
 

1 
 

FCC Begins Assessment of Connect America 
Fund Phase II Cost Model  

A Connected Nation Policy Brief 

June 25, 2012 

 

The Federal Communications Commission (FCC) continues to press forward with its plans to transform its 
universal service subsidy system to directly support broadband service.  Earlier this month, the FCC released a 
Public Notice requesting comment regarding the cost and economic model that it will use to calculate the 
ongoing subsidy level that it will offer larger telephone carriers to provide broadband in the unserved parts of 
their service territories.  This Public Notice follows from the FCC’s USF/ICC Transformation Order released last 
October and marks a significant step in the planned shift in funding away from traditional, voice networks and 
towards broadband networks capable of supporting speeds of 4 Mbps download (DL)/1 Mbps upload (UL).   

The FCC estimates that the service territories of the larger, “price cap” local telephone companies collectively 
include approximately 80% of the 18.8 million Americans who do not have adequate broadband access today.  
These areas include the traditional telephone service territories of the following companies:  Alaska 
Communications System (ACS), AT&T, CenturyLink, Cincinnati Bell, Consolidated Communications, Fairpoint 
Communications, Frontier Communications, Hawaiian Telecom, Virgin Islands Telephone Co., Micronesian 
Telecommunications, Puerto Rico Telephone Company (PRTC), Verizon, and Windstream Communications.   

Officially called “Connect America Fund Phase II,” this model will have a significant effect upon the economics of 
getting broadband to many unserved Americans.  The FCC model will calculate an estimated subsidy amount 
that will be offered to these large companies to build out broadband across their unserved service area on a 
statewide basis.  The price cap providers can accept or reject the offer for a state- or territory-wide build-out.  If 
a provider rejects the offer in a state or territory, the opportunity will be offered to other eligible providers.  All 
told, nearly $10 billion in subsidies over the next five years will be allocated pursuant to these models. 

How these models are written and implemented will have a significant impact upon the broadband landscape in 
every U.S. state and territory.  If the FCC gets the model right, subsidies will be calculated in a way that spurs 
appropriate broadband deployment where it is lacking; if the FCC gets the model wrong, the broadband 
landscape in states and territories will be distorted for years to come.  The Connect America Fund Phase II Public 
Notice offers the public, including state, local, and regional governments, an opportunity to comment on the 
model’s design and inputs.  While the subject matter may seem arcane, the importance of this proceeding 
cannot be overstated.      

 

Phase II of the Connect America Fund for Price Cap LECs 

Phase II of the Connect America Fund for price cap carriers is designed as an interim five year stage that will 
allocate up to $1.8 billion annually across all price cap providers to subsidize expansion of broadband access to 
unserved households, businesses, and community anchor institutions.  The June Public Notice sets in motion a 
process to establish a framework to determine how to allocate funds across the various price cap providers.  
With this framework, the FCC aims to estimate the support necessary to serve areas where costs are above a 
specified benchmark, but below a second “extremely high-cost” benchmark established by the FCC.  The FCC will 
offer each price cap carrier a model-derived support amount in exchange for a commitment to serve all 
locations in its service territory within a state or territory that, based on the model, fall within the high-cost 
range (above the specified cost benchmark but below the “extremely high-cost” benchmark) and are not served 
by competing, unsubsidized providers.   

http://www.fcc.gov/
http://hraunfoss.fcc.gov/edocs_public/attachmatch/DA-12-911A1.pdf
http://transition.fcc.gov/Daily_Releases/Daily_Business/2012/db0206/FCC-11-161A1.pdf
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In other words, based on calculations from this cost model, price cap providers will be 
offered a subsidy amount over a five-year period in exchange for a broadband 
deployment commitment across all unserved areas within their service territory across 
a whole state or territory.  Each price cap carrier will be able to accept or reject such 
subsidies and associated commitments only on a jurisdiction-by-jurisdiction basis.  If the 
provider accepts the build-out commitment, the subsidized broadband service will need to meet  
the FCC’s specified voice and broadband performance criteria.  If the price cap carrier rejects the FCC  
subsidy offer within a state or territory, support will be offered to other eligible broadband providers through a 
competitive bidding mechanism. 
 
The FCC’s current timeline would have it adopting a model this year and estimating these company and state- or  
territory-specific subsidy levels by 2013.  How the FCC builds this broadband cost model and how it employs it in 
calculating subsidy levels for states and territories is critically important.  These calculations will affect the 
economics of providing broadband to approximately 15 million of the estimated 18.8 million Americans who do 
not have adequate broadband service. 

 

The FCC’s Broadband Cost Model Proposals 

The FCC’s USF/ICC Transformation Order left the details of the framework to allocate funds across the various 
price cap service territories to the FCC’s Wireline Bureau.  As a result, this process will be staff-driven and fact-
intensive.  The Public Notice asks a number of questions, each of which could have a profound impact upon the 
success of the process. 

The FCC’s model attempts to estimate the cost of providing broadband service across unserved areas based on 
wireline technology and at a census block or smaller level.  The FCC has dictated that the Wireline Bureau staff 
consider the unique circumstances of Alaska, Hawaii, Puerto Rico, the U.S. Virgin Islands, and Northern Marianas 
Islands when adopting a cost model and must consider whether the model ultimately adopted adequately 
accounts for the costs faced by carriers serving these areas. 

While complex, the premise of the FCC model is simple:  how much of a subsidy is needed to incent a provider to 
build broadband service across these unserved areas for five years?  The premise of that question is that 
buildout has not taken place because, without subsidies, business plans for deployment are not viable.  
Answering that question involves, however, a number of key assumptions, including: 

 Assumptions on Existing Infrastructure: Should the model calculate the cost of building an entirely new 
network (e.g., “green-field”) or should it assume that certain existing components of the telephone 
network (such as central office locations and fiber connection points) are in place?   At stake in this 
decision is whether the model will make adjustments for existing network design constraints that are 
faced by price cap carriers on the ground.   

 Technology to the Premise: Should the model assume a fiber-to-the-premise network architecture, or 
should it model a combination of fiber-to-the-node and DSL technology?  At stake is the quality of 
network that will be subsidized through these funds.   

 Terminal Value of the Modeled Network:  Should the assumed terminal value after the five-year Phase 
II period be zero, or some positive amount based on market or book value accounts?  At stake is 
whether the FCC plans to subsidize networks of sufficient capacity to remain commercially viable after 
five years, or – lacking this – be designed in such a way that modular incremental investment can be 
achievable so as to ensure commercial viability after this period.  In short, whether the citizens served 
by these networks will have “usable” broadband available after the five-year period. 
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 Account for Underserved Areas or Only Unserved Areas:  Should the model 
calculate support to areas to which broadband has already been deployed, 
albeit at slow speeds, or only to unserved areas? At stake is whether subsidies 
will flow only to areas that have no fixed broadband available – whatsoever – or 
also to areas that have low speed broadband available, offered by the price cap 
carrier itself, or possibly a competitor.  

 

Interestingly, the FCC did not choose to highlight in this Public Notice one key factor:  the role that  
expected demand and revenue and certain operations costs will play.  The amount of subsidy needed to entice 
a provider to “build-out” is not simply a function of the cost of service, it is also a function of how much revenue 
a provider can expect to receive once that network is built and operational costs. To the extent that revenues or 
operations costs (for example those derived from backhaul traffic) are not homogenous across the nation, this 
omission could result in model distortions across various jurisdictions.   For example, it is flatly incorrect to 
assume that the revenue opportunity in building a network in Puerto Rico – with 31% broadband adoption – or 
in Alaska – where latency and satellite middle mile lower the quality of connections – is the same as urban areas 
in in the country.  This question is not limited to insular locations – Connected Nation’s research indicates that in 
rural areas, only 50% of households on average subscribe to broadband, lower than the 68% in urban areas.  
Lower adoption rates affect the business case for deployment and should be modeled appropriately. 

The Public Notice asks for public comment on these questions.  The importance of these models on the 
broadband landscape cannot be overstated.  Ultimately, at stake is whether people in unserved areas receive 
the network upgrades that they need in order to be connected to the digital economy.  If the FCC gets these 
calculations wrong, broadband deployment could be skewed for five years or more.  Therefore, while highly 
technical, we encourage interested parties to review the information, assess the assumptions, and challenge 
them where appropriate.   

In addition, state and local governments and other stakeholders should be mindful that, once model 
assumptions are made, the FCC will need to rely on significant data contributions from the price cap carriers 
themselves in order to inform key assumptions of the model.  To the extent that price cap carriers are not willing 
to participate in this data gathering process, jurisdictions across the USA may be left out of the model and, 
unless the FCC proposes a different path, potentially left with a deficient and unfair subsidy offering.  Again, it is 
important to know that the “losers” in any such scenario will not be the companies themselves – the losers will 
be the unserved consumers in your community who will have missed out on an opportunity to see increased 
broadband availability. 

 

What’s Next for USF Reform? 

Comments to this Public Notice are due on July 9, 2012.  Reply comments are due on July 23, 2012. 

If you are interested in learning more about these developments, please do not hesitate to contact us. To 
further examine the FCC’s documents and resources related to the Connect America Fund, visit the following 
section of the FCC’s website at: http://www.fcc.gov/encyclopedia/connecting-america.  
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