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Universal Service Administrative Company 3Q2013 Fund Size Projections

BEFORE THE FEDERAL COMMUNICATIONS COMMISSION
WASHINGTON, DC

FEDERAL UNIVERSAL SERVICE SUPPORT MECHANISMS
FUND SIZE PROJECTIONS FOR
THIRD QUARTER 2013

INTRODUCTION

The Universal Service Administrative Company (USAC) hereby submits the federal
Universal Service Support Mechanisms fund size and administrative cost projections for the
third quarter of calendar year 2013 (3QQ2013), in accordance with Section 54.709 of the
Federal Communications Commission’s (FCC or Commission) rules.'

USAC is the not-for-profit corporation responsible for administering the federal
Universal Service Fund (USF) and the universal service support mechanisms (also referred to
as “programs” below): High Cost, Low Income, Rural Health Care, and Schools and
Libraries.” USAC also performs the billing, collection, and disbursement functions for the
universal service support mechanisms.

Upon approval of the quarterly funding requirements for the universal service
support mechanisms and the projected administrative expenses, and the submission of the
contribution base amount, the Commission will establish a quarterly contribution factor.
USAC will bill USF contributors on a monthly basis for their individual obligations based on
the approved contribution factor, collect amounts owed from contributors, and distribute

funds to eligible recipients based on the schedules filed herein.’

147 CFR. § 54.709(a)(3).
247 CFR. § 54.701.
3 See 47 C.ER. §§ 54.709(a)(4), 54.201, 54.203, 54.515, 54.517, 54.301-54.307, 54.407, 54.413, 54.515 and 54.611.

1
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ADMINISTRATIVE EXPENSES AND INTEREST INCOME
PROJECTION

ADMINISTRATIVE EXPENSES

Section 54.709(a)(3) of the Commission’s rules requires USAC to submit its
projected quarterly budget at least 60 days prior to the start of the quarter.* USAC includes
any costs that can be directly attributed to the High Cost, Low Income, Rural Health Care,
and Schools and Libraries Support Mechanisms in the projected administrative expenses and
capital expenditures of each mechanism. USAC’s remaining joint and common costs
including costs associated with the billing, collection, and disbursement of funds are included
in the projected administrative expenses and capital expenditures of the respective support
mechanisms based on USAC’s methodology for allocating costs submitted to the
Commission.”

USAC projects a consolidated budget of $44.03 million for 3QQ2013. Direct costs for
all support mechanisms total $24.53 million® and are listed for each mechanism in the chart
provided below. Joint and common costs (including billing, collection, and disbursement
activities) are projected at $12.58 million and capital expenditures are projected at $6.92
million, both are allocated to each support mechanism as described in the chart below based

on the allocation methodology on file with the Commission.

447 CFR. §54.709(2)(3).

5 On January 1, 2006, USAC implemented a revised methodology for allocating joint and common costs that was filed with
the Commission on October 3, 2005. See Letter from D. Scott Barash to Marlene H. Dortch regarding Revisions to the
Method for Allocating Costs Among the Four Universal Service Support Mechanisms, CC Docket Nos. 97-21 and 96-45
(Oct. 3, 2005).

¢ This amount includes $0.4 million for High Cost data collection performed by the National Exchange Catrier Association
(NECA)—an independent entity not affiliated with USAC. See 47 CF.R. §§ 36.611-13 and 69.603. Although USAC is
required to pay for the data collection, it does not have the ability to directly oversee the effort and cannot verify, monitor,
or otherwise evaluate the cost of performing the data collection function. Consistent with the fiduciary obligations of its
members to safeguard USAC assets and the USF, USAC’s Board of Directors has requested clarification from the
Commission concerning this matter. See letter from D. Scott Barash, USAC, to Irene Flannery, FCC (Dec. 10, 1999),
Comments of the Universal Service Administrative Company to the Further Notice of Proposed Rulemaking in CC Docket

No. 96-45, FCC 01-8 (Feb. 26, 2001). See also, Comments of the Universal Service Administrative Company to the Noice of
Proposed Rulemarking and Further Notice of Proposed Rulematking in CC Docket No. 05-195, FCC 05-124 (June 14, 2005); and Reply
Comments of the Universal Service Administrative Company (Dec. 19, 2005).

2
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3Q2013 Administrative Expenses (in millions) — Budgeted

USF Mechanism | Direct Costs | USAC Common | Capital Costs Total
High Cost $3.81 $3.43 $0.42 $7.66
Low Income $4.34 $1.93 $2.44 $8.71
Rural Health Care $3.68 $1.04 $0.13 $4.85
Schools & Libraries $12.70 $6.18 $3.93 $22.81
Total $24.53 $12.58 $6.92 $44.03

Appendix MO1 provides USAC’s administrative expense and capital expenditure
budget for 3Q2013. Appendix M02 provides the fund size projections for 3QQ2013.
INTEREST INCOME PROJECTION

For 3Q2013, USAC projects interest income of approximately $0.79 million for the
High Cost Support Mechanism, $0.17 million for the Low Income Support Mechanism,
$0.24 million for the Rural Health Care Support Mechanism, and $3.32 million for the
Schools and Libraries Support Mechanism. USAC projects total interest income of §4.52
million. As in previous quarters, projected interest income is being included as an offset to
administrative expenses for each of the support mechanisms and reduces the amount that
USAC will be required to collect from carriers for those support mechanisms that are funded
at caps established by the Commission.

FINANCIAL STATEMENTS

For the three months ended March 31, 2013, on a cash basis, USAC disbursed to
beneficiaries $1,937.47 million in universal service support as follows: $992.32 million in
High Cost support, $474.29 million in Low Income support, $450.31 million in Schools and
Libraries support, and $20.55 million in Rural Health Care support. On a cash basis, the
total cash balance available as of March 31, 2013 to the universal service support

mechanisms was $6,868.04 million. On an accrual basis, USAC had a fund balance of
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$7,167.06 million at March 31, 2013.

Appendices M03 and M04 provide 2013 year-to-date statements of fund activity on a
cash and accrual basis.

EFFORTS TO PREVENT AND REDUCE IMPROPER PAYMENTS

USAC has established a foundation of processes, systems, procedures, and outreach
activities to prevent or reduce “improper” payments as defined by the Improper Payments
Information Act of 2002 (P.L. 107-300). USAC is also evaluating additional measures that
may help to identify or reduce improper payments. USAC has initiated efforts consistent
with its February 28, 2008 letter to the Commission identifying additional steps that USAC
proposed to take to prevent or reduce potential improper payments and the additional
resources needed to implement such measures.” Commission staff has directed USAC to
report on a quarterly basis its progress in implementing proposed actions to prevent or
reduce improper payments and anticipated administrative costs of such actions.”

The steps initiated by USAC include additional oversight and managerial controls,
strengthened audit and investigative techniques, improved information technology tools, and
more effective use of outreach resources. In 3Q2013, USAC will continue efforts identified
and initiated during the previous years. These efforts include, but are not limited to:

1. Assessing and strengthening USAC’s internal controls.

The USAC internal controls team continues to develop and update required internal
controls documentation and perform testing of key controls to conform the USAC internal
controls program to best practices consistent with OMB Circular A-123. The USAC internal

controls team kicked off 2013 by finalizing the 2012 OMB Circular A-123 Assessment

7 See Letter from D. Scott Barash, Acting Chief Executive Officer, USAC, to Anthony Dale, FCC Managing Director (Feb.
28, 2008), concerning suggested additional steps to reduce or prevent improper payments.

8 See Letter from Anthony Dale, FCC Managing Director, to D. Scott Barash, Acting Chief Executive Officer, USAC (Aug.
18, 2008).



Universal Service Administrative Company 3Q2013 Fund Size Projections

Report, which covered the USAC and USF financial processes as well as the Schools and
Libraries process. In the third quarter, the team redeveloped their risk assessment process to
include a more quantitative and methodical approach to assessing both fraud and non-fraud
related risks. They are currently finishing up the High Cost and Low Income assessments
and are preparing to begin the Rural Health Care assessment.

In addition to documentation and testing activities, the USAC internal controls team
continues to facilitate review and approval activities for all USAC policy and procedure

documents and assist finance management with ad hoc process improvement projects.

2. Strengthening andit and investigative technigues.

(a) In February 2010, the FCC directed USAC to implement an assessment
program to determine the rate of improper payments made to universal service support
mechanism beneficiaries to support the FCC’s reporting requirements under the Improper
Payments Elimination and Recovery Act (IPERA),” formerly known as the Improper
Payments Information Act (IPIA)," and to assess universal service support mechanism
beneficiary and USF contributor compliance with FCC regulations." USAC successfully
implemented this assessment program, known as the Payment Quality Assurance (PQA)
Program, in August 2010 (see paragraph b below).

The FCC also directed USAC to establish a comprehensive support mechanism
beneficiary and USF contributor audit program, which is known as BCAP. USAC originally
planned to conduct the initial round of 343 BCAP audits using a combination of USAC
Internal Audit Division (IAD) staff and external audit firms. In mid-2012, IAD began

working with FCC staff to develop a new audit sample to be performed by USAC IAD staff

9 See The Improper Payments Elimination and Recovery Act of 2010, Pub L. No. 111-204, July 22, 2010.

10 See 31 U.S.C. § 3122; Public Law 107-300, Stat. 2350, Nov. 26, 2002.

11 Letter from Steven Van Roekel, FCC Managing Director, to Scott Barash, USAC Acting Chief Executive Officer, re:
“Implementation of the Improper Payments Information Act of 2002 (IPTA) Assessment Program and Companion Audit
Program,” Feb. 12, 2010.



Universal Service Administrative Company 3Q2013 Fund Size Projections

and outside audit firms. IAD developed the audit sample based on existing staff levels that
concentrates on larger and more complex audits when compared to the audits completed in
2010 and 2011. Overall, USAC recommends a reduction in the total number of audits as
originally planned from 343 to 267 (including targeted). This is primarily driven by a
reduction in the number of High Cost Program beneficiary audits. Our original proposal of
100 High Cost Program audits was based upon preliminary error rates reported by the FCC
OIG that were ultimately found to be significantly inflated.

USAC also recommends reducing the number of Low Income Program beneficiary
audits from 50 to 29. USAC continues to work with FCC Office of Managing Director and
Office of General Counsel staff on the procurement process and documents for soliciting
bids from professional service firms to perform audits under BCAP.

As of the April 2013 quarterly USAC Board of Directors meeting, 108 audits were
completed in calendar year 2012, an additional 47 reports have been finalized since the
January 2013 quarterly meetings and 52 are in progress. In addition to completing the audits
from the random sample, the audit team is also conducting unplanned audits as requested by
USAC management, which are included in the numbers below. The status of the BCAP

audits as of 1st Quarter 2013 is as follows:

Pending
Board % Board
Program Planned Approved Complete | In Progress | Approval
Contributor 33 16 48% 25 5
Revenue
High Cost 25 15 60% 9 1
Low Income 29 19 66% 8
Schools & 25 22 88% 8 8
Libraries
Rural Health 15 0 0% 11 3
Care
Total 127 72 57% 52 24
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(b)  As previously reported, the PQA Program has completed two years of
testing payments under this directive. Using a statistically drawn sample, each month
support mechanism disbursements are selected and reviewed to verify that payments were
made at the correct amount in accordance with FCC rules. The table below summarizes the
error rates noted and the projected estimated improper payment amounts for each program

for Calendar Year 2011 disbursements compared to Calendar Year 2010:

2011 2010
Estimated Estimated
Improper Improper
Improper Payment Improper Payment
Support Payment Amount Payment Amount
Mechanism Rate (millions) Rate (millions)
High Cost 0.30% $12.6 0.11% $5.1
Low Income 0.09% $1.6 0.23% $3.0
Schools and Libraries 1.91% $43.4 0.94% $21.9
Rural Health Care 0.92% $0.7 1.68% $1.4

The PQA Program collects information from program beneficiaries for the
purpose of verifying the accuracy of program disbursements requested and received by the
beneficiaries. The PQA team performs payment verification on randomly selected
beneficiaries over a calendar year. Testing of payments for Calendar Year 2012 is now

underway, and additional detail will be provided in future reports.

3. Lmproving information technology tools.

USAC prepared a request for proposals (REFP) for the software procurement and
systems integration of the USAC and USF financial systems modernization (FSM)
project. The goals of FSM are to provide a more robust, flexible infrastructure to support all
aspects of USAC operations. USAC has submitted relevant procurement documents to the
FCC for approval prior to initiating procurement activities, and continues to work with the
FCC on this initiative. Concurrently, USAC has undertaken a systematic review of the

capabilities of its current financial system in order to determine whether additional
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functionality can be added to improve financial operations in the interim..

4.  Expanding and enbancing ountreach and education.

In 1st Quarter 2013 (1Q2013), USAC provided individual outreach to 314 Schools
and Libraries applicants and 327 contributors. USAC conducted two webinars, one for
contributors and one for Rural Health Care applicants on the new Healthcare Connect Fun.
USAC participated in one professional meeting, involving beneficiary audiences for the
Rural Health Care Program. USAC posted an online interactive module for service

providers providing an overview of the FCC Form 498.

FUNDING REQUIREMENTS

HIGH COST SUPPORT MECHANISM

FUNDS RESERVED PURSUANT TO THE USF/ICC TRANSFORMATION ORDER (FCC
11-161)

On November 18, 2011, the FCC released the USF/ICC Transformation Order (FCC
11-161)."” In the order, the FCC set an annual funding target for the High Cost Support
Mechanism of no more than $4.5 billion annually over the next six years. The Order directed
USAC to forecast total High Cost Program demand at no less than $1.125 billion per quarter
beginning with 1Q2012." In the order, the FCC waived section 54.709(b) of its rules and
instructed USAC not to make any prior period adjustments related to High Cost Program
support. The Order requires that if actual contributions exceed demand, excess contributions
are to be credited to a new Connect America Fund (CAF) reserve account, to be used to

fund future broadband deployment.'* If actual High Cost Program demand exceeds the

12 In the Matter of Connect America Fund A National Broadband Plan for Our Future Establishing Just and Reasonable rates for Iocal
Escchange Carriers High-Cost Universal Service Support Developing an Unified Intercarrier Compensation Regime Federal-State Joint Board
on Universal Service Lifeline and Link-Up Universal Service Reform — Mobility Fund, WC Docket Nos. 10-92, 07-135,05-337,03-109,
GN Dacket No. 09-51,CC Docket Nos. 01-92,86-45, WT Docket No. 10-208, Report and Order and Further Notice of Proposed Rule
Making, FCC 11-161, § 564-567 (rel. November 18, 2011) (USF/ICC Transformation Order).

13 See USF/ Transformation Order, Y 559-560.

14 See 1d., 9§ 560.
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quarterly target of $1.125 billion, no additional funds will accumulate in the reserve account
for that quarter.” In addition, the USF/ICC Transformation Order states that the $4.5 billion

budget includes only disbursement of support and does not include administrative expenses
or prior period adjustments for support for prior years.'

In the USF/ICC Transformation Order, the Commission instructed USAC to wind
down the Corr Wireless reserve account and use $300 million in the account to fund
anticipated commitments in 2012 to recipients of the Mobility Fund Phase 1."” The
remaining balance was used to fund Phase I of the Connect America Fund for price cap
carriers in 2012." The Commission also instructed USAC not to use the Corr Wireless
reserve account to fund inflation adjustments for the Schools and Libraries program for the
current 2011 funding year. The chart below reflects the Connect America Fund reserve as of

March 31, 2013.

Connect America Fund Reserve
as of March 31, 2013
Funds Reserved
(in millions)

Transfer from Corr Wireless Reserve $524.32

1st Q2012 CAF Additions 65.99

1st Q2012 Demand Collected in

3Q2012 via Prior Period Adjustment 27.96

2nd Q2012 CAF Additions 147.94

3rd Q2012 CAF Additions 115.52

4th Q2012 CAF Additions 110.29

1st Q2013 CAF Additions 139.91

Total Reserved $1,131.93

Less Disbursements from Reserve (see (114.30)

chart below)

Total Remaining Reserve $1,017.63

The following table depicts the status of the Connect America Fund Reserve by support
component.

15 See 1d., 4 928.

16 See 1d., 4 198.

17 See USF/ICC Transformation Order, § 564-567.
18 Id., 4 566.
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Reserve Allocated Accepted Disbursed
(in millions) (in millions) (in millions)

CAF Phase | -
Incremental Support $300.00 $114.30 $114.30
Mobility Phase |

Non — Tribal $300.00 $300.00 $0.00

Tribal $50.00 $0.00 $0.00
Mobility Phase 11 $500.00 $0.00 $0.00

For 3Q2013, projected suppott to be reserved pursuant to the USF/ICC
Transformation Order is $191.05 million. Any excess contributions will be credited to the
Connect America Fund reserve account. "

Appendix HCO1 provides projected High Cost Support by state, by study area, for
3Q2013. HCO1 also provides the projected amount of individual company support, and
projected per-month amounts for the components of High Cost support that each ETC*
may be eligible to receive. HCO2 provides the total projected amount of annualized High
Cost Support for 3Q2013 for each state and territory.

CONNECT AMERICA FUND PHASE I — INCREMENTAL SUPPORT

Incremental Support is designed to provide an immediate boost to broadband
deployment in areas that are unserved by any broadband provider.” Incremental Support is
available to price cap carriers at the holding company level. The Commission determined
the amount available for each carrier, which it published in DA 12-639, released on April 25,
2012.% Carriers had 90 days to accept all, part, or reject the amount available. If a price cap

carrier accepts Incremental Support, it is required to deploy broadband to a number of

19 1d, 9 560-561.

20 See 47 CF.R. § 36.631 and 47 C.F.R. §§ 54.301-54.303.

9137.

22 See Public Notice — Wireline Competition Burean Announces Support Amounts for Connect America Fund Phase One Incremental
Support, WC Docket Nos. 10-90, 05-337, DA 12-639, rel. Apr. 25, 2012.

10
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service locations equal to the amount it accepts divided by $775.” Information concerning
whether Connect America Fund Phase II support will be available in 2013 has not yet been
determined.

CONNECT AMERICA FUND/INTERCARRIER COMPENSATION SUPPORT

In the USF/ICC Transformation Order, the FCC adopted a transitional recovery
mechanism with an effective date of July 1, 2012 to facilitate incumbent carriers’ gradual
transition away from intercarrier compensation (ICC) revenues.” Eligible incumbent
carriers may receive additional support through this recovery mechanism.

For 3QQ2013, total Connect America Fund/Intercarrier Compensation Support is
estimated to be $104.35 million and total annual 2013 Connect America Fund/Intercarrier
Compensation Support is estimated to be $§417.40 million.

Appendix HC12 provides projected Connect America Fund/Intercartier
Compensation Support payments by state by study area for 3Q2013.

RATE-OF-RETURN CARRIERS

Rate-of-return carriers not affiliated with price cap carriers may continue to receive
legacy High Cost Program support and may receive Connect America Fund support to
offset lost inter-carrier compensation (ICC) revenues.”

High Cost Loop Support (including Safety Net Additive and Safety Valve
Support)

High Cost Loop (HCL) Support is calculated based on the results of the annual collection of
2011 incumbent local exchange carrier (LEC) loop cost and expense adjustment data that
was submitted to the FCC and USAC on October 1, 2012.* Growth in total HCL Support

for rural carriers is limited under Section 36.603(a) of the Commission’s rules to the current

2 See USF/ICC Transformation Order, 138.

24 See 47 CEF.R. § 54.304(b).

%5 See USF/ICC Transformation Order, 9 206.

26 Universal Service Fund (USF) 2012 Submission of 2011 Study Results (filed Oct. 1, 2012) (USF Data Submission).
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level of funding increased yearly by the annual growth in supported rural loops.” The
RTF Order” increased HCL support for rural carriers effective July 1, 2001.

Rural HCL Support for calendar year 2013 will be less than the level of payments for
2012 because of a rural growth factor of negative 2.5527 percent. Rural HCL Support for
calendar year 2013, therefore, is capped at $774.85 million. This capped amount reflects
reductions pursuant to the USF/ICC Transformation Order, which was adjusted by NECA
in the first quarter of 2012 to exclude price cap local exchange carriers and their rate-of-
return affiliated study areas.

The RTF Otder provided Safety Net Additive (SNA) Support above the HCL cap
for carriers that make significant investment in rural infrastructure in years in which HCL is
capped.” To receive support, a rural carrier must show that growth in telecommunications
plant in service (TPIS) per loop is at least 14 percent greater than the study area’s TPIS per
loop in the prior year. Pursuant to the USF/ICC Transformation Order, SNA will be
phased down over a two year period, and no SNA support will be provided for carriers
whose costs are incurred after 2009.” For 3Q2013, projected SNA support is $4.83 million.

For 3Q2013, projected HCL Support is $197.79 million, which includes $4.83
million for SNA support and $1.69 million for Safety Valve Support. Total annual 2013
HCL Support is projected to be $791.16 million.

Appendix HCO5 provides projected uncapped monthly HCL Support payments by

state by study area for 3QQ2013. Appendix HC06 provides projected monthly SNA Support

2747 CF.R. § 36.603(a).

28 Federal-State Joint Board on Universal Service, Multi-Association Group (MAG) Plan for Regulation of Interstate Services of Non-Price
Cap Incumbent 1ocal Exchange Carriers and Interexchange Carriers, CC Docket Nos. 96-45, 00-256, Fourteenth Report and Order,
Twenty-Second Order on Reconsideration, and Further Notice of Proposed Rulemaking in CC Docket No. 96-45, and
Report and Order in CC Docket No. 00-256, FCC 01-157, 16 FC.C Red 11244 (2001) (RTF Order).

29 RTF Order at {9 77-90.

30 See USF/ICC Transformation Order, § 252.
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payments by state by study area for 3Q2013. Appendix HCO07 displays projected SVS
Support payments by state by study area for 3Q2013.

Local Switching Support

ETC study areas having 50,000 or fewer access lines are eligible to receive support
for local switching costs.”’ LSS is the product of a carrier’s annual unseparated local
switching revenue requirement multiplied by its local switching support factor.” Pursuant to
the USF/ICC Transformation Order, LSS was eliminated as a separate support mechanism
effective July 1, 2012.%

Interstate Common Line Support

Interstate Common Line Support (ICLS) is designed to permit each rate-of-return
carrier to recover its common line revenue requirement while ensuring that its subscriber
line charges (SL.Cs) remain affordable for its customers.™

For 3Q2013, ICLS is projected to be $217.05 million and total annual 2013 ICLS is
estimated to be $873.94 million.

Appendices HC09, HC10, and HC11 provide USAC’s 3Q2013 projections of ICLS
by state by study area, per line and by state, respectively. HC13 provides the LSS by state by
study area 2011 and 2012 true-up. HC14 and HC15 provide ICLS 2011 true-up by state by

study area and 2011 true-up per line respectively.

31 See 47 CFR. § 54.301.

32The LSS factor is defined as the difference between the 1996 weighted interstate Dial Equipment Minute (DEM) factor
and the 1996 unweighted DEM factor.

3 See USF/ICC Transformation Order, 9§ 257.

34 See Multi-Association Group (MAG) Plan for Regulation of Interstate Services of non-Price Cap Incumbent Local Exchange Carriers and
Interexcchange Carriers, Federal-State Joint Board on Universal Service, Access Charge Reform for Incumbent Local Exchange Carriers Subject
to Rate-of-Return Regulation, Prescribing the Authorized Rate of Return for Interstate Services of ocal Exchange Carriers, CC Docket Nos.
00-256, 96-45, 98-77, 98-166, Second Report and Order and Further Notice of Proposed Rulemaking in CC Docket No.
00-256, Fifteenth Report and Order in CC Docket No. 96-45, and Report and Order in CC Docket Nos. 98-77 and 98-166,
FCC 01-304, 16 FCC (rel. Nov. 8, 2001)) (MAG Order).
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PRICE CAP CARRIERS

In the USF/ICC Transformation Order, the FCC directed USAC to freeze all
supportt for price cap carriers and their rate-of-return affiliates for HCL, HCM, SVS; LSS,
IAS, and ICLS, on a study area basis to the amount of support each carrier received in
2011.” For 3Q2013, total frozen high cost support for price cap catriers is estimated to be
$260.04 million and total annual 2013 frozen high cost support is estimated to be $1,040.16
million. Appendix HCO8 provides frozen high cost support for price cap carriers by state by
study area for 3Q2013.

COMPETITIVE ELIGIBLE TELECOMMUNICATIONS CARRIERS

The USF/ICC Transformation Otrder transitioned existing CETC supportt to the
Connect America Fund over a five-year period beginning January 1, 2012.° For the
transition, the F