
"'39

deployment by 4O"Ica, while introducing earnings sharing only would have increased their long run

fiber deployment by SD-;e On the other hand. combining earnings sharing with either type of

price regulation eli.mina.tes any of the advantages of incentive regulation. These results hold when

looking at column 1 of the Table where we impose the constraint that price cap regulation has the

same effect as price freezes. Here again we find that combining price regulation with earnings

sharing degrades the incentives faced by the LECs to increase their fiber deployment.

A Baseline GrCIWtn Model

Since SS7 and ISDN seem to have a very similar evolution, we estimate equation (5) for

these two measures jointly, imposing the constraint that the regulatory variables (both incentive

regulation and general regulatory framework) have similar effects.~ DSPC switches and Fiber are

estimated separately·' Furthermore, because there is strong evidence that GTE has had a very

different strategy of deploying digital switches than other operating companies,.... we let the

coefficients of the incentive schemes in the DSPC switches equation differ for GTE." Table 4

U We do not restrict the coefficient ofthe demographic variables nor of the interactions
with initial (1989) levels. Similarly, we do not restrict the constant to be the same across the two
equations.

45 Because ofdata limitation, SS7, ISDN and DSPC switches are estimated for the period
1990/1991. We use 1989 as the base. Funhermore, recall that for these three digital
infrastructure measures we have infonnarion on a state by state level only for RBOCs and GTE
operations.

•, See'L.K.Ruiz and G.A. Woroch, -GTE's Capital Investment Profile: An Empirical
Assessment,- GTE Laboratories, TC..Q180-03-92-419, March 1992. This study suggests that
GTE's ownership of equipment manufacturer affected its deployment decision.

47 The GTE specific estimates are the result of interacting the incentive scheme variable
with a dummy for GTE.
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reports the results of estimating the baseline growth model for fiber optic deployment, for both

the restricted and unrestricted specifications. Table 5 reports results for the restricted

specification for ISDN, 5S7 and DSPC switches "

Table 4 shows that for Fiber deployment, price regulation has a large and statistically

significant effect on the growth offiber' optic over the baseline year. Furthermore, that effect, as

in Table 2, falls with the initialleveI ofinfrastrueture deployed by the LEC. The coefficient of the

cross-product of price regulation with earnings sharing is negative, but not statistically significant.

Earnings sharing by itselfhas a negative effect and statistically significant effect on fiber optic

growth over the baseline year. Fmally, Bell operating companies do not seem to deploy fiber

optic cable differently than the independent companies. A3 in Table 2, there do not seem to be

important differences behveen price cap regulation and price freeze schemes. Although the point

estimates involving price cap or price freezes in column 2 are slightly different, the explanatory

power (and.~e log-likelihood) of the two columns is approximately the same. ThU!, we can

conclude, again, that during the period in question, the effect of price cap regulation on

infrastructure deployment was not significantly different from the effect of price freezes. 49

4. The sample size for ISDN, SS7 and DSPC switches (152 observations over two years
involving only Ben and GTE companies) limits the generality of the specification that can be used.
In particular, ~eractions among price caps and earning sharing cannot be separated from a single
state dummy (California). The large number of observations for fiber optic cable deployment
does not limit the identification ofany ofthese interactive effects.

., Recall that during the period under consideration, there were no substantial inflationary
pressures. Thus. as discussed above, the main difference between the two regulatory approaches
would have been the potential for rebalancing inherent in price cap regulation.



In Table 5 we present the results for SS7, ISDN and DSPC switches. In general, the

results are as in Table 4. Price regulation has a strong impact on the growth ofI5DN and 557.

Price regulation, however, does not seem to have an effect on the deployment ofOSPC switches,

exceptJor GTE, where we find & negative effect The cross-products with earnings sharing are

negative but not significant. While the point estimates of earnings sharing by itselfare positive,

they are smaIl and their standard errors are large. Fmally, the coefficient ofBeD operating

companies is statistically significant only in the ISDN equation.

FmaIly, Table 6 provides the predicted change over the baseline year ofwhat would be

achieved by imposing incentive regulation on companies that in 1991 had no incentive scheme.

The main finding i! that price regulation provides stronger investment incentives than earnings

sharing schemes. Indeed, price regulation by itself provides more than 1000.10 increase in

deployment over the base year (except for DSPC switches), while earnings sharing by itself

increases ISDN and 5S7 only by 20%, an economically small (and statistically insignificant) effect,
,

and reduces investment incentives in fiber optic cable by almost 500.10.

M in the partial aQjUStrnent model estimates, combining earnings slwing and price

regulation reduces the incentives for deploying fiber optic cable. On the other hand, such

combination does DOt have an economically or I statistically significant impact over that obtained

by price regu1anon alone.'" Thus, our two modeling approaches provide the same conclusion on

so R.ecaJl that from Table S, the coefficients involving earnings sharing are not
significantly different from zero. Thus, in Table 6, the simulated values for the effects of price
regulation and price regulation with earning sharing are not statistically different.
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the relative merits ofprice regulation and earnings sharing schemes. These results suggest, then,

that there is nothing to be gained from the perspective ofinfrastructure deployment by the

addition of earnings sharing to a price cap plan Significant administrative costs would be added,

though.

vn. CONCLUSION

Divestiture unleashed a wealth of experimentation by state regulator! oflocal exchanges.

Judging from the variety of choices made, there exists no consensus about the optimal goals for

regulator! to pursue, nor about the most efficient means to achieve dearly defined goals. This

variety of regulatory structures across hundreds oflocaJ exchange carriers provided the natural

experiment for this studY! analysis.

This study focuses on the influence of regulatory roles on invesunent in modem

infrastruetu:.e. We conected and analyzed investment at every large local exchange company in the

United states. We modeled and identified the conmbution ofstate regulatory policies from that

of other local economic and demographic factors of the service territories ofLEes. We especially

f~ on the effects oftwo regulatory rules ofcurrent policy debate, price regulation and

earnings sharing.

We showed that both demographic and regulatory factors influenced observed deployment

patterns. Neither alone provides an accurate picture of the detenninants ofinfrastructure growth.

Moreover. the absence ofaccounting for demographic and economic factors can bias analysis of



the impact of regulatory factors and lead to inaccurate inferences. While this finding is not

surprising, we highlight it because ofhow frequently it is forgotten in theoretical and empirical

studies of pricing regulation.

Our main findings are that price regulations influence the level of deployment of modem

equipment at the local exchange level. Moreover, the direction and magnitude of the influence are

consistent with economic theory. The pattern persists in different degrees for three measures of

modern infrastructure deployment - fiber, ISDN lines., and SS7 switches. The results also hold

for fiber deployment under alternative specifications of the statistical relationship between

regulatory incentives and infrastructure deployment. These effects are not small. Had every state

regulators adopted such pricing schemes, fiber deployment would be at least 75 percent higher,

and probably more, in those local exchanges that did not adopt such schemes.

Ifd~loymentofmodern equipment is a primary goal of state agencies, our research

shows that pricing regulations must play an important role in achieving that goal. Our research

does not find similar evidence about earnings sharing arrangements. Accordingly, we are less

sanguine about the use of earnings sharing schemes as I tool to achieve modem infrastructure

deployment. We do anticipate the present variety of regulatory regimes to persist after the

experiences under different incentives schemes become widely known. Ifagencies act on these

observations, pricing regulations will become the national norm, and eliminate the interesting, yet

costly, natural experiment that made this study feasible.



TABLE 1: INFRASTRUCTURE INVESTMENT
EXPLAINED BY TERRITORY SPECIFIC AND DEMOGRAPHIC FACTORS

(T-STATlSTlCS IN PARENTHESIS)

ENDOGENOUS VAP. F1BER' ISDN UNES1 TOTAl..SS7' swrrCHE"
YEARS 19ae-1~1 198~1~1 198~S1 188i-1891
NUMBER OBSERVATIONS soe 228 228 228
METHOD OLS TOBIT TOBIT OLS
R-SQUARED 0.752 NA, NA 0.792

CONSTANT 0.43 -27.ee -31.05 -5.oe
(0.09) (-2.35) (-220) (-2.~)

LOG LAND MASS 0.0062 0.4G ~.53 0.00
(0.07) (2.2i) (-2.11) (0.96)

LOG URBANIZED POP 0.11 1.1. ~.10 0.0021
(2.16) (5.00) (~.<46) (0.07)

LOG URBAN pop 0.11 -0.81 -o.se ~.0004

(1.11) (-2.<40) (-1.90) (~.OO7)

LOG RURAL POP ~.().4 ~29 0.7. 0.13
(~.37) (-1.09) (2.38) (1.98)

LOG PERCAP INCOME ~.39 2.53 1.85 0.oe7
- (~.8O) (2.().4) (12<4) (0.33)

LOG MANUFACTURING 0.31 0.<45 0.11 0.OQ3
(3.06) (127) (O~ (123)

LOG FIRE 0." -0.33 1.13 0.35
(3.80) (-0.78) (2.<40) (".19)

LOG CONSTR WAGE -2.12 -3.31 -1.58 0.38
(-3.79) (-2.52) (-1.02) (1.22)

NUMBER OF LEC 0.19 0.15 0.3<4 0.071
(2.39) (O.~) (1.80) (1.156)

BELL 1.5<4 3.38 3.19 ~.17

(823) (e.a!) (5.02) (-1.-40)
GTE . 0.3-4 NA NA NA.

(1.eB)
Ya7 1.37 NA NA NA

(5.93)
Y88 3.~ NA NA NA

(15.10)
yas 4.08 NA NA NA

(17.55)
Y80 4.<41 1.35 1.93 0.17

(19.08) (3.~ (04.52) (2.01)
Vi1 ".7" 2.17 2.79 0."7

(20.-40) (8.•2) (8.504) (5.5<4)
SIGMA NA 1.81 2.01 NA

(1821) (1821) (13.&4)

NOTES:
1 Fiber 1& number of fiber min In LEC terrftory.
2 ISDN is total number of ISDN in.. in LEe territory.
J SS7. total number of SS73904 and SS7317 switches In LEe tarrIory.
• Switches. total number of OSPC switches In territory.



TABLE 2: PARTlAl ADJUSTMENT MODEL
LOG (FlBER)'

_TWO STAGE LEAST SQUARES WITH ROBUST STANDARD ERRORSl
1117·1911

cr-8TATlSncs IN PARENTHESES)

SPEC1ACATlON GENERAL RESTRJCTEO GENERAL RESTRICTED
DEMOGRAPHIC VARS NO' NO' YES" YES4

RoSQUARED .583 .561 .m .n1
LOG OF UKEUHOOO -1036.32 -1037.4; -87UM1 -873.~36

PFUCECAP 2.64 2.02 1.15 0.804
(3.38) (3.08) (3.53) (2.004)

PRJCECAP & F1BER86 -(US -D.32 -0.31 -0.12
(·3.85) (-2.82) (-3.26) (-1.38)

PFUCECAP & E. SHARING -D.52 -D.59 -D.n -D.48
(-D.S1) (-1.02) (-1.59) (-1.35)

PRJCEF~ -1.62 2.02 -D.1~ 0.84
(-D.81) (3.08) (-0.38) (2.004)

PFOCE FREEZE & FlBERS6 0.35 -D.32 0.11 -D.12
(o.n) (-2.82) (1.28) (-1.38)

PRICE FRZE & E. SHARING ·1.55 -D.59 -D.73 -0.48
(.1.36) (-1.02) (-2.20) (-1.35)

E. SHARING ON COMPANY 0.81 0.60 029 0.29
(2.32) (2.30) (1.~1) (1.39)

NOT RESTRICT 0.52 0.53 0.29 0.32
(1.93) (2.02) (1.59) (1.81)

COMP. ACC PROVIDER 0.32 0.31 -D.11 -0.10
(O.~ (0.S9) (-D.38) (-0.33)

RESALE OF LEX -1.00 -0.97 -0.57 -0.55
(-324) (-3.11) (-2.62) (-2.49)

INTRALATA COMP -0.27 -025 -029 -025
(-1.59) (.1.49) (-2.17) (-1.85)

OEREG. OFCOMP. SERV. -0.060 -0.060 0.24 0.22
(-028) (-029) (1.82) (1.51)

E. SHARING IN STATE 0.78 0.70 O.se 0.43
(2.85) (2.54) (2.91) (2.31)

CAP &DEFt COM? SERVo 0.42 0.45 0.48 0.38
(0.84) (O.SS) {1~} (1.01)

1-ALPHA 0.81 0.59 0.58 0.49
(2.81) (2.71) (2.39) (2.00)

NOTES:
t Fiber ,.presents the amount of tiber In fiber mies in LEC t.nIory.
2 Estimated equdon II y. XB + (1-Al.PHA)-vHAT(-1), where 81ALPHA. optimal inYestment
J The following -exogenous variables .re not shown In columna 1,2: CONSTANT. COMPANY COUNT,
BEU., GTE, Y58, Y89, YSKl, Y91.
f The following exogenous variables .AI not shown in columna 3, 4: CONSTANT, COMPANY COUNT,
lOG LAND, lOG URBANIZED POP, lOG URBAN POP, lOG RURAl.. POP,lOG CONSTRUCTION
WAGE. lOG PERCAPITA INCOME. LOG MANUFACTURING, lOG FIRE. BELl.. GTE, Y88, Y89, Y90,
va1.



TABLE 3: AVERAGE PREDICTED EFFECT OF INCENTIVE REGULATION
ON LEe UNDER RATE OF RETURN AS OF 1981

PERCENTAGE CHANGE IN FISER'
PARTlAL. ADJUSTMENT MODEL

(N-s6)

REGULATORY CHANGE RESTRICTED UNRESTRtCTEO
ESTlMATION ESTIMATION

PRICE CAP 77% 86%

PRICE CAP &. EARNINGS SHARING 39% 10%

PIUCE FREEZE 71% 42%

PIUCE FREEZE ~ EAR. SHARING 39% -37%

EARNINGS SHARING Al.ONE 5i% 52%

Notes:
, Resmcted estimation derived from Table 2 column 4. Unrestricted estimation derived from Table
2 coJumn3.



TABLE.: FlSER OPT1C CABLE,SASEUNE GROWTH MODEl
TWO STAGE lEAST SQUARES WITH ROBUST STANDARD ERRORS

TooSTATlSTlCS IN PARENTHESES
1117/1111

VARlABLE1
UNRESTRICTED

PJUCE CAP REG 425 3.78
(5.90) (5.58)

PRICE CAP REG • -.88 -.85
INlTlAl lEVEL (~.02) (-5.77)

PRICE CAP REG • -25 -25
EARN SHARING (-.31) (.44)

PRICE FREEZE 2.07 3.78
(2.18) (5.58)

PRICE FREEZE. -.44 -.85
INITIAL lEVEl. (-3.17) (-5.77)

PRICE FREEZE x .05 -25
EARN SHARING (.07) (.44)

EARNINGS SHARING -.48 -.41
(-1.58) (-1.56)

BEll DUMMY -.10 -.19
(-.30) (-.58)

GTE DUMMY 1.78 1.78
(5.56) (5.59)

TlMETREND .78 .75
(10.14) (10.81)

LOG L.JKEl.IiOOO -1051.30 -1052.35

R-aauARED .44 .44

.. OF OBSERVATIONS 505 505

, The coerrk:iems of the foUCMYIg variables ere not shown: CONSTANT, NUMBER OF LEe, lOG
lAND, lOG URBANIZED POP, lOG URBAN POP, lOG RURAL POP, lOG CONSTRUCTlON
WAGE, LOG PERCAPITA INCOME, LOG MANUFACTURING, lOG FIRE.



TABLE 5: BASEUNE GROWTH MOOEL.
RESTRICTED ESTlMATlON: PRICE CAPaPRJCE FREEZE

TWO STAGE L.EAST SQUARES WITH ROBUST STANDARD ERRORS
T-STATlSTlCS IN PARENTHESES

VARIABLE' ssr ISDN' DSPC swrTCHES
1tt01t1 1tto1t1 1ttGft1

BEU. QTE2

PRICE REGUL.l.TlON 1.~ -.58 -1.88
(".19) (-2.e1) (-2.10)

PRICE REGULATION x -.e1 -21 .18 .3;
INFTlAL. LEVEL. (-3.98) (-2.11) (3.28) (1.80)

PRICE REGULATlON x -.05 -.13 NA
EARN SHARJNG (-.10) (-1.12)

EARNINGS SHARING 20 .01 .26
(.&4) (24) (1.17)

BEll DUMMY 28 .75 -.09
(.78) (2.08) (-1.10)

GTE DUMMY NA NA NA NA

TlMETRENO .62 .75 .30
(2.;1) (2.08) (1.55)

LOG UKEUHOOO ~3.755 1.8&4

RoSOUAREn .3e .43 .43

• OF OBSERVATlONS 152 152 152

NOTES:

, JoinUy estimat8d
2 GTE coiumn ref\ectl coetl'denta of Interacting regulatory wriables wtth a GTE dummy.
J The coefftcienta of the following wriables are not shown: CONSTANT, NUMBER OF LEe, LOG LAND.
LOG URBANlZED POP, LOG URBAN POP. LOG RURAl POP, LOG CONSTRUCTION WAGE. LOG
PERCAPfTA INCOME. LOG MA.NUFACnlRJNG, lOG ARE.



TABLE I: AVERAGE PREDICTED EFFECT OF INCENllVE REGULATlON
ON LEC UNDER RATE OF RETURN AS OF 11'1'

PERCENTAGE CHANGES
BASEUNE GROWTH MODel

(~')

REGULATORY CHANGE

PRJCE CAP OR PRtCE FREEZE

PRICE CAP OR PRICE FREEZE
• EARNINGS SHARING

EARNINGS SHARING AlONE

NOTE:

1 EstirMtes dertvecHrom Tables 4 and 5.

SS7

111%

128%

ISDN

114%

129%

FIBER

127%

55%

SWITCHES
BElL GTE

18% -72%

7% -57%

1% 27%



AGURE 1: THE STATES REGULATORY ENVIRONMENT
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FIGURE 2: FIRMS SUBJECT TO PRICE REGULAilON AS OF 1991



Firms subject to Price Regulation as of 1991
(Year 0' odoptk>n)

by type ot PrIce Regulation

• PIlcacap (5)
• POCe NQeZ8 (10)
o No POCe ReglAoIIon (34)

B: Bell company
G: GT~ company
0: Other - NE: Uncoln Tel., NY: Rochester Tel.

L~

v



FIGURE 3: ARMS SUBJECT TO EARNINGS SHARING AS OF 1991



Firms subject to Earnings Sharing as of 1991

(yeOl of adpptlon)

by Earnings Sharing

IDI Earnlog:s Sha1ng (20)o No EOfOOQi ShaMg (29)

B: Bell company
G: GTE company
0: Olher - NY: Rochester Tal., TN: UnUad VA: Central & Contal

4 Rj B: 89

SNCT: 87-88,
1991



FIGURE 4: DIGITAL GROWTH
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APPENDIX 1: States with Price Regulation Plans
1984 - 1993

STATES

• CaliforDi,a
• Delaware
• District ofColumbia

• Rcrida

• Idaho
• Kansas
• MaiDe
• Michigan
• MitJDtS'lUl

• Missouri
• Nebraska
• Nevada
• NewJeney
• NewMcxico
• New Ycrl:
• North Dakota
• Oregon
• Rhode lIlmd
• Texas
• Vc:nnoot
• West VUJinia
• Wisconsin

Ivm ofPrjex RmatiOD PIan!:

Prioe~s:

IlMEPERlOD

1990
1993
1993
1988
1989
1990-1995
]989-1992
1992-1995
1990
1990
1986
1991
1987-2000
1990-1993
]990-1992
1989
]992-1996
1992·1995
1991
1989-]997
1992-1994
1991-1993

• Prices ~owed to i:Dc:reue IICCOrding to pre-set formula

Priee-Frec:u:s:

• Prices fer DOD-oompetitive services are thm:n or have downward flexibility for a specific duratioo period

CallronUa

Califa'nia's plao beccDe dfedive co JIDUIry 1, ]990. Sc:rvic:es Ire classified u eitber DOD-oompetitivc. partially
ccGlE'et.i~ or tuIJy cnnpctitive.. Noo-oompetitive services such u basic locallel"Vice are regu1ated by a price
index. PII'tiaDy om;ct.itive xnices are l1Jowed downward priciDa fieability aDd have price caps aDd floors. The
price index fir bod1 DOIHXll1IpCt.itive and partially competitive services is set .ccording to the GNP aDd adjusted by
• productivity c.6et. FuDy O:G1Jctitive xnices II"e alJowed full pricing fle:x1bility. The pbm abo includes III

aminp sbar1nJ meor-bmism (Source: Maine Report)

In JuJy 1993, the Delaware S&ate Senate e.DIlCted SB ]]S whid1 provides for -price ClIp-type. rqulaticm ofLECs.
£omplDics DOW have tbe optico ofelce:tiDI price cap rqulatico retun1 for iDfrutruc:turc mVCSUDcnt commitments.
Services are cla.ssified as basic, dis:retiooary or competitive.. (Source: NARUe)



Appendix 1 PRICE REGULAnON SCHEMES Page 2

On Jmuary 1993 !be Public Ser.ic:e Coovnissioo adopted a an iDccDtive rqulatioo sc:bcme for CctP including a tbrc:c
year freeze 00 basic -=rvice ra1e:5 for r=dcntial (dial tooe:, IOUCb lODe, messqe units and semce c:ooncctioo.s)
customen and provided pricing flo:Jbility for Centrex inte c::cxmectiom and grmted CA:.P the right to make: future
requests for pricing flo:Joility UDder a s:rec:ning pnx:c:ss. (Source:NARUC)

Since 1988 Southern Bell has been under an earnings incentive plan which included a cap 00 residential rate (tbcsc:
were reduced by $1 and capped at that level). (Source LECG survey)

WUo

In 1988. !be state eoac:ted Iegi.s1atioo which aIlows companies to de:rqu1a1e aD but basic 10caI sc:rvice. US West c:bose to
deregulate DOD-basic local sc:rvice and forfeited its ccrti6ca1e of public: c:oovemc:oce. In 1989. the PUC .pprovcd •
rew:nuc sharing plan for US Wcst Revenue: per 8CCCSS line is caJc:u1ated for the base year. 1987. In subsequc:nt
"sharing" yean, the: same caJculatioo is made. If the: revc:oue: per line e:xceeds the: base year amount., a portioo of the:
JUrtllus is attrloU1ed to regulated services. Similarly, iftbc: revc:oue: per line: is Jess thin the hue year 1ZDOUDt., •
portico of the deficit is attributed to regulated scmces. The remaining shire of the: deficit or surplus is attributed to
deregulated services.. US West aDd cu.stomcrs share in the: surplus or deficit The sbarins plan is DOt a1fcctcd by
changes in expemes~t for tax aDd FCC ac:cess charges (Sowcc: Maine Report)

".DIU

The TcleKansas plan Wa.!l approved 00 Feb. 2, 1990. The plan freezes basic: local residential and business rate until
1995. Certain discn:tiooary sc:rvices have pricing flexibility. The plan docs DC)( limit Southwcstcrn Bc1J's earnings or
require earnings sharing. (Sources: NARUC, IDioois Ben Analysis. Harris Indiana Ben Testimony)

Betw=11989 and 1m. New England Tclepbooe Iif'CCd to dccreuc toU rates. make ccrtaiD iDfruuucturem~ts
and DC)( file for a rate iDc::rcue in exchange for areat=' J'eIUlalory ficability from the PUC. The PUC agreed DOt to
request a dccrcue mrates- This arrangement amounted to a form oflOCial c:ootTICL (Soun:es: Maine Report.
IlliDoU Bc1J Analysis)

MJdUaaa

On JlIDUC)' 1. 1992. Mic:hipn pused • IelXlDd generation incentive J'eIUlation plll1. The plan hezcs for two years
moothly avice rates for aD but very small carriers. Rcsidc:otial rates C"e fiat-rated up to 400 calls.lntrlSla1e ICCCSS

rates C"e capped at intcntItc rates for identical offerinp. InlTastale toU rates are capped at 1213 1191~ but can
be reduced~ the two year period, BeU can IDe for a rate increue. An iDcrase less thin the inf1atiOD rate (-1 %)
will involve tittle 1"e'Yiew. (Sources: Maine Report. Harris Indiana Bc1J Testimooy)

Mla••ota

SiDce 1990 USWest opc:ra1C3 UDder In iDc:entive scheme plan that frcczcs rqulated rates. except for iDcomc-oeutral
fillinp (Source: LECG 1UI:'Y'eY)
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From 1990 to 1993 Bel1 South', earning sharing scheme included a freeze 00 basic Ioca1 rates. (Source: LECG survey)

LB 83 S. eucted in 1986. dcregu.1alcd aD but basic Ioca.I service. Local service Tale i:Dcn:ues less than 10% are enacted
antcm.atically, unlc:ss a certain pcn=cntage of customers object (Sources: Maine Report, Illinois Bell Analysis)

SiDcc 1991 Nevada Bell operate! UDder an incentive scheme that freezes basic scrvia:s for Syears. (Source: LECG
fUlw:y)

Nft'Jerwy

New h:ney bas bad I JUte Stability Plan with DO limit 00 earnings since July 1. 1987. Services arc classified as
competitive orDOD~tive. In 1987. New Jeney Bell capped all rates for at least three years. Certain events
IUCb as a c:hmse in the CPI ofat least 4.5% over a twelve mooth period will cause • Tale review prior to the end of
the three year period. On January 17, 1992, legislatioo was passed allowing the dereiuJatioo ofcompetitive services
aDd the introductioa ofalternatives to ROR regulation, including the possibility ofprice regulatioo. (Sources:
NARUC, Maine Report, IDinoi! Bell An.alysU, Harris Ohio Belllnterroptory)

Nft'MWc:o

A three-year iDcentive regulatioo plan was implemented for US WtSt CD January 18.1990. Touch·TODe and switched
IICCeSS services are classified as DOD-eompetitive and subject to price c.ps. All otbc:r ac:rvices are classified as DOD
basic and regulated via Tale banding. The plan also includes an earnings sharing mechanism. (Sourt:es: Maine
Report. NARUC)

Coote! was subject to an iDcentive !Cbeme with some pricing flexibility from 1991 to 1993. Loca1 rates were frozen aDd
otbc:r ~ces rquIa1ed by ra1e-bmding. (Source: State Tclepbooe Regulatiaa Report).

Nft'York

In Fcbnwy 1990, a two year iooentive regulatioo plan was implemented for Rocbestcr Te1cpbooe. A hue ROE was
establisbed in 1990 with 8djustments made to reflect changes in the inten::st Tale cuviromnent Rates for Roc:hestcr's
mooopoly ofI'erinp are adjusted mmua1ly to reflect c:hmi'CS in inflatioo Jess • productivity 8djUSl:lDeDt The plan also
iDcJudes priciDc fieability~ DOD-mOOOpOIy services, as well as an earnings sharing mcchanin (Maine Report)

Nortll Dabta

A July 1. 1989 law classified Ia"'o'ices as "c:ac:ntial" or "ooo-essential." Prices for c:s.tCDtial services are limited by an
iDpul COlt iDdc:x Idjusted by • productivity otrxt. Prices for cacntiallCl'Viccs can change by sreater than the
productivity.adjusted input CClSt index as Ioog as the ovc:ral.J service price is less than the cap. Prices for DOD

cacntial~ are dctati6ed. (Source: Maine Report)

Onpa

lbc PUC approved an iDcc:ntive reJUlatiaa plan for US WtSt in November 1991. lbc five yar plln classifies services
u "esleDtial" or "~tial." Prices for cacntial services may cb.anae 0DIy aa I revenue-neutral basis.,
effectively fi"ec:zing tbc::!Ie rates for the life of the plan. Noo~tial services are cluste:n::d into product JTOUPS aDd
pric:e-Iislt:d The weighted avenge price of each product group. which accounts for intlatioo less a productivity



Appc:Ddix 1 PRICE REGULAnON SCHEMES Page 4

c&et. caD iDaeuc I maximum of 10% 0Y'Cf the life of the plan. The 10'% maximum IDlY be iDc:rc::ued to I SlY. if the
company caD demmstra1e to the PUC that it lacks market power for • sufficient Dumbc'~~ (Source: Maine
Report)

bode blud

New England Telepbooe is operating UDder a May 1992 four year alternative regulatioo plan. Rates for basic local
!lCMce arc fro:z.c::c for the first yClir of the plan. During the ICCODd year of the plan. ra1eS may ioacuc by 50% ofa
price ClIp index which measures cbange3 in the inflatioo ra1C less. productivity otrxt In the third year. ra1eS may
iocreue up to 7S% of the price cap iodc:x.. In the fourth year. ra1eS may i:Dcreue by IZ1 amount equal to the cblnge in
the iodc:x. Prices for all otbc:r scrvic:es may iDae:ue by IZ1 amount equal to the chmge in the iodc:x.. The plan does
DOt iDclude my earnings sharing plan or camiogs limitatioos. (Source: IIliDot.s Bell Analysis)

Tuu

Fran 1991 to 1994 Soutbwestem Bell's basic local ra1e:S arc capped. (Sou:rt:c: LECG survey)

v.,..t

New Eniland Telepbooe is operating UDder the Vcnnoot Telccommunicatioos ABJ ec:ment (VTA). in eft'ec:t smee
February 1989. 'I}e vrA n:movcs New Enilaod Telepbooe from my earnings regulation and fr=zcs local ra1CS for
& tbree year period. The company is also graotc:i pricing and regulatory flexibility to offer DCW IC'Vices in c:xcbange
for infrastructure investment commitrDl:ols. (Sources: Harris lDdima Bell Testimooy and Illinois Bell Analysis)

West Virpaia

The PUC approved I sc:c:ood-~oo incentive regulatioo plan for e.t.P Tclepbooc. The plan retained the previous
plan" classification ofservices as competitive or d.i.sc:reti00lt)'. DOO-<:ompetitive or intrastate IlCCeSS sc:rvic:cs. I.!

wel.l as a DCW classification for services subject to "worUble competition.• Prices for basic !lCMCCS are frozen for
the lenJth of the plan. The company is n:moved from any earnings regulatioo and commits to oetwerl:
mode:rnizatioo improvcmc:nts. (Sources: Harris Indima Bell Testimony and Illinois Bell Analysis)

Wilcouia

On JuDe 1. 1991. Wl.'COQSin Bell and the PSC imp1emc:otcd IZ1 altc:mative regulatioo plan. Prices for basic local rates
C'e frozen for I three-year period unless unforeseen events occur such as high inflatioo or interest rates. There is DO
a:rainp sharing mechanism or earnings regulation. (Sources: Illinois Bell Analysis. MaiDe Report)



APPENDIX 2: States with Earnings Sharing Schemes

State/Co.

BdlSouth

CIllJfornia

Pacific Telesis

Period EarninpisbariD& plaa and conditions

BcllSoutb keeps eam.inp <12.3%ROC. Ecninp > 12.3%
Ibared with ratepaycn up to SO% split Emninp <11.65%
BenSoutb~ sed:: t'11e iDc:n::ascs between 50-100% of amount
Deeded to return ROC to 11.925%.

Desree ofsharing with RIP above 12.3%ROC hued 00 bow
well BcllSou1b meets scmce and cost dficieDCY staDdMds.

GTE

Colorado

USWest

Connecticut

Jmuary 1990-PraeDt

Juue1987.Decembc:r 1988

LEe's share earninp SOISO with RIP between 13-16.5%ROR.
LEe's returu 100% to RIP ofcaminp > 16.5%.

Speculatiyc tdec:ommunic:atioas services DOt iDcluded in
earnings sbarina ca1eu1atiOQ!.

LEe's share eaminp SOISO with RIP between 13-16.S%ROR.
LEe's return 100% to RIP ofeaminp >16.5%. For 1994-1996.
GTE n:taiDs lClCl% eaminp <IS.5%ROR, aDd retUI'nS 100% of
eaminp > IS.5%ROR.

Spec:ulatiyc telec:ommunic:atioas services DOt iDc1uded in
caminp IbcinS calcu1atiOQ!.

GTE pi oposes to replace eiec:tz omec:hanica1 switches and some
clectrooic switebc:s IDe! &SSClcialed analog interoffice facilities.

USWest rc:taiDs 100% ecninp <13.5%ROE. retains 351ft
between 13.5-1~.5%. rdaiDs SO% between 14.5-15.5%, RUins
65% bctwa:D 15.5-16.5%. rcans to RIP 100% >16.5%ROE.

Plan iDcludcs sr:rvice quality standa:d.s whic:b must be met (DOt
1pCCified).

SNET kept aD amiDp up to 13%ROE. between 13-13.5%
amiDp sbI:red betwccIl iDcrcued dcpreciatioo aDd De income.
bc:twec:n 13 .S.1~.3% shared SOISO wi RIP. >1~.3% returned
100% to RIP
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SNET July 1991-Preseut

EARNING sHARING SCHEMES

SNET Ibares earnings 50150 with RIP between
11.26-13.QS%ROR, SNET returns 100% earnings
>13.0S%ROR

Page 2

District ofColumbiD

BeD Adantic Jaouary 1993-Pn:scut

Florida

$NET must alter x:rvicc scbcduJe to provide installatiao and
repair service through 8pm weekdays and Spm Sa!urdays.

Bell A1laobC retains 100% earninp betwec:D 11.5-13.5Y.ROE,
IpUts 5OISO with RIP >13.5%.

Plan stipulalc3 that din:ctory advertising revenues and c:xpcmcs
must cootinuc to be calculated in the company's auuinp..

BeDSouth September 1988-Dec:ember 1992 BellSouth splits earninp 60140 in favor ofRIP fa" >14YeROE,
earninp > 16% retumed 1()(W, to RIP.

No special coodibOOS

BeIlSouth

Georgill .

BeUSouth

ldllho

USWat

Jaouary 1993-Pn:sc:nt

Jaouary !991-Prescut

1989-Praeut

1993: Earninp lQ.8%ROE; 1994: > 12% split 60140 in favor of
RIP. >14% n:turn 100% to RIP; 1995: > 12.5% split 60/40 with
RIP. >14.5% return 100% to RIP

No special c:ooditions

Bcl1Soutb splits SOISO with RIP auuinp betwec:D 14-16%ROE,
returns 100% auuinp >16%ROE. BellSoutb mIY recovc:r 50'1,
ofearninp needed to n:turn to 13%R.OE ifROE f&lls into
10-12% raDJe, 100% ifbelow IO%ROE

Prohibited &an sbarina oYer<aminp ifmy ecc:hange fails Ibe
trouble Report standard of5 reports per 100 KCeSS lines.

BellSoutb must abo meet productivity aod avice quality
aandards.

Rew:ouc for slwing year in c:xccss aCbencbmart year (1987)
aUocated between resulated aod den:gulated IefViccs. In first
year of sharing (1989) 37% of OYCr-arninp distnbuted to RIP.
Beginning in 1991. sharing level iDcrc:ucd to 41 % for RIP.


