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EX PARTE

Mr. William F. Caton
Acting Secretary
Federal Communications Commission

1919 M Street, N.W.

Washington, D.C. 20554 LGy

RE: CC Docket No. 94-1

Today, Bell Atlantic is filing the attached written Ex-Parte
in the aforementioned proceeding. During recent Bell Atlantic
contacts, Bell Atlantic has referred to the following
documents which support many of the Bell Atlantic positions in
Docket 94-1. The articles which are attached are as follows:
" New Investment and the Regulatory Climate", by J. Rohlfs and
H. Shooshan III, Telephony Magazine, issued May 2, 1994;
"Review of Results of Price Regulation in Selected States" and
"Summary of Recently Proposed Price Regulation Plans" by R.
Harris, filed by USTA, September 26, 1994; "The Effect of
Incentive Regulation on Local Exchange Companies’ Deployment
of Digital Infrastructure" by S. Greenstein, S. McMaster and
P. Spiller, filed by Ameritech, June 24, 1994; “Comments on
Promises Vs. Reality: Telecommunications Infrastructure, LEC
Investment and Regulatory Reform A Paper by William Page
Montgomery, August, 1994" by P. Spiller, filed by Ameritech,
November 3, 1994. 1In addition Bell Atlantic has included a
one page chart to indicate the real price reductions which
have occurred during the period under review.

Please include this letter and the attached into this record
as appropriate.

Sincerely,

Attachments

CC: K. Brinkmann
J. Coltharp
K. Wallman

R. Welch
No. of Copies rec'd_&x
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New investment and the regulatory climate

Why hasn’t LEC network investment been greater? Could it be that LECs
are unconvinced that additional investment will help their bottom lines?

JEFFREY H. ROHLFS and HARRY M. SHOOSHAN Il

n recent months, stud-

ies by Economics &

Technology and by

Probe Research have

attempted to show that

local exchange carriers
are not making adequate
network investments. These
analyses have shown that
average LEC investment
only slightly exceeds book
depreciation. Furthermore,
these studies argue, new in-
vestment by some LECs is
less than book depreciation,
which means that LEC net
plant is declining.

Although these studies
raise some important points,
their comparison—between
the recovery of already in-
vested capital and new in-
vestment—is misleading.
The costs of both switching
and transmission are deelin-
ing rapidly over time with
advances in digital technolo-
gy and fiber optics. Conse-
quently, any given level of
service can be provided less
expensively now than in the
past.

Moreover, according to the
Federal Communieations
Commission, the rate of de-
ployment of new technolo-
gv—including the integrated
services digital network and
signaling system 7-—has been
greater under price caps
than under traditional regu-
lation. In short, there doesn’t seem
to be any evidence that LECs have
failed to make the necessary in-
vestments to maintain their net-
works or that service guality has
declined under price caps.

However, the challenge facing
both companies and regulators is
to move beyond a mentality that
focuses on the investment levels
sufficient to maintain current lev-
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els of service and to accommodate
anticipated growth in demand.
LEC investment is required to
move the country into the informa-
tion age.

To be sure, companies other
than LECs also contribute to the
national information infrastrue-
ture. Long-distance carriers have
already made substantial contribu-
tions through deplovment of new

fiber networks, enhanced
800 services and virtual pri-
vate networks.

These carriers will contin-
ue to play a vital role in the
future. Each year, terminal
equipment provides greater
fanctionality at lower cost.
In particular, computer
users can now connect to a
plethora of information net-
works, including the Inter-
net, using cheap, fast mo-
dems.

But LECs have a critical
role to play. They are the
principal firms—along with
other providers of local ex-
change service—that pro-
vide two-way telecommuni-
cations to the vast majority
of Americans. They provide
what Vice President Al
Gore has called the on- and
off-ramps to the information
superhighway. Without con-
tinued investment in LEC
networks, many users will
not benefit fully from the in-
formation revolution. Fur-
thermore, information age
applications that require
mass marketing will be de-
layed.

Current LEC Investment
Given the current techno-
logical and market opportu-
nities, one might wonder
why LEC investment has
not been greater. The obvi-
ous conclusion is that LECs are
not convinced the additional in-
vestment will be profitable in the
long term.

How can that be? Factors such
as market conditions, business con-
ditions, availability of capital and
risk preferences favor large in-
vestments in LECs’ networks.

When vou look at market condi-
continued on page 57
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New Investment zontinued

tions, it is clear that telecommuni-
cations is a growth industry. Be-
tween 1989 and 1992, interstate
switched access minutes, a major
source of LECs' revenues, grew
by 6% per yvear. Technologi-
cal progress is lowering
costs; so output expands
along the demand curve. In
addition, technology is con-
tinually creating profitable
new applications for telecom-
munications, so a safe conclu-
sion Is that market conditions
are tavorable for large LEC
investments

Even though the country
has recently gone through an eco-
nomic recession and a subsequent
period of flat economic growth, the
telecommunications sector has
continued to enjoy rapid growth,
as shown above. Consequently.
business conditions shouid not
have impeded large LEC invest-
ments.

As for capital, LECs are well-
funded and have good access to
capital markets. LECs also have
pursued more risky investment
opportunities in the international
marketplace and in related indus-

tries and apparentiy are willing to
rake risks to take advantage of
profitable opportunities.

From a business nerspective,
LECs are unusually well-zuited to

— ; e R
Micsrcalization that the requlatosd

make network investments. Their
customer base encompasses most
nusinesses and residences in the
country. They have substantial
technological expertize, and there
are significant =conomies nt scope
between new ielecommunications
services and the serveces currently
otfered by LEC+,

[f LECs have all o7 chese factors
in their favor. what. -hen. is the
problem? The answer is in-
escapable: The regulatory climate
discourages higher avels of in-
vestment.

Roadblocks

The realization that the regulatory
climate in many jurisdictions is un-
favorable may come as a surprise
to some people. Current earnings
in the LEC industry certain-
ly appear to be satisfactory.
However, satisfactory short-
term earnings, though nec-
essary to stimulate invest-
ment, are not sufficient.

Regulators cannot make
binding commitments for
the future; they need to
allow satisfactory earnings
in the present to establish
good faith with investors.
They also cannot reduce earnings
to unsatisfactory levels now and
expect companies to respond to
regulatory incentives offered for
the future. That would be analo-
gous to a developing country con-
fiscating investment by foreigners
and then offering (so-called) luera-
tive incentives for new foreign in-
vestment in the future.

Needless to say, investors would
be highly skeptical of such an ap-
oroach. In addition to allowing sat-
{sfactory short-term earnings, reg-

continued on page 58
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New Investment continued
niators must establish a favorable
{ong-term climate to stimulate in-
vestment. Unfortunately, several
current regulatory policies con-
tribute to an unfavorable long-term
regulatory climate. Such policies
were established for a variety of
reasons, some worthwhile (univer-
sal service); others not so worth-
while (to protect firms in related in-
dustries from competition).
Whatever the reasons. these
policies impede new investment

w»wmmm =

and could delav the information
age indefinitely

Video Dial Tone

Telephone companies can use fiber
optic facilities to bring broadband
services to the general residential
population. Unfortunately, the
revenues currently produced by
such services may not justify the
costs unless the teleo also offers
video services :n competition with
cable TV providers.
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LEC provision of fiber to the
home or the curb would be a major
increment to the national informa-
tion infrastructure—and also
would create needed competition
for the cable industry. One might
therefore expect government poli-
¢y in this area to facilitate LEC
provision of video services via
fiber, perhaps to the extent of pro-
viding actual incentives.

In reality, the opposite is true.
Federal and state governments
have repeatedly erected road-
biocks to inhibit LEC provision of
video services. Initially. there was
an outright prohibition. Currently.
LECs are permitted only to pro-
vide video dial tone.

What video dial tone amounts to
in practice is a set of complex ad-
ministrative rules that appear im-
nossible to implement. in large
part because the cable industry
has used the regulatory process

| strategically to thwart competi-

rion. No commercial applicutions of

' ideo dial tone have yet been ap-

sroved and it has been eight vears

" since the FCC began to examine
- -he cable/telco cross-ownership

rules.

. No Flexibility

Information age services will be
discretionary, at least initially, and
many such services will be compet-
itive. To succeed in competitive
markets, firms need tlexibility to
price their offerings based on what
the market will bear.

Companies must be able to
change prices rapidly in response
to changing technology and mar-
ket conditions. To the degree that
regulators limit pricing flexibility.
the profitability of information age
services declines. LECs" incentive
to invest in the national informa-
tion infrastructure will then corre-
spondingly decline.

Most price-cap plans, including

"the FCC’s current plan, give

LECs some pricing flexibility. Un-
fortunately, the FCC has begun to
backslide on pricing flexibilicy.
Ironically, it has done so under
pressure from competitors whose
very presence shouid trigger even
greater flexibility. This backslid-

~ing is precisely the wrong policy

direction. Furthermore, current
price-cap plans do nor give firms

- the flexibility to deaverage or oth-

erwise restructure rates. Deaver-

TELEPHONY/MAY 2, 1994




to battle for higher depreciation

he aging will be essential in the fu- losses by delaying investments
or ture, since LECs operate in many and slowing down depioyment of rates.
1a- local markets, with different costs  critical portions »f the information At the same time, many state
30 and different market conditions. superhighway. and federal regulators maintain
on Another regulatory policy that Depreciation affects prices di- tight control over depreciation,
ht impedes investment is inadequate rectly under rate-of-return regula- keeping it artificially low. In its
- capital recovery. Telephone Nov. 8, 1993, order inviting
.C plant declines rapidly in comment, the FCC pro-
ia value, as a result of techno- posed a minimum acceptable
n- logical obsolescence. life tor underground copper
Allowable depreciation falls cable of 25 years. Apparent-
1e. far short of matching these ly the left hand of the FCC
LS declines. LECs™ accumuiated does not know what the
d- depreciation is about 10% less right hand is doing. Chair-
of than that of other high-tech man Reed Hundt is aggres-
as firms. Cable firms depreciate sively pursuing policies to
ty, plant more than twice as fast develop the information su-
0~ as the telephone industry. tion. Depreciation aiso atfects perhighway, which oresumably
Inadequate depreciation puts prices under short-term price-cap will be fiber based. At the same
Lo LEC capital at risk in the out plans each time -he plan is renego- time, the FCC presumes that cop-
ud- vears of an investment. Competi- tiated. The new plan must allow per cable will be a productive asset
m- tion will be pervasive in the LEC LECs the npporrunity =n earn a  for 25 vears. The latter policy is
ze industry in five to 10 years. At fair return. wholly inconsistent with the chair-
1YV that time, LEC prices will have o Contrary to “he views of E&T man’s vision and discourages the
88 be competitive or LECs will lose and Probe, the inder-idepreciation investment needed for its fruition.
ti- business. problem has gotten worse under
of LECs will not be able to charge the short-term price-cap plan The $20-biilion Problem
Lp- prices to recover depreciation 2x- adopted by the FCC. Depreciation For decades, regulators have in-
s penses that should have been re- is not treated as an exogenous sisted that local services be priced
ne covered in the past. The likely re- cost, so revenues de 1ot inerease  below economically efficient levels.
383) sult is loss of earnings. Of course, as depreciation rares increase. Th make up the earnings shortfall,
LECs can temper such earnings Hence, LECs have ess incentive continued on sage 60
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New Investment continued
long-distance services have been
priced well above cost. Since the
AT&T divestiture, this rate struc-
ture has been perpetuated via ac-
cess charges. Access charges are
used to defray substantial costs
that are really attributable to sub-
seriber access and local services.

A Strategic Policy Research
study recently demonstrated that
the disparity between prices and
marginal costs for long-distance
access and intralLATA toll is about
$20-billion per year.

The current pricing structure
was originally intended to promote
universal service, which was
achieved long ago. Furthermore,
the experience of the 1980s amply
demonstrates that local rates can
rise substantially without causing
telephone subscribership o de-
cline significantly.

Although the current Dricing
structure is economically inetfi-
cient in any event, it becomes com-
pletely untenable under competi-
tion. [n particular, competitive ac-
cess providers (CAPs) provide di-
rect connections between end
users and interexchange carriers.
By using a CAP, a customer avoids

GRS, S St e

paying an appropriate share of the
subsidy. Generally, these are the
larger customers who would be
providing the greatest subsidy.

As local competition becomes
pervasive, LECs will be less and
less able to recover the $20 billion
from long-distance access and in-
tralLATA toll services. [f LECs
lower their prices toward marginal
cost, they will no longer receive
subsidy revenues. They will lose
even more if they maintain prices
and lose the business as a result.

In either case, LECs will have
to recover the lost revenues from
other sources. That 1s the $20-bil-
lion problem. Solving this problem
is politically difficult, and for the
most part, regulators have avoided
dealing with it. However, if it is
not dealt with, LEC earnings
could decline disastrously when
competition becnmes pervasive.
That risk is a dark cioud over the
entire LEC indastry and has a
chilling effect on any new invest-
ments in the LEC network.

The E&T and Probe studies erit-
icize LECs for rot making more
network investments and recom-
mend punishing LLECs by reducing

allowed depreciation. E&T also
suggests additional punishment in
the form of expropriation of unreg-
ulated profits, skepticism toward
price caps and a new round of di-
vestiture. It is hard to imagine
policies more precisely calculated
to make the problem worse.

A more constructive approach is
to offer incentives for network in-
vestment; for example, in a price-
cap plan. For this approach to
work, the incentives must be quite
significant and viewed as credible.
A good example is the federal gov-
ernment’s investment tax credits
of 15% to encourage firms to make
investments that would otherwise
be unprofitable.

A still better approach is to im-
orove the regulatory climate tor
network investments, which in-
volves facilitating entry into video
services, increasing pricing flexi-
bility, speeding up capital recovery
and dealing with the $20-billion
problem. If policy-makers build
the right regulatory structure, the
investments will come.

Jetfrey H. Rohifs ana Harry M. Shocshan il are
Prncipals n Strategic Policy Research Inc., Bethes-
da. Mc.
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"DEJA VU,” YOU'VE BEEN THERE BEFORE.

Your telecommunications network has a
problem — but nobody seems able to find

the reason.

Nightmares like this dxfferenhate the
Sage Instruments 930A Communications
Test Set from its competitors. Why?

Because the 930A puts YOU in touch and
in charge of every element within your
network immediately. In minutes you can
isolate and fix problems covering:

Digital circuits and system
Signaling, Supervision, and Timing
Fractional T1 and DDS

Voice, Data and Wideband

Transmission

Circle‘ﬁ;. 40 on Feader 'ServiceCarE
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ZISTEN

1401 H Street, NW., Suite 600

Washington, D.C. 20005-2136
{202) 326-7300

{202) 326-7333 FAX

United States Telephone Association

September 26, 1994~ “:2

Mr. William F. Caton e T2

Acting Secretary AR T

Federal Communications Commission zZ % o

1919 M Street NW - Room 222 ERR T

Washington, DC 20554 =Zz & ™M
(%]

ki o
Re: Ex Parte Communigation
CC Docket No. 94-1

Dear Mr. Caton:

On September 26, 1994, in response to questions posed at
previous meetings,

the United States Telephone Association (USTA)
provided the attached two documents to the following people:

Kathleen Wallman and Kathleen Levitz of the Common Carrier

Bureau; David Nall, Dan Grosh, Mark Uretsky, Joanne Wall, and
Anthony Bush of the Tariff Division; Robert Pepper and Michael
Katz of the Office of Plans and Policy; and James Olson of the
Competition Division. The documents are entitled

"Review of
Results of Price Regulation in Selected States" and "Summary of
Recently Proposed Price Regulation Plans."

The viewpoints
expressed are consistent with USTA’s written filings in this
docket.

The original and a copy of this ex parte communication are
being filed in the Office of the Secretary on September 26, 1994.
Please include them in the public record of this proceeding.

Respectfully submitted,

Linda Kent

Associate General Counsel
Attachments

cc: David Nall
Dan Grosh
Mark Uretsky
Kathleen Levitz

Joanne Wall
Anthony Bush
James Olson

Robert Pepper
Michael Katz
Kathleen Wallman



ATTACHMENT 2
Review of Results of Price Regulation
in Selected States

and

ATTACHMENT 3

Summary of Recently Proposed Price Regulation Plans
of
Comments of Dr. Robert G. Harris on Behalf of South Central Bell
in
Tennessee Public Service Commission Rulemaking Regarding
Local Exchange Competition

Docket 94-00184



ATTACHMENT 2

Review of Results of Price Regulation in Selected States

Six States have acopi= orice regulation cr -ate freezes with no earnings sharing early

*

enough as par =i inceniive regulation clans so that positive results can be
identified. The states wath crice regulatior or ate freezes and no earnings sharing or
other features of rate i ~eturn requlatior a-e

. Kansas: TeleKa=sas Pian in 1990 for Southwestern Bell in Docket #166. 856-U.

« Michigan: The 3391 Michigan Telecommunications Act replaced an earlier
earnings sharing :ncentive reguiation plan in effect since 1989.

« Nebraska: LB835 was passed in '38€ to essentially deregulate local service
rates and new senvice Introduction

« North Dakota: SB2320, enacted :n 198¢, created price cap indexes for essential
services. 582447 enacted in 13993 expanded SB2320 and set the price cap into

law.

« Vermont The 289 Vermont Telecommunications Agreement froze local rates
for three vears and 'mposed no earnings limitation. The Agreement was
renewed ir 18C° uni' 1993 when nc turther extensions were permitted under
current staiutes '

« West Virgina A~ second-generaticn ircentive regulation plan was adopted in
1991 that contnued the rate freeze or nasic local rates of an earlier plan and
had nc earnings ‘mitations.

Each of these plans included various stipulations and compromises to ensure that the
state ratepayers and the participating local telephone companies would receive benefits

from the proposed incentive schemes 4 summary of each regulatory plan and their

impact is provided in the following section



Or. Robert G Harns ATTACHMENT 2 Page 2

Kansas

The main features of TeleKansas, Southwester~ Bell's incentive regulation plan, were:’

« The plan frcze basic iocal residentizl and business rates for the period 1990-
1988,

. _ocal rates coult increase for some customers due to the eiimination of some
carty lines ana ex-nange reclassificatons

« Bell customers will save about $21 3 milion in each of the first two years of the
olan and $22 8 milior n tne remaining three years for a total of $110 million.

+ Bell committed to an investment of $160 million over next five years to
modernize telepnone facilities and upgrade all customers to one-party service
and eliminate all @1 basic service charges.

« The plan changea *he way Bell was requlated (it removed the regulatory cap on
Bell's earnings}

« Pricing flexibility on certain discretionary products was aliowed by shortening the
approval process t¢c 20 days from 30 days

The local press appeared to provide some evidence that the effects of TeleKansas
have been very positive for both Southwesterr Bell and telephone customers. While
maintaining the price freeze dn iocal service e company went ahead with additional
infrastructure investmen! and introguced new services made possible by increased
regulatory ﬂexit&ihty

"As Southwestern Bell Telephone Co. enters its second year under a plan that
has closed the door on traditional rate-of-return regulation...the company is
reaping the rewards with increased sales and rural customers are profiting with a
more modernized telephone network . The company was able to attain a 20
percent sales increase in Kansas in the fiscal year ending Dec. 31st."?

Summarized from "State Modifies Bell Plan "o Save Customers $110 million* by United Press
International. 2/2/90.

* Lee Ann Groene "Southwes:ern Bell Sales Increase as TeleKansas Finishes First Year" in Wichita
Business Journal. 2/1/81
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Dr. Robent G Harn

Conversion ‘o cigital switcning was significan:

"As the first step of the TeleKansas plan in Kansas the company in 1390
replaced mechanical switches with digital switches in 24 of the states 131 central
offices. Ancther Z¢€ central offices will be equipped with the technology this year.
Those nstatztior:  while providing rural customers with services previously
unavaianoie alse plaved e key -ole in boosting Southwesterr Bell's

sales

To be able to financialiv support the new infrastructure. Southwestern Bell introduced
large numbers of new se~vices and revamped its marketing strategy:

"With the recen! approval by state utility regulators of a network modernization
plan for the state's rural customers. Southwestern Bell's Telephone Co. is facing
another major hurdle now to gain a full return on the company's $160 million
investment.  Alreacy. the wheels are turning among those in the company's
marketing and pricing departments, trying to devise unique ways to attract new
customers with pricing structures that will not turn away prospective or existing
customers

The new plan resulied in 'arge numbers of nrew products:

"Sales also were stmulated by the introduction of dozens of new products In
1890, ranaing from wvoice-mail services for both business and residential
customers to 2 personalized ring service which offers customers the ability to
cistinguish their calis by a personalizea nng for different individuals.”

In summary. TeleKansas resulted in increases infrastructure iNnvestment, more new

services to justfy financially those investmerts and rate stability to local service

* Lee Ann Groere ‘Southwestern Bell Sales increase as TeleKansas Finishes First Year” in Wichita

Ny

Business Journal. 2191

" Lee Ann Groene ‘TeieKansas Investment to Spark Telemarketing Blitz” in Wichita Business Journal
1/22/90

* Lee Ann Groene “"Soutnwesterr Bell Sales ncrease 2s TeleKansas Finishes First Year' in Wichita
Business Journa: 2191
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customers. The telephone company had impressive first year revenue increases while

maintaining rate stability and increasing infrastructure investment

Michigan

Michigan's Telecommunications Act of 1291 essentially replaced rate of return

regulation with service-by-service regulation The main features of the plan were:
« Monthly service rates were frozen for all but the smallest LEC's for two years
« Residential rates were flat-rated up to 400 calis
« Basic local exchange rates may not cross-subsidize other services

« Access rates continue to be regulated and are capped at interstate rates unless
approved by the Commission or upon agreement of the parties

A summary of the plan was provided in the local press:

"Freezes for two years basic local service rates...After the two-year period, Bell
can file for a rate increase with the Michigan Public Service Commission. An
Increase less thar the inflation rate will involve little state review. An increase
higher than inflaton will face more stringent review...Deregulates the long-
distance service Michigan Bell provides within area codes. Bell says the intent is
to remove the serace from cumbersome state regulation and to lower rates.
Rates can only go aown because the law caps Bell's long-distance charges for
romes and businesses

The new law required the Commussion to issue a report on the impact of the new law to
the legislature and the governor on Jan 1. 1994 Despite its opposition to and

dissatisfaction with the new faw, the Commission recognized some results after

® Peter Luke, “Frequent Telephone Users to Pay More" in The Grand Rapids Press 12/5/91.

" Public Service Commissior *394 Report to the Leqgisiature and Governor.




Dr Robert G Harns ATTACHMENT 2 Page 5

passage of the law. One of the results of the plarn was that local service rates did not
increass despite allowances ‘or carriers to incr2ase "hem:

"No provider of basic local exchange service has had a general increase In rates
pursuant ic ne notice process in Sec 304 No provider of basic local exchange
ervice nas attempiec to adjust rates ‘or nasic local exchange service under the

A

S
provisicns of Sec 203

The Commission noted that Michigan Bell intrcduced 25 new services n basic local
exchange services. This :s significant in that ust prior to the Act. Michigan Bell offered

only 82 local services *

The Commission report alsc guoted ioca!l press reports and its own research on

declines in toll services oy Michigan Bell

"Prices for the PEC's ‘Michigan Bell and GTE-North) toll services have moved
primanly downward The decline in roll rates for Michigan Bell seems greater
than for GTE-Nontr "~

"The National Jtiity Service determined Michigan Bell's intra-LATA toll rates
‘between 1221 anc 1992 fell 4.6%" anc 'feil {between) April, 1992 {and) April.
1993 8 %, The 2 "°% decrease pjaced *he Michigan Bell rates well below the
~ational zverage

M

Furthermore. in_its overali assessment of the -egulation. the Commission found that
market forces were able to present workable alternatives to regulation in some

competitive segments of the market. '*

® Public Service Commussion 1994 Report i tre Leaislature ang Governor p. 38-39.

* Public Service Co~missior 1994 Report 10 the Leqisialire and Governor p. 5

' Public Service Commussion 1994 Report to the Leaislature and Governor p. 25.

"' Detroit Free Press report or June 15, 1993 quotecd ~ Public Service Commission 13994 Report to the
Legislature and Governor o 2%

= Public Service Commissior 1994 Repor t¢ the Legisiature and Governor p. 69.
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The Commission recognizeg that compeuton is encouraged by the Act would also

egncourage invesiment in new technology

‘To the extent that Act 179 fosters or encourages a truly competitive
telecommur:canons marketplace 1t 'on wl foster or encourage the ceployment
of state of the ar lechnology -
Finally. despite s cntosme of various segmerts of the plan and its percetved lack of
clear evidence. *he Tommussion found that overall. the plan provided z workable
regulatory framework

“The Commission believes Act 179 presents a workable regulatory framework
that permits the forces in competitive markets to replace regulation. The law also
provides protecticr for captive customers of monopolistic basic services. The
Commission reccmmends deletion of the January 1. 1996 sunset.” =

[n summary. the deregulation law was passed 100 recently 1o draw many convincing

results. No basic service -ate increases have occurred and Michigan Bell has

substantially reduced s toll service charges anc intra-LATA telf rates.

Nebraska

LB 835 deregulated a3 telecommunication company rates with one exception: basic
local exchange service Tanffs introducing new services or altering rates for existing
services can be implemented 10 days after 'ney are filed at the Commussion. Basic
local exchange service rates are not subject tc ‘raditional rate of return regulation. Basic
local exchange rates are covered under vanous provisions of the Law: (1) The

telephone companies must give their customers 120 days notice and hold a public

" Pyblic Service Commission 1994 Report to the Legisiature and Governor p. 51-52.

" Public Service Commissicr 1994 Repon to the Leqisiature and Governor p. 70.
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informational meating in each commission district before they can change their rates;

12y Consumers car author.ze the Public Service Tommission to review a rate increase

—

if enoughn of the sunscrinars affected by a rate increase sign a petition; (3) The PSC can

review Dasic iGCal exCNET 26 32rvice by its nwn motion if rates go up by more than 10°%

in 2 year

The apparent lack of reguiation over rates aces not mean that the PSC does not
oversee the industry:

"The Nebraska PSC still plays an active role in monitoring industry developments
and quality of service matters. It is authorized to investigate and monitor the
technical guality »f the state’s public telecommunications facilities.

w16

LB 835 shifted the regulatory emphasis from rates and prices to quality of service and
technology deplovment

‘The role of the Public Service Commission has changed as a result of the
deregulation of iccal telephone rates. There is now more emphasis on guality of
service rsguiaticrs which was enhanced by LB 835. The Commission mediated
several hundrec disputes last year between telephone companies and
consumers Alst an aggressive program has been implemented testing central
telephone offices arcund the state leading to technical upgrades in the industry
and betier se-vis= for the consumer

Contrary to claims that telephone rates would double in five years, US West's basic

service rates did not \ncrease between 1987 and 19931.

“ This description was drawn from Mueller, Miltor L. Telephone Companies in Paradise: A Case Stugy in
Telecommunications Reqguiation. New Brunswick NJ Transaction Publishers, 1993. For more detail on
the leqisiation. refer tc this source

" Mueller. Milton L Telephone Companies in Paradise. p.33

James Munreiy -member of Nebraska Public Service Commission), "Commussion Regulates
Telephone Qualtty ~2 Rates” ir Omana Waond Heralc 72793,
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"US West's basic service rates have not shanged at ali since LB 835 went into

effect. An unoffic:al rate freeze has been maintained since January 1987 This is
. . N HT

true for allrate groups and for both residential and business lines...

Opponents 0f LEBEZS na.= 'red to portrav ¢onstant rates as excessive and contrary to a

downward trend 11 the ~ztonar average of hasit local service rates. They base this on

FCC statistics showing 2 52 - 74 billion gechns in net decreases in state rate cases
since 1987 ° A comparison of Nebraskas business and residential rates with its
neighbors, however suagests that Nebraska s -ates are not discernibly higher or fower
than its neighbors or tha! they have missed any "Jownward trend"™

"In 1991 US West-Nebraska's B1 rate for large exchanges was $37.55 (including
Touch Tone) f B* rates for the other four states are combined into an average
weighted by the number of access lines. then Nebraska's rate is $0.41 [ower
than the average of the other four states Thus there is no indication that B1 rate
levels in Nebraska nave been pushed to abnormal heights by deregulatior\.“"zO

The same pattern hoids for residential rates

"The pattern of change since 1986 is very similar to the pattern for business
rates. Minnesoia anc lowa, wnich had significantly higher rates in large
exchanges tnan Nepraska. have impiemented 4-5% decreases. Colorado, with
much lower rzates ~as moved steadily upward, increasing basic local service

e TCRA jevels. "F}ere 15 10 evidence that Nebraska has missed

rates by <
out on & gen=-a Iownwarg trend

e
In fact. the regional trend has been one of zonvergence of local rates for various states.

“The pattern revealed by these statistics 1s one of convergence toward a mean:
states with rates that are higher than Nebraska (Minnesota and lowa) made

® Mueller. Miiton L Telephcne Companies in Paradise. . 56

" See page 62 of Telephone Compantes in Paradise for more detaul.

20 -~ -
Mueiler, Miltcn L Telephone Companies in Paradise. ©.63.

7 Mueller, Milter U Teleprcre Companies in Paradise o 38,
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e e e

reductions that prought them closer t¢c Nebraska. The one state vazzith rates
significantly lower than all others (Colorado raised them substantially.”

In service innovation, LB 825 gave Nebraska ar advantage cver other states. LB 835
allowed carriers (¢ '\nt"2Zuce and test new services virtually at will,

"We found that _BE35 has been successful at encouraging new service
introductions ty US West in Nebraska Tne absence of regulatory review gives
the state a clear comparative advantage over other states as a site for
introducing and 'esting new services

This had a small but measurable effect on investment:

"As noted before Nebraska received new and experimental services more
rapidly and more frequently than other US West states, despite its small market
size. Rate deregulaticn at the state ievel appears to have provided a moderate
stimulus to investment and service innovation by removing regulatory constraints
on capital recovery

The eftect of deregulatior and increased investment 1s gradually having an impact on

Nebraska's technologica! lead over other neighboering states.

" US West's positive results in Nebraska represented a genuine response to
opponunities createc by detanffing. The differential between Nebraska and other
states appears ‘¢ De :ncreasing rather than decreasing as time passes. 2

Much of the increased imvestment and service ~troduction occurred despite a negative

impact on US West earnings. Deregulation did not result in excessive earnings for the

largest telephone carrier in Nebraska:

2 Mueller. Mitton L. Telephone Companies in Paradise. ¢ 83-64.

2 Muelier, Milton L. Telephone Companies in Paradise. ¢ " 19

2 Muelier, Milton L. Telephone Companies in Paradise. ¢ * 38

* Mueller Milton L Teleprone Companies in Paradise. ¢ 47
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"US West's rates of return have been consistently low and dropped steadily for
tne first three years [after dereguiation] The Lincoin Telephone Company has
done better, but its profit levels have ramained fairly stable, and not outside the
norm for regulated companies. The state's small independent, privately owned
companies. on the other hand, have seer *heir profits soar."®
This discrepancy n -ates of return betwesr the largest carriers and the smaller
independents did not 22 unnoticed In the oca press and evean by opponents of the

original legislation:
"The financial figures suggest that US West, the state's largest provider of local
telephone service. has not abused the rate-setting freedom that the Legislature
passed in 1986 as Leaslative Bill 835 "<
In summary, LB835 dic not completely deregulate local telephone service. Instead it
replaced control over rates and earnings with monitoring of service quality and
technology improvements Contrary to the assertions of various opponents, local rates
did not rise after LB835 was enacted: Nebraska rates have remained close to those of
neighboring states: the law had a positive impact on new service introduction and
network investment: and ‘inally rates of returr tor the dominant carrier, US West. were

in fact weli below wha! ‘nev mght have ne=n under traditional reguiation.
North Dakota

Some key features of SB2320 and SB244C governing incentive regulation were:
- SB2320 classified services as essential and non-essential.

+ Rates for essential services were set by the PSC's price factor formula (basically
a price cap ndex

26 Muetter, Milton L. Teleohone Companies in Paradise, & 152.

¥’ State Senator David Land:s of Lincoin quotec 1 “Landis Seeking to Re-regulate Phone Service” in
Omaha World-Herald 12/29/67
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. Rates for non-2ss2ntal services are not ~equlated

« SB2440 mcreased ‘ne number of non-essential services and reduced the
number of esserntal services: it alsc set *he price cap ir the law.

- Essen service ~ates have been allowed to increase slightly by the orice cap
ngex. e Zro= zo ocor LS West was ircreasec by C 665% in 1892 and by
488° for "2 0 TEGA the increase wil be 6%

SB 2440 was ntroducez "¢ tianfy anc set into the law the list of essential services to be
governed by the price :ac naex anc to set the price cap ndex and its productivity
adjustment into e a2~ Puplic support for the passage of the law appeared (0 be
broad-based as ewvidenced oy the margin of passage in both chambers of the North
Dakota Legislature SZ 2240 oassed with 46 votes in favor and one against (2 absent)

In the Senate and witr =5 votes in faver and zero against in the House.®

There exists some evicence that the price reguiation law may have aided the relocation
of industries into the sia's

iecommunications service industries locating a portion
‘ 2¢
Da

"There are 2xa™o o ac cr el
1 Daketa

Ttheircperar o~
Some new cacal-o = 3opear (o nave neen made avalable for specialized

apphcations:

[ increase n The number of long-distance educational

"..There ¢ & sabstant
d by the schools

consortiums oro:

Q)
N
D
()' m'

.
= Senate Bill Nc 2220 cage "2 North Dakota Legislative Assembly.

* Davic Crothers “How Derecuiation Has Affected Nortn Dakota Telecommunications - A Look at the Past
Two Years'in Rural Teleccmugnications 1177 Jan /Fep . 1992, p.43-45.

G o . .
* David Crothers "Fow Dereguiatcn Has Affected North Dakota Telecommunications - A Look at the Past
Two Years in Rurz T2ecc~—~ _,~canons 117 Jan Fer 1992 p 43-45
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in summary, evidence of positive effects ¢f price reqgulation in North Dakota ts limited.
However, rate increases ‘or assential services appear to have been limited as well.
Furthermore. thers seems o pe broad public support for continuing and expanding the

price cap olan s sviaerced oy the broad marg.~ of passage of SB2440.

Vermont

The Vermont Public Service Board zapproved the Vermont Teiecommunications
Agreement (VTA) on Dec. 30. 1388. It was originally to run for three years but was later
extended for an additional two years. After 3 second agreement was withdrawn in 1992,
the 1987 social contract could only be exiended through 1993 due to statutory
limitations. The main provisions of the VTA

. Eliminated rate cf return regulation for New Engtand Telephone.

«  Provided NET with substantial freedomr o offer "new services" with rates, terms
and conditions c¢f its 2wn choosing

. Stabilized ‘ocal service rates for three sears (extended since then. but provided
for rate increases when the agreement ~as extenged)

- Committed over 328C millicn for netwerk modernization (completed by the end of
1822)

« Maintainec quahty of service in accordance with specific critena.

The Vermont Press viewed the plan favorably

"In 1987, the Vermont Public Service Board signed a landmark agreement with
New England Telephone tha! radicailv aitered the way the company was
requlated.

The result has been dramatic Stable telephone rates; a proliferation of new
services: and the mcst sophisticated telecommunications network in the country.
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More than 80 percent of the state is served by digital switching and fiber optic
trunk lines. and the figure is rising."*’

"Under the Vermont Telecommunications Agreement, New England Telephone
agreed not to raise the price of local telephone service and to accelerate its
capital improvement program. In return, the state abolished reguiation of
compegztwe services and left the company free to earn any rate of return it
could."™

The agreement appears to have had generally positive results as summarized by

Richard Andrews of Vermont Business !\./1ac;azine:33

« Local telephone rates in NET's territory have been stable since 1985. Ninety-five
percent of all Vermont Residents have phones, the fourth-highest rate in the
country.

- NET invested $280 million in five years to upgrade its system. The money would
have been spent eventually even without the agreement, but mare slowly. The
new equipment means development officials can assure potential corporate
newcomers that they won't be isolated in Vermont.

« Nineteen new services have been introduced in Vermont, more than in any other
state serviced by NET.

« The state has spent less time and money reguiating NET

« Regulatory rules have not changed during the agreement, allowing NET, its
customers and its competitors to plan with more certainty. Less regulation means
NET and its competiters can focus more on their businesses and customers and
less on regulators.

NET profits did not increase during the VTA:

31

Richard Ancrews in "Telecommunications Agreement Scrutinized" in Vermont Business Magazine
3/1/91.

* Richard Andrews in “Telecommunications Agreement Scrutinized” in Vermont Business Magazine
3/1/91.

®® Richard Andrews :n "Telecommunications Agreement Scrutinized” in Vermont Business Magazine
3/1/91
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"The agreement hasn't been all beer and skitties from NET's point of view either.
The freedom to innovate has. so far at least. created more costs than profits,
and NET's rate of return has slipped several poims."34

"NET saye it lost money on VTA-1. According to company spokesman Fred
Reidy, the agreement was intended to give the company an opportunity to earn a
13-percent rate of return, and it had managed only 7-percent when VTA-1 was
extended. Reidy said NET calculated the annual revenue shortfall at $15 million,
and the Depanment of Public Service acknowiedged it was $10 million. Reidy
pointed out that NET has had no rate increases for six years."35

Infrastructure modernization during the VTA was significant:

"The first VTA guaranteed NET certain rates of return in exchange for upgrading
the telecommunications system of the state. At that time, according to the
experts, Vermont's phone system was a backwater of antique switching stations,
party lines, and rural neglect. We were not up to speed with the rest of the
country, they said...Both sides agree the first VTA was a very good pact that kept
phone charges predictable and allowed for the building of an advanced phone
network. NET for its part was allowed to freely market many phone services and
see predictable rates of return.”

Modernization has increased the number of services offered and made them widely

available:

"With the current technology, New England Telephone offers services that can
make life easier for telecommuters and for the companies who employ
them...One of the newest services is [SDN (integrated Services Digital Network)
which allows two functions {o occur on one telephone line. LL. Bean has already
taken advantage of the ISDN technology by directing catalog sales calls to
operator's homes who then talk to the customer and place the order by computer

** Richard Andrews :n “Telecommunications Agreement Scrutinized" in Vermont Business Magazine
3/1/91.

** Richard Andrews 1n ‘Back to Square One for VTA: Proponents and Opponents of Telecommunications
Agreement Face Off" in Vermont Business Magazine 10/1/92.

kS

Art Edelstein, “Changes Due on Telecommunications Pact” in Vermont Business Magazine p.27
10/1/91. :
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on the same telephone line. McDougall said the state is looking into the ISDN
services for Vermont-based catalog sales merchants."

In summary, the VTA did not allow New England Telephone to earn excessive profits.
On the contrary. (=2 expense of modernization and launching new products resulted in
lower than expected earnings for NET. Basic local rates have not increased throughout

the life of the agreement and the telephone network has been modernized significantly.
West Virginia

Some key features of the incentive regulation plan for C&P:

» Effective January 1. 1992, an incentive regulation plan was approved. effective
until the end of 1894,

« The plan retained the previous plan's service classification (competitive or
discretionary, non-competitive, and intrastate access services) of an earlier
incentive regulation plan and added one more category: services subject to
"workable competition”.

« Basic service rates were frozen during the plan.

« Under the incentive plan, C&P agreed to accelerate infrastructure investments
toward becoming 100% digital by the end of the plan (it was on target to achieve
this goal one year eariier, by the end of 1993).

The incentive régulation plan appears to have had a significant impact on the financial
health of the telephone company while maintaining rate stability of basic local services.
In explaining the ratings increase of C&P West Virginia debentures, Duff & Phelps
discussed the following:

"Duft & Phelps expects maintenance of strong credit quality under the incentive
regulation framework adopted by the West Virginia Public Service Commission in

> Amy Jenness in "Short Commute: Telecommuting Grows as an Alternative to the Office” in Vermont
Business Magazine 7/1/81 [Frank McDougall is secretary of the Agency of Community and Development
Aftairs for the State of Vermont]. .
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Decemper 1891 . Although the new regulatory plan freezes basic rates through
1294, 1t removes earnings constraints on competitive services... CP-WV's
improved #nancial performance can be traced to stronger economic activity in its
service territory, improved regulation, revenue growth from new services, and the
company's commitment to expense control... CP WV's expense control has been
driven by its modern network. At the end of 1993, the company expects to have
100 percent cenetration of digital switches [one year ahead of schedule],
signaling system seven capabilities. and Custom Local Area Signaling Services
(CLASS) capabihities.™

West Virginia's improved telecommunications infrastructure has also attracted

telecommunications-intensive firms:

"United Reader Service Inc. announced last month that it will provide telephone
contact services for a variety of clients...The company was first attracted to the
state through the Office of the Future Project, a joint effort of the state of West
Virginia and the C&P Telephone Co... For a year [the office has] had a national
advertising campaign to increase awareness of West Virginia as a business
location for telecommunications-intensive work operations.

[United Reader Service's] decision to locate in Wheeling was based on the
existence of advanced telecommunications, the availability of a qualified
workforce. and local training incentives.>"

In summary, West Virginia's incentive regulation plan appears to have effectively
maintained local servica rate stability and érovided incentives for C&P West Virginia to
rapidly upgrade its network capabilities. Through its Office for the Future program. the

state, In pantnership with the local telephone company seems to be successfully

marketing those advanced capabilities for outside investors to relocate to the state.

% "Dyt & Phelps Credit Rating Co. Upgrades the Chesapeake and Potormac Telephone Company of
West Virginia" in PR NewsWire, 9/30/93.

** Enc Peters "Telemarketer Cpens Bureau in Wheeiing, The State Journal 12/1/971.
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Sumrﬁary of Recently Proposed Price Regulation Plans

Delaware

Legislation enacted July, 1993 aliowing LECs to elect or opt in to an
alternative regulation framework.

Election must be accompanied by a Plan for Technological Investment
and Deployment.

infrastructure commitment of $250 million must be provided by any
utility electing into the plan.

Rate Adjustments/Current Rates:

Price Index:

Rate Freeze:

No rate adjustments specifically required by legisiation.
Separate rate proceeding determined appropriate level of rates

Formula:
Change in Inflation -3.0%
Cap covers basic services.
Commission can adjust rate structure for submitted price changes
Provider or ratepayers may request exogenous change adjustments

Discretionary services rates may not be increased for one year.
Rates for basic services cam only be changed once a year subject to
Commission approval.

Service Classification:

Legislation divided services into three categories: basic, discretionary
and competitive.

Basic Services include, among others: residence, business, public and
semi-public dial tone line and local usage services; switched access,
Centrex access component, White Page listing; Touch Tone; and ISDN
Basic and Primary rate interface.

Discretionary are those services neither competitive nor basic.

No discretionary services rates may be increased more than 15% in any
year.

Competitive services are those services generally available within a
relevant geographic area from at least one unaffiliated provider which is
present and viable; and there are no significant barriers to entry.
Competitive services include directory advertising, 800 service, WATS,
billing and collection services, Centrex Intercom and features, Inside
Wire, Answer Call and Voice Mail, High Cap Special (1.544 Mb) and
others. _



