune from consolidation in the cable industry. A review
of Appendix B, the data from the Ventura Administration’s Cable System Inventory,
shows that the Twin Cities cable market is dominated by just two companies: Para-
gon and MediaOne (soon to be AT&T).

Another phenomenon in the cable industry is vertical integration with suppliers of
video programming. Of 245 national satellite-delivered video programming services
identified by the FCC, 95 (39%) are vertically integrated with at least one major cable
operator. In 1997, the FCC reported that, of the 172 national satellite-delivered video
programming services identified, 68 (40%) were vertically integrated with cable op-
erators. In 1998, 29 of the 50 most subscribed to video programming services were
vertically integrated, according to the FCC. In addition, two other top 50 services (C-
SPAN and C-SPAN2), while not directly owned by cable operators, were developed
with significant involvement by the cable industry. In 1997, 26 of the 50 most sub-
scribed to video programming services were vertically integrated.

6. PEG Access Programming and Facilities

With respect to PEG access and local origination programming and facilities, some cities
have made the most of regulatory provisions requiring dedication of channel capacity,
facilities, and financing for PEG access purposes. Others have not required the dedica-
tion of channel capacity, facilities, and financing above the extent required by federal
and state law. Still others have required channel capacity, facilities, and financing and
have not made the most efficient use of the resources for which they bargained. The rela-
tionship of PEG access viewership to the cost of programming in some communities in
Minnesota indicates that cost/benefit analyses are not being performed or are not being
performed objectively when decisions are made about PEG access related franchise re-
quirements or funding. This point is supported by the following data collected by the
Ventura Administration comparing the PEG access costs and benefits of two Minnesota
cable franchise areas:

                                          
2 9 0      See    Map 13.
2 9 1  Fifth Annual Report, Table C-3.     See    p. 90 for explanation of the HHI index.
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Community I Community II
PEG Fee $.38/sub/mo $2.52/sub/mo
Access Channel Viewership
• Regional 6 N/A 10% (freq or occ watch)
• Government 19% 12% (freq or occ watch)
• Public 18% 13% (freq or occ watch)
• Educational 16% 10-15% (freq or occ watch)
• Local Origination 42% N/A
Use of PEG access production
facilities by public
• Aware? 61% 65%
• Used? N/A 6%
• Not Interested N/A 63%

Table 21 - Comparison of PEG Access Costs and Benefits for Two Franchising Areas

B. Federal Law

1. Franchise Requirement and Allowed Conditions

Federal law requires cable operators to obtain a franchise from the local franchising
authority (LFA) in order to provide cable service to a community.2 9 2  As a condition
for granting the franchise, LFAs may require cable operators to designate or allow the
use of channel capacity for PEG access programming.2 9 3  LFAs may also require cable
operators to designate or allow the use of cable system capacity for institutional net-
works for educational, or governmental use. An ‘‘institutional network’’ or “I-Net” is
a communication network which is constructed or operated by the cable operator
and which is generally available only to subscribers who are not residential subscrib-
ers. In practice, most institutional networks are dedicated to use by government insti-
tutions.

2. Franchise Renewal

Federal law also sets forth the procedures that must be followed by an LFA in renew-
ing a cable television franchise. There are two alternative procedures that LFAs and
cable operators must follow in renewing a franchise – an informal or formal renewal
process. Most franchise renewals are handled through the informal franchise renewal
process. The informal process generally leaves it up to the LFA and the cable opera-
tor to work cooperatively and bargain in good faith to arrive at a mutually satisfactory
franchise renewal agreement.

Most LFAs follow the same approach in executing the informal renewal process.
Many cities hire consultants to assist them in handling this process. First, the fran-
chising authority typically goes through an information gathering (or discovery) stage
in which data is collected from the cable operator about the system. Community sur-
veys are conducted, the franchise is reviewed for compliance, a franchise fee audit is
performed, and an independent technical audit is often conducted of the cable sys-

                                          
2 9 2  47 U.S.C. §541.
2 9 3     Id.    §531.



146  Governor’s Strategic Plan for Telecommunications

tem. The LFA’s staff or consultant synthesizes this information and usually issues a
report to the decision-making authority and the public. A renewal proposal is then
requested from the cable operator, negotiations ensue and either an agreement is
reached or the parties reach an impasse.

If the informal process fails, the parties can revert to the formal process. The formal
process is essentially a “mini” contested case hearing. The 1996 Act sets forth strict
procedural time frames, requires an official record to be developed, and requires a fi-
nal appealable order from the LFA, after consideration of the recommendation of the
hearing official.

In Union CATV, Inc. v. City of Sturgis, the court affirmed a city’s denial of a cable
operator’s franchise renewal proposal, and held that courts must defer to the judg-
ment of the city in determining whether a franchise renewal proposal meets the
needs of the community.2 9 4  The court also held that a franchising authority must bal-
ance the community’s needs for franchised cable services against the cost of provid-
ing that service to determine whether the operator’s proposal is reasonable.

3. Rate Regulation

LFAs may regulate BST rates and related equipment not subject to effective competi-
tion in accordance with FCC rules. LFA authority to regulate CPST rates expired on
March 31, 1999. Small cable television operators are for all practical purposes ex-
empt from BST rate regulation. The term ‘‘small cable operator’’ means a cable opera-
tor that, directly or through an affiliate, serves in the aggregate fewer than 1% of all
subscribers in the United States and is not affiliated with any entity or entities whose
gross annual revenues in the aggregate exceed $250,000,000.

4. Service Quality

Under section 632 (47 U.S.C. § 552) of the Cable Act, LFAs may enforce customer
service standards relating to telephone answering, billing practices, installation
times, and other consumer information. Most LFAs incorporate the FCC’s minimum
customer service standards into their franchises with cable operators. LFAs are not
prohibited from adopting stricter standards and some LFAs have successfully negoti-
ated stricter customer service standards.

5. Merger and Acquisition Reviews

Section 537 of the Cable Act allows an LFA to review the transfer of ownership of a
cable franchise, if the LFAs franchise provides the right to do so. The Cable Act and
FCC rules allows an LFA 120 days to review the financial, technical, and legal quali-
fications of the proposed buyer.

There has always been a question as to what the terms “financial, legal and techni-
cal” mean in reviewing cable television mergers. The federal act contains language
which preserves the authority of an LFA regarding the public health, safety, and wel-
fare to the extent consistent with the express provisions of the Cable Act.2 9 5  However,
there is a question about what objective standard should be applied in reviewing
mergers and acquisitions under federal law, and whether an LFA has the right to
place conditions upon the transfer of a cable franchise while remaining consistent

                                          
2 9 4  107 F.3d 434 (6th Cir. 1997).
2 9 5  47 U.S.C. §556(a).
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with the provision of the Cable Act that restricts an LFA’s review to the legal, finan-
cial, and technical qualifications of the merger. LFAs often use transfer of ownership
approval to “reopen” cable franchises, a power the Cable Act does not expressly pro-
vide to LFAs. Common issues raised on transfers are system upgrades and additional
dedicated capacity for PEG purposes. In the     City of Portland     case, the lawsuit arose
out of the City’s decision to condition the transfer of the Portland franchise from TCI
to AT&T on AT&T’s agreement to provide an open cable modem platform. The City’s
authority to condition the transfer is one of the issues raised on appeal to the Ninth
Circuit Court of Appeals.2 9 6 

6. Regulation of Content.

Cable service providers enjoy First Amendment protection with respect to the video
programming services offered over their systems.2 9 7  LFAs cannot dictate the channels
or packages of channels that a cable operator provides to customers. The only control
LFAs have over content is with respect to the messages that are sent over educational
and government access channels.

Public access programming can present difficult First Amendment problems. Courts
have ruled that once a public access channel is opened on a cable system, a public
forum is created and government cannot restrict the content of the programming or
discriminate with respect to which viewpoints it allows to be broadcast over the pub-
lic access medium.2 9 8 

C. State Law

1. Franchise Requirement and Allowed Conditions

Minnesota law requires all cable operators to obtain a franchise from the municipal-
ity governing the franchise area.2 9 9  Minnesota law also prohibits LFAs from granting
competitive franchises on terms which are more favorable or less burdensome than
granted to the incumbent with respect to the following issues: (i) franchise fees (ii)
area served; and (iii) PEG channel requirements. Minnesota law also allows a mu-
nicipality to own and operate a franchised cable system subject to Chapter 238.

State law requires that a franchise provide for the provision of at least one designated
access channel. Exceptions to this requirement are provided for different categories
of small cable operators (Class A, B, and C systems).3 0 0  Section 238.084 contains re-
quired provisions that must be included or addressed in every franchise granted in
Minnesota, including a provision that requires rates to be available for public inspec-
tion, a provision that requires consumer grievance procedures to be set forth in the
franchise, and a provision that requires certain customer service standards to be in-
corporated into the terms of a franchise.3 0 1 

2. Franchise Renewal

                                          
2 9 6      See    pp. 31-35 of this Plan.
2 9 7      Turner Broadcasting v. FCC    , 512 U.S. 622, (1994).
2 9 8      Denver Area Telecommunications Consortium v. FCC    , 518 U.S. 727 (1996).
2 9 9  Minn. Stat. § 238.08.
3 0 0     Id.    § 238.084(bb).
3 0 1  Minn. Stat. § 238.084.
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Minnesota law sets forth a detailed procedure that LFAs are required to follow in or-
der to issue a franchise.3 0 2  The requirements of this statute are much more stringent
than that required under the federal Cable Act. These franchising procedures appear
to have been drafted under the assumption that there would be vigorous competitive
bidding for cable franchises in Minnesota. This assumption has not played out
throughout the state, raising the question of the value of many of the state franchising
procedures. A competitive billing process also seems anti-thetical to promoting com-
petition in the provision of cable services.

3. Transfers of Ownership

Minnesota law sets out different procedures, time lines, and standards for reviewing
transfers of ownership of cable franchises than are provide under federal law. This
often results in tensions between federal and state procedures. For example, federal
law grants an LFA 120 days to review and approve a transfer of ownership of a cable
system. The federal act does not spell out any other interim procedures. State law re-
quires a decision on a proposed transfer within 30 days unless the city finds that the
sale “could have an adverse impact on subscribers.”3 0 3  This finding of “adverse im-
pact” has become a formality among those cities that actually review cable system
mergers. After a finding of adverse impact, a city must hold a public hearing on the
transfer within 30 days of the adverse impact finding. A decision must follow within
30 days of the hearing date. The maximum amount of time allowed under state law is
90 days. In practice, many communities negotiate waivers of the state law time line
and take 120 days to review mergers and acquisitions under the federally prescribed
time frame.

D. Analysis

1. Cable franchises, renewals, and mergers/acquisitions should be granted or approved
at the state level so that a statewide cable communications policy can be imple-
mented consistently throughout the state.

The cable infrastructure inventory conducted by the Ventura Administration indi-
cates that there is a growing gap between urban and rural Minnesota with respect to
cable infrastructure and services in Minnesota. Urban areas are all generally served
by cable systems. However, 15% of the cities in Minnesota are not served by cable
systems. All of these cities without cable are in Greater Minnesota. Moreover, most
system upgrades are occurring in urban areas, not in Greater Minnesota.3 0 4  The
Ventura Administration believes that this disparity is caused in large part by the lack
of resources and bargaining power in small communities compared to larger commu-
nities. With the full panoply of state resources and bargaining leverage behind every
community in Minnesota – no matter how small – the Ventura Administration be-
lieves it can narrow this gap of cable haves and cable have nots in Minnesota.

Today in Minnesota, there are approximately 600 different jurisdictions with regula-
tory authority over cable services. The Ventura Administration believes that vesting
regulatory authority at the State level will in the long term save tax payer resources
as a result of economies of scale achieved through state regulation. The MDOC and

                                          
3 0 2  Minn. Stat. §238.081.
3 0 3  Minn. Stat. §238.083, Subd. 2.
3 0 4      See    Map 13.
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the MPUC will develop expertise in the area of cable regulation. As the regulatory
structure is now, many cities have to reclimb the learning curve every ten or fifteen
years, or hire a consultant, if they want to match wits with the cable industry nego-
tiators who earn their living negotiating cable deals. Moreover, the speed of merger
approvals could be increased dramatically if cable were regulated at the state level.
Today, in order to close a merger or an acquisition between a cable operator and an-
other entity, each LFA served by that cable operator must independently analyze and
pass on the approval or rejection of a merger. If regulated at the state level, this
analysis would only have to occur once.

State cable regulation also eliminates bias or the appearance of bias in decision mak-
ing at the local level. This is particularly true in the case of municipal cable systems.
There are only two municipally owned cable systems in Minnesota, but others are
contemplating constructing and operating broadband networks. In the municipal
ownership situation, the same entity that operates a cable system should not be the
entity regulating that system.

Even outside of the municipal franchising process, municipal officials responsible
for negotiating cable franchises are often the same officials who operate or manage
PEG access operations for the community. The Ventura Administration believes that
one of the purposes of the federal Cable Act – to avoid unreasonable conditions being
placed on cable operators in franchise negotiations – would be furthered by a state
law that removes these sensitive decisions to the state level.

State regulation would also remove any competition between communities that may
exist with respect to “who got what” in a cable franchise. Unlike a high school foot-
ball rivalry, this kind of competition between communities can be harmful and can
result in unnecessary franchise requirements, which ultimately are passed through to
ratepayers.

State regulation of cable can also be easily accomplished while retaining local input
into the decision making process. Most communities follow an identical informal
franchise renewal process.3 0 5  The needs assessment process generally consists of
surveys of interest groups in the community, focus group interviews, a cable system
profile inquiry, franchise compliance reviews, and franchise fee audits. None of these
exercises require a peculiarly local expertise. In fact, many communities in the state
hire outside consultants to identify community needs. There is no reason the state
cannot perform these functions – at much less cost to tax payers.3 0 6 

The Ventura Administration proposes that decision making authority vest with the
MPUC. The MDOC and OAG would be given the right to intervene just as is the case
in any telephone docket.

2. Existing cable franchises granted by municipalities should be grandfathered under
any cable regulatory reform legislation and remain effective until their stated expira-
tion and treated as if granted by the State under the proposed new cable regulatory
framework.

                                          
3 0 5      See    pp. 139-140 of this Plan for a description of the informal renewal process.
3 0 6  A franchise renewal process in a Twin Cities community can cost a community over $100,000 in consultant fees. Re-
views of mergers can cost over $10,000 per transaction.
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Presumably each municipality in Minnesota has cable franchises which are currently
in effect. State intervention and/or cancellation of these franchises would create great
uncertainty with respect to the mutual rights and obligations of the cable operators
and franchising authorities agreed to in those documents.

The Legislature should provide for a smooth transition of regulatory authority if it
chooses to vest franchising authority at the State level.

The Ventura Administration recommends that any franchises existing on the effec-
tive date of any cable regulatory reform legislation be allowed to expire naturally, but
the State would step into the shoes of the franchising authority as if the franchise had
been granted directly by the State. Under the Ventura Administration’s proposed
framework, these franchises would continue to be locally enforced. However, the
State would be responsible for administering the franchise renewal process, and ne-
gotiating and granting franchise renewals. The State would step into the municipal-
ity’s shoes with respect to any decision making responsibilities (i.e., merger
approvals) and any disputes arising out of the transition from municipal to state
authority.

Cable operators should be allowed to petition the MPUC to modify their franchises to
technically conform to the new state law. However, the Ventura Administration does
not believe such modifications are necessary, and cable operators should not be al-
lowed to use the change in regulatory structure as an opportunity to reopen substan-
tive franchise terms negotiated and approved by municipalities under the current
regulatory regime.

3. Cable franchise rights granted by the MPUC should be enforced, administered, and en-
joyed at the local level.

While state decision making regarding cable issues presents economies of scale, it
does not make sense for franchises and MPUC orders to be enforced at the state level.
Just as the local police provide economies of scale with respect to enforcement of
criminal statutes, the local government should also be responsible for monitoring
compliance with franchises granted by the MPUC and taking enforcement action if
necessary. Local city councils should have original jurisdiction over enforcement ac-
tions regarding cable regulatory issues, with the first level of appeal at the MPUC.
This structure would provide communities the ability to handle and resolve en-
forcement problems themselves, but also provide appellate relief from an administra-
tive agency with expertise in the field.

The Ventura Administration does not propose to take away any control over PEG ac-
cess or local origination programming or production. These functions are best left to
the community. Finally, as is discussed in further detail in Section XIV of this Plan,
the Ventura Administration recommends that franchise fees continue to flow directly
to the local governmental units. Also, to reiterate, cable operators providing tele-
communications services will be subject to the same regulatory framework as other
providers of telecommunications services.

4. Minnesota’s cable laws need to be streamlined, standardized and generally updated to
become consistent with federal law and eliminate outdated provisions.

Minnesota’s state cable law is full of inconsistencies with federal statutes and rules
and generally needs to be updated and standardized. Required franchising provisions
should be reviewed and revised to create uniform franchising provisions. State fran-
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chising procedures should be eliminated because they add no value to the federal re-
newal procedures that already adequately protect the interests of the public. Transfer
of ownership review provisions should be revised to be consistent with federal law,
eliminating tensions over review deadlines. A clear standard of review for mergers
and acquisitions between providers of cable services should be developed which re-
quires approval if it is demonstrated that the transaction will not harm the public in-
terest. The FCC’s minimum service quality standards should be incorporated by
reference into state law.

Level playing field requirements under state law should be replaced with a provision
that assures that, as a whole, a franchise will not be more burdensome or less favor-
able to incumbents than the franchise granted to a competitor. If a level playing field
requirement is necessary it should be a uniform franchising provision under state
law. Otherwise, these level playing field provisions serve only to deter potential
competitors from overbuilding systems. Overbuilders do not want to provide a re-
dundant set of services required under the franchise of the incumbent operator and
automatically incorporated into the franchise of every competitor.

Finally, the small system statutes do not add value to the franchising process.3 0 7  No
justification has been presented to the Ventura Administration for a different level of
regulation of smaller cable television operators. These laws should also be elimi-
nated.

5. Municipalities should be allowed to construct, acquire, own, and operate systems for
the provision of cable services.

The Ventura Administration infrastructure inventory indicates that 15% of the state
is not served by cable.3 0 8  Moreover, except for a few pockets and DBS providers,
competition for cable services is non-existent in Minnesota. For these reasons, the
Ventura Administration believes a community should be allowed to pool its re-
sources and provide cable service to itself. A municipal cable system should be sub-
ject to the same laws and regulations as any other cable system.

6. Franchise requirements of a community, such as PEG access facilities and institu-
tional networks should be granted only on the basis of demonstrated need by the
community of interest.

Cable operators should not be required to dedicate PEG access channel capacity, fa-
cilities, and funding, or to provide institutional networks unless need is demon-
strated by the community of interest. The Ventura Administration proposes that a
minimum of one channel be dedicated for PEG access under every franchise. After
that, it is the responsibility of the community to demonstrate that additional chan-
nels are necessary to further the public interest. The public interest can be met if the
community demonstrates that the channel capacity, facilities or funding have an
educational purpose (i.e. television production training), provide a valuable service
to the community (i.e., cablecast of religious services for the disabled or elderly, or
distance training provided over an institutional network), further the arts or provide
an avenue for public expression (i.e., MTN’s Artifacts program).

                                          
3 0 7      See    Minn. Stat. §238.084, Subd. 2-6.
3 0 8  See Map 11.
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The community of interest should also be required to develop a budget each year for
PEG access operations to be approved by the MPUC and to be funded out of franchise
fees. All communities receiving such funding should be required to submit an annual
report of operations, including a review of the services provided over the year, finan-
cial statements of operations, and plans for the coming year. All capital expenditures
sought by a community from a cable operator should be provided for in the franchise
agreement itself. This allows an objective decision maker to evaluate the budget, and
ensure accountability for how the rate payer’s money is spent.

If a community fails to demonstrate in an annual report that it has utilized dedicated
PEG access channel capacity, the MPUC should have the authority to order the chan-
nel to be returned to the cable operator.

The cable industry has been required to invest millions of dollars in PEG access
channels, facilities, and funding. The Ventura Administration does not believe that
communities are realizing the full value of this investment due to a lack of awareness
about these public facilities in many communities throughout the State. The ability
to insert locally originated television programming is a quality unique to the cable
television industry. It is a capability that has not been adequately promoted by cable
operators or communities. The Ventura Administration recommends that $1 million
per year be dedicated to a statewide multimedia campaign to promote PEG access
programming and public access facilities to create awareness of this important educa-
tional and expressive tool. This promotional campaign should be funded out of fran-
chise fees.

7. The state should promote competition in the cable industry by prohibiting suppliers
of video programming from discriminating in the provision of such video program-
ming services with respect to distributors of such video programming services.

Many large cable television companies enter into exclusive programming contracts
with suppliers of the most popular video programmers, such as ESPN and CNN.
These exclusive programming contracts sometimes prevent competitors, particularly
overbuilders, from being able to offer customers the programming consumers desire
most.

The Legislature should carefully consider banning exclusive programming contracts
in Minnesota. The reason caution is advised is due to the probable legal challenges
that might arise out of such legislation. Cable operators would likely challenge such a
law. The Ventura Administration is unsure about whether such a challenge would
prevail. The Ventura Administration will be studying this issue further before and
during the legislative session. At the very least, it would be reasonable and prudent
to require that such exclusive programming contracts be subject to periodic review
by the MPUC for real or potential anti-competitive effects and a requirement that
such contracts be of limited duration, so as to assure potential access by various
competitors at the time of contract renewal.

8. The State should, to the extent it can, promote competition in the provision of video
programming services in a technology neutral fashion. Initiatives to promote compe-
tition in the cable service industry in Minnesota are limited by technology, federal
law, and private contract negotiated between parties. From a technical standpoint, a
cable system cannot be unbundled like a telephone network, and federal law does
not require cable system unbundling or resale with respect to the provision of cable
services as it does of telephone networks. As the FCC has indicated in its competi-
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tion reports, the promise of effective competition in the video programming delivery
industry comes from wireless cable and overbuilders.

Also, if the Legislature decides that cable services are to be regulated at the state
level, the Ventura Administration would take a much more active policy advocacy
role with respect to the development of effective competition in the video program-
ming services market.

E. Recommendations

1. Cable franchises, renewals, and mergers/acquisitions should be granted or approved
at the state level so that a statewide cable communications policy can be imple-
mented consistently throughout the state.

2. Cable franchise rights granted by the MPUC should be enforced, administered, and
enjoyed at the local level.

3. Local city councils should have original jurisdiction over enforcement actions re-
garding cable regulatory issues, with the first level of appeal at the MPUC.

4. Control over PEG access or local origination programming or production are func-
tions best left to the community.

5. Minnesota’s cable laws need to be streamlined, standardized and generally updated
to become consistent with federal law and eliminate outdated or unnecessary provi-
sions.

6. Required franchising provisions should be reviewed and revised to create uniform
franchising provisions.

7. State franchising procedures should be eliminated because they add no value to the
federal renewal procedures that already adequately protect the interests of the public.

8. Transfer of ownership provisions should be revised to be consistent with federal law
and eliminate tensions over review deadlines.

9. A clear standard of review for mergers and acquisitions between providers of cable
services should be developed which requires approval if it is demonstrated that the
transaction will not harm the public interest, and that the merged entity has the fi-
nancial, technical, and managerial ability to uphold their franchise obligations.

10. The FCC’s minimum service quality standards should be incorporated by reference
into state law.

11. Level playing field requirements under state law should be replaced with a provision
requiring that, on the whole, a franchise awarded to an incumbent will not be more
burdensome or less favorable to a franchise awarded to a competitor.

12. Small system cable franchising regulations under state law which treat smaller cable
systems differently than large cable systems should be eliminated.

13. Municipalities should be allowed to construct, acquire, own, and operate systems for
the provision of cable services.

14. Franchise requirements of a community, such as PEG access facilities and institu-
tional networks should be granted only on the basis of demonstrated need by the
community of interest.
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15. The community of interest should be required to develop a budget each year for PEG
access operations to be approved by the MPUC and to be funded out of franchise
fees.

16. If a community fails to demonstrate that it has utilized PEG access channel capacity,
facilities, or funding, the MPUC will have the authority to order the dedicated chan-
nel capacity to be returned to the cable operator.

17. $1 million per year should be dedicated to a statewide multimedia campaign to pro-
mote PEG access programming and the use of public access facilities to create aware-
ness of these important educational, communicative and expressive tools.

18. The state should promote competition in the video programming service industry by
prohibiting video programming suppliers from unreasonably discriminating in the
provision of video programming with respect to distributors of such programming. In
the alternative, exclusive programming contracts should be subject to MPUC review
for real or potential anti-competitive effect, and limited in duration so as to permit
access by competitors.

19. The State should advocate pro-competition policies at the federal regulatory level
with respect to the provision of video programming services.
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XII. TAXES AND FEES
A. Background

The telephone and cable industries in Minnesota are subject to a wide array of taxes,
surcharges, fees, and assessments. Below, the Ventura Administration attempts to lay out
this complicated tax and fee structure.

1. TAP and Lifeline

The Ventura Administration has already discussed the Telephone Assistance Pro-
gram and the federal Lifeline assistance programs in section VII of this Plan. The
Ventura Administration believes these charges are in essence taxes, but also believes
that this subject is best dealt with in the context of the state’s universal service plan
due to the federal integration of the low-income assistance programs into the federal
universal service program.

2. Telephone Access for Communications Impaired Persons (TACIP)

The TACIP surcharge went into effect in 1989. The current charge is $.12 per access
line per month. The statute allows the Commission to increase the charge to $.20 if
necessary. The TACIP fund supports the cost of the telecommunication relay service,
which is a central statewide service through which a communication-impaired per-
son, using a communication device, may send and receive messages to and from a
non-communication-impaired person whose telephone is not equipped with a com-
munication device and through which a non-communication-impaired person may,
by using voice communication, send and receive messages to and from a communica-
tion-impaired person.

3. 911

The 911 surcharge was placed into effect on January 1, 1987 at a level of $.14. The
charge is currently $.27. The Department of Administration handles the administra-
tion of the funds collected from the 911 surcharge. The Public Utilities Commission
establishes the amount of the surcharge which has a $.08 floor and a $.30 cap under
existing statutes.

4. Regulatory Assessments

Regulatory assessments are used to support the costs of the MPUC and the MDOC in
those areas regulated by these agencies.309 Direct assessments are made on filings
specific to a company. General assessments are made to all companies based on the
agency costs allocated to telecommunications and are shared by all telephone com-
panies and telecommunications carriers based on their intrastate revenues.

5. Sales Tax

The State levies a 6.5% sales tax on all providers of “local exchange telephone serv-
ice, intrastate toll service, and interstate toll service, if that service originates from
and is charged to a telephone located in this state.”3 1 0  Cable services are also subject

                                          
3 0 9      See    Minn. Stat. §237.295.
3 1 0  Minn. Stat. §297A.01(f). This section goes on to expressly include or exclude certain types of services from the defini-
tion of "telephone service." Minn. Stat. §297A.25, Subd. 36 exempts interstate WATS calls from the sales tax.
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to the 6.5% sales tax.3 1 1  Under current law, telecommunications capital equipment
purchased by telecommunications companies for use in Minnesota is subject to the
6.5% sales tax.

6. Franchise Fees

Federal and state law allow local franchising authorities to assess a franchise fee of
up to 5% of the gross receipts derived from cable services provided within each fran-
chising authority. Not all cities charge franchise fees to cable operators, and the
amount of the charge varies from city to city.

In 1996 the then Department of Public Service presented a detailed report to the Leg-
islature on franchise fees and PEG access programming in Minnesota. Without reiter-
ating the entire report, some of the key findings in the report were:

a. Local franchising authorities collected nearly $9,000,000 in franchise fees from
cable operators in 1994. The Minnesota League of Cities has recently estimated
this number to be closer to $20 million.3 1 2 

b. Many local franchising authorities receive “in-kind” support from cable operators
in the form of channels dedicated for PEG access, PEG access facilities and insti-
tutional networks. The estimated value of this in-kind compensation can be as
high as $11.7 million for a single community.3 1 3 

B. Analysis

1. The Legislature should establish a single uniform charge to carriers based on end-
user revenue on all telecommunications services to fund the state universal service
program (including the high cost fund and TAP), TACIP, and 911.

The Ventura Administration believes that all telecommunications related social goals
should be funded through taxes or surcharges established by elected representatives.
This approach is easy to levy and easy for consumers to understand (“It’s a tax”). The
revenue would be collected by the Department of Administration, which is currently
responsible for collecting and disbursing TAP and 911 surcharges, and distributed to
the agency responsible for administering each program. The state universal service
funds would be distributed by the MPUC as discussed in section VII of this Plan.
TAP would continue to be administered and distributed by the Department of Hu-
man Services. 911 would be distributed by the Department of Administration. TACIP
would continue to be distributed through a joint agreement between the Department
of Commerce and DHS. These programs would all be budgeted biennially by the Leg-
islature.

2. The exemption for capital equipment from the state sales tax should be extended to
include telecommunications equipment purchased for use in providing advanced
telecommunications services in Minnesota.

The current tax on this equipment is a disincentive for businesses to invest in capital
equipment for use in Minnesota. For example, providers of satellite services are ex-

                                          
3 1 1     Id.    §297A.01(g).
3 1 2  "Kelley's Big Bill," City Pages (November 17, 1999).
3 1 3  Paragon Cable estimated this as the value of the in-kind compensation provided to the City of Minneapolis, which is
entitled to 25% of the capacity on Paragon's cable system under its franchise – the equivalent of approximately 30 ana-
logue channels.
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empt from the sales tax, while telephone companies are not. This violates basic prin-
ciples of fairness. It violates the Ventura Administration’s principle of technology
neutrality. It also creates a disincentive for telecommunications companies to locate
advanced telecommunications facilities in the state. The Department of Revenue es-
timates that the state revenue loss from extending this exemption would be as fol-
lows:

FY 2000 $41.5 million
FY 2001 46.8 million
Biennium $88.3 million
FY 2002 $50.6 million
FY 2003 $53.5 million
Biennium $104.1 million

Table 22 -- State Revenue from Sales Taxes on
Telecommunications Capital Equipment

3. Taxes on telecommunications services and cable services in Minnesota should be
based on the regulatory definitions of those terms as proposed by the Ventura Ad-
ministration.

To achieve competitive and technology neutrality, all taxes levied on video pro-
gramming and telecommunications services in the State should be based on the
Ventura Administration’s proposed regulatory definitions. This creates a consistency
in how the state regulates telecommunications services, will likely expand the tax
base because the Ventura Administration’s definitions generally broaden the defini-
tions of “telecommunications services.” These changes will also simplify the state
tax code, which now contain somewhat tortured definitions of these services.

4. Franchise fees on cable services should continue to be paid directly to cities on the
basis of gross receipts net of the value of any in-kind relief granted a municipality
under a franchise.

One of the fundamental principles of the Ventura Administration is “never forget it’s
the people’s money.” Franchise fees have always been intended to compensate local
communities for the use of public rights-of-way by utilities and cable operators.
Many communities have come to rely on these funds for a variety of purposes. Some
franchise fees are allocated to the general fund for general operations. Other commu-
nities use franchise fees to fund PEG access facilities and institutional networks. Af-
ter careful thought about how these funds should be collected, distributed, and used,
the Ventura Administration believes that these decisions are best left at the local
level, with two exceptions.

First, any “in-kind” compensation won by municipalities in franchise agreements
granted by the MPUC should count against the 5% federal cap on franchise fees. Fur-
ther, the MPUC should be required to assess the cost that, in the telephone world,
would have been assessed to parties pursuant to Minnesota Statutes section 237.295,
against franchise fees otherwise payable to the municipality.

The State should set a statewide franchise fee at 5%. This percentage can be revisited
periodically. Moreover, the definition of gross receipts should also be defined by
statute. These provisions go toward establishing a uniform franchising framework.
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5. Total Funding Requirements and Proposed Surcharge Amounts

The table below summarizes the Ventura Administration’s estimates for tax or sur-
charge levels necessary to accomplish the goals of the 1996 Act and the Ventura Ad-
ministration. This presumes that providers will pass through 100% of these
surcharges to customers.

Program Surcharge Amount
Minnesota Universal
Service Fund

30%

Franchise fees on
cable service

5%

Sales tax 6.5%
Table 23 -- Fee and Surcharge Amounts

C. Recommendations

1. The Legislature should establish a single uniform end user charge on all telecommu-
nications services to fund the state universal service program (including the high cost
fund and TAP), TACIP, and 911.

2. The exemption for capital equipment from the state sales tax should be extended to
include telecommunications equipment purchased for use in providing telecommu-
nications services in Minnesota.

3. Taxes on telecommunications services and cable services in Minnesota should be
based on the regulatory definitions of those terms as proposed by the Ventura Ad-
ministration.

4. Franchise fees on cable services should continue to be paid directly to cities on the
basis of gross receipts net of the value of any in-kind relief granted a municipality
under a franchise.

5. Any “in-kind” compensation won by municipalities in franchise agreements granted
by the MPUC should count against the 5% federal cap on franchise fees.

6. The law should require the MPUC to assess agency regulatory costs against franchise
fees.

7. The total cost of regulatory reform will seem expensive to consumers when it is item-
ized as a regulatory fee on a bill. As part of its consumer outreach campaign, the
Ventura Administration would explain the changes and why change is necessary to
give Minnesota the most competitive and advanced cable and telecommunications
infrastructure on the planet.


