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This memo explains the basis for my concern that the ratemaking provisions of House Bill 30 would result in several billions of dollars of increased rates for Pennsylvania incumbent local exchange companies (ILECs) over the next 12 years.



Under the current provisions of Chapter 30, most Pennsylvania ILECs, including all of the larger companies such as Verizon PA, are regulated under a form of price cap regulation in which the company’s overall non-competitive service rates are permitted to change each year based on a formula equal to the rate of inflation, minus an inflation offset.(  The purpose of an inflation offset, which was explicitly permitted in Section 3004(d)(2) of the original Chapter 30, is to  reflect  productivity increases in the telecommunications industry that result in decreasing real costs in the components of telephone service.



Section 3015(a) of House Bill 30 would allow the Pennsylvania ILECs to retain the price cap form of regulation but to eliminate the inflation offset.    The effect of this one change could be enormous.


Verizon PA, for example, has been permitted under its existing Chapter 30 plan to change its rates on non-competitive services each year at a rate equal to the rate of inflation minus 2.93%.  Under House Bill 30, starting in 2004 and through at least 2015, Verizon PA would be able to change its rates each year by the rate of inflation.  What this means is that no matter what the rate of inflation is, Verizon’s overall rates would be 2.93% higher in 2004 under House Bill 30 than under the current Chapter 30 plan.  In 2005, the rates would be another 2.93% higher, and so forth through the year 2015.  The effect of this change in the formula is compounding and cumulative.


Based on an estimate of the Company’s non-competitive revenues that the OCA utilized in a recent PUC proceeding, the impact of the elimination of the inflation offset for Verizon PA would be approximately $36 million in 2004, $74 million in 2005, and $113 million in 2006.  This annual impact would increase each year, reaching a level of $467 million in 2014 and $517 million in 2015.  Assuming no other changes in the level of the Company’s non-competitive revenues, the cumulative impact of this one statutory change on the rates of Verizon PA over the 12 year period from 2004 through 2015 would be $3.187 billion.  



Again, I would emphasize that this nearly $3.2 billion difference in rates will occur no matter what the rate of inflation is.  That is because the rates will increase by 2.93% more each year under House Bill 30 than they would have changed under the existing rate plan that Verizon PA accepted under Chapter 30.  The only element of this analysis that goes beyond simple arithmetic is the assumption that Verizon’s non-competitive revenues will neither increase nor decrease during the period of the analysis.  If revenues go up (due to increased number of customers or sales of additional non-competitive services), the impact of the inflation offset elimination would be greater; if revenues go down (due to competition or reclassification of non-competitive services as competitive), the impact would be less.



If the same analysis is done for the other four large Pennsylvania ILECs – Verizon North (2.5% offset), and United/Sprint, Commonwealth and Alltel (each with a 2.0% offset), the total impact of this provision of House Bill 30 increases to $4.490 billion.  That is, by eliminating the inflation offsets for the five largest Pennsylvania ILECs – and assuming no other increases or decreases in the level of non-competitive revenues received by those five companies – the effect of this one provision of House Bill 30 would be to  increase the rates charged by these companies from  2004 through 2015 by approximately $4.5 billion.


If you have any questions or need any additional information about how these numbers were derived, please contact me.
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( “Non-competitive” services are those services, such as residential basic local exchange service, that are still subject to some form of rate regulation under Chapter 30.  Once a service is declared “competitive”, a company can charge whatever it wishes to charge for that service.





