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I.  HISTORY OF THE PROCEEDING



On December 20, 2004, the Pennsylvania Public Utility Commission (Commission) entered an Order instituting this proceeding to investigate whether to implement further access charge reductions and intraLATA toll rate reductions in the service territories of rural incumbent local exchange carriers (RLECs).  The investigation was stayed pending the outcome of a parallel federal investigation which was expected to impact the PUC’s own investigation, or until further consideration.  



By Order entered April 24, 2008, the Commission reopened the matter docketed at I-00040105 and directed that the Office of Administrative Law Judge conduct appropriate proceedings to carry out the following:

1.
To address whether the cap of $18.00 on residential monthly service rates and any corresponding cap on business monthly service rates should be raised, whether funding for the Pennsylvania Universal Service Fund should be increased, and whether or not a “needs based” test (and applicable criteria) for rural ILEC support funding from the PaUSF in conjunction with the federal USF support payments that the rural ILECs receive should be established in order to determine which rural ILECs qualify for PaUSF funding as described in the body of the April 24, 2008 Order; and

2.
That the proceedings also address the following issues:

(a)
Whether the Commission has the authority under Chapter 30 and other relevant provisions of the Public Utility Code to perform a just and reasonable rate analysis of the rural ILECs’ residential rates for basic local exchange services when such rates exceed the appropriate residential rate benchmark.

(b)
The appropriate benchmark for the rural ILEC residential rate for basic local exchange service taking into account the statutory requirements for maintaining and enhancing universal telecommunications services at affordable rates.  Participating parties are encouraged to submit appropriate studies and testimony, including economic cost studies that can provide the necessary information for the establishment of the appropriate residential benchmark rate for maintaining and enhancing universal telephone service goals in Pennsylvania.

(c)
Whether PaUSF funding support should be received by rural ILECs that incrementally pierces the appropriate residential rate cap because of the regular annual Chapter 30 revenue increases, and whether the Commission’s PaUSF regulations at 52 Pa. Code § 63.161 et seq. should be accordingly revised.  The relevant inquiry should include the role of non-expired “banked revenues” that rural ILECs may have accumulated through the operation of their respective Chapter 30 modified alternative regulation plans and corresponding price stability mechanisms.  

(d)
Whether the potential availability of PaUSF support distributions to those rural ILECs that pierce the appropriate residential rate cap because of their respective annual Chapter 30 annual revenue increases has any anti-competitive or other adverse effects, especially with respect to the currently established PaUSF support contribution mechanism and its participating telecommunications utility carriers.

(e)
The “needs based” test should address the following interlinked areas that involve the operations of the rural ILECs:


(i)
The Chapter 30 annual rural ILEC price stability mechanism revenue increases:


(ii)
The annual federal USF support that the Pennsylvania rural ILECs receive;


(iii) 
The fact that most of the Pennsylvania rural ILECs are “average schedule” telephone utility companies that do not jurisdictionalize a number of revenue, expense, and asset parameters for their regulated operations;


(iv)
Whether there is any relevance that rural ILEC assets and facilities may be used both for the provision of regulated intrastate telecommunications services, but also for the provision of non-jurisdictional services that potentially include unregulated services;


(v)
Whether the overall financial health of the rural ILECs that continue to get both PaUSF and federal USF support should play a role for continuing to receive PaUSF support distributions; and


(vi)
Whether the PaUSF level of support distributions to the recipient rural ILECs should be adjusted in relation to the revenue increases in local exchange rates that have been or are implemented through their respective Chapter 30 modified alternative regulation plans and price stability mechanisms.




The Order also directs that the Recommended Decision in this matter be issued within twelve (12) months of the entry date of the order, April 24, 2008.



On May 30, 2008, a Notice of Prehearing Conference was issued and served to those entities served with the Commission’s April 24, 2008 Order.  I issued a Prehearing Order which directed those entities wishing to participate to file an entry of appearance.  Those who entered appearances would comprise the service list for the remainder of this portion of the reactivated case.



Entries of appearance were filed by Sprint Communications Company, L.P. (Sprint); the Office of Consumer Advocate (OCA); Cellco Partnership d/b/a Verizon Wireless (Verizon Wireless); Verizon Pennsylvania Inc., Verizon North Inc. and MCImetro Access Transmission Services, LLC d/b/a Verizon Access Transmission Services, LLC (Verizon); Rural Telephone Company Coalition (RTCC); AT&T Communications of Pennsylvania, LLC, TCG Pittsburgh, Inc. and TCG New Jersey, Inc. (AT&T); Office of Small Business Advocate (OSBA); The United Telephone Company of Pennsylvania LLC d/b/a Embarq Pennsylvania (Embarq); Omnipoint Communications Inc. d/b/a T-Mobile, Omnipoint Communications Enterprises LLC d/b/a T-Mobile and VoiceStream Pittsburgh LP d/b/a T-Mobile (T-Mobile).


Prehearing memos were filed by these same entities as well as the Broadband Cable Association of Pennsylvania (BCAP), and Comcast Phone of Pennsylvania LLC d/b/a Comcast Digital Phone and Comcast Business Communications (Comcast).  The Prehearing Conference was held as scheduled on June 18, 2008, and each entity was represented by counsel.  Numerous matters were considered, as indicated in the following discussion.



On March 10, 2008, Comcast filed a Petition to Intervene, alleging that it is impacted by the rates charged for access by RLECs and is also a contributor to the PaUSF.  No objections or responses were filed, and it was granted as unopposed.  On June 17, 2008, a Motion for Admission Pro Hac Vice was filed by Deanne M. O’Dell, Esq. for John C. Dodge, Esq.  The Motion was unopposed at the prehearing conference and was granted.



A Petition to Intervene was filed by BCAP on June 6, 2008.  At the prehearing conference, no party indicated opposition, and the petition was granted.



On June 11, 2008, a Motion to Substitute a Representative Organization was filed jointly by the RTCC and the Pennsylvania Telephone Association (PTA) seeking to substitute the PTA for the RTCC, which had previously been involved in the case.  The Motion indicates, and counsel confirmed at the prehearing conference, that the PTA and RTCC sought to have the PTA take over the representation of thirty-one companies.
 Counsel for the PTA stated that the PTA has agreed to take discovery for all thirty-one companies, and that the responses will be those of the individual companies.



On June 17, 2008, a Motion for Admission Pro Hac Vice was filed by Sue Benedek, Esq., for Joseph R. Stewart, Esq.  At the prehearing conference, no party indicated opposition, and the petition was granted.



The parties agreed to a procedural schedule.



Verizon and AT&T asked for a shortened response time for discovery since the direct testimony of all parties is due in just three months.  The two companies noted that the time period between the due dates for serving testimony made conducting discovery in between those dates difficult if not impossible.  PTA and Embarq opposed this, PTA stating that its role as liaison and representative of thirty-one companies made a shortened response time unrealistic.
A compromise position was ordered to provide a shortened response time after 
September 26, 2008, when the direct testimony is to be served and after the bulk of the discovery should be completed.  



OCA raised two issues:  first, the potential problem of a company responding to a discovery request serving both an objection and indicating that it serve a partial answer.
Under the regulation, this results in the partial answer being served on the day when the motion to compel is due to be filed and leaves the propounding party in a lurch.  Paragraph 7 of my prehearing order addresses this:   


7.
That the Commission’s regulations regarding discovery at 52 Pa. Code § 5.342(d) are modified for the purposes of this proceeding to provide that objections to discovery are in lieu of answers, and not in addition to answers.  



This paragraph was repeated in the scheduling order to eliminate any doubt among counsel regarding tolerance for antics such as this.



The second issue is that the OCA sought information which they were told is available from the Commission and that the companies do not have.  A discussion ensued regarding the best way to proceed to obtain this information regarding the operation of the PaUSF, as well as the actual contributions and withdrawals for each company.  Counsel for OCA and PTA agreed to work together on the best way to proceed.



All parties agreed to electronic service of discovery, answers and briefs on the due date prior to 4:00 pm, followed by hard copy.  Parties shall use overnight mail if the electronic copy omits exhibits or attachments.   



In addition, the parties were informed that they would be expected to file briefs according to a uniform outline.  They may develop a joint outline or submit individual proposals, but their initial suggestions are due with the direct testimony.  The parties agreed upon an outline, thus greatly facilitating review of this case.



A discussion noted that there is a protective order in effect.  Several parties asked for a copy, and it was appended to the Scheduling Order of June 24, 2008.



The Scheduling Order set the schedule and modified discovery regulations.  



By Order issued August 27, 2008, the procedural schedule in this case was amended to permit OCA to file supplemental direct testimony with its rebuttal on or before October 24, 2008 since the information it sought from the PTA and Embarq would not be provided in time for the OCA’s cost study to be included with the OCA’s direct testimony.  This arose from a conference call with OCA, PTA and Embarq, which had no objection to the schedule amendment.



Since the discussion was a result of the PTA and Embarq being required to respond to OCA discovery consistent with the August 20, 2007 Order, and no other party was involved, other parties were given an opportunity to file an objection to the amendment allowing OCA rejoinder for good cause within ten days of the date of the Order.  No objection was filed.



In the meantime, OCA, PTA and Embarq filed a Joint Motion for Further Stay of the proceeding itself, which was directed to the Commission’s Office of Special Assistants for preparation of a recommended order since the presiding officer is bound by the Commission’s April 24, 2008 Order mandating that her recommendation be issued within a year.  



By e-mail sent September 3, 2008, OCA requested that the procedural schedule be amended again, this time pushing back the dates for direct, rebuttal and surrebuttal testimony, to allow the Commission time to respond to the Joint Motion for Stay.  This amendment would avoid the preparation of direct testimony when it may be unnecessary or premature.  OCA indicated that it had contacted the other parties by e-mail and that no party objected to the proposal.



The litigation schedule was amended by Order issued September 11, 2008 to permit the Commission time to respond to the Joint Motion for Stay, as follows:

Direct testimony


October 10, 2008

OCA Supplemental Direct

October 24, 2008


Rebuttal testimony


November 7, 2008


Surrebuttal testimony


December 1, 2008

OCA Rejoinder


December 8, 2008


Evidentiary hearings


December 15-18, 2008


Main briefs



February 9, 2009


Reply briefs



March 2, 2009  



Embarq, the PTA and the OCA filed a Joint Motion for Further Stay of the proceeding on August 29, 2008.  Answers were filed by OSBA, Verizon, AT&T, BCAP, and Comcast.  By Order entered September 26, 2008, the Commission added two months to the due date for a recommended decision in this matter to permit the presiding officer and the parties to evaluate the effect of a decision to be issued by the FCC pursuant to a direction by the U.S. Court of Appeals for the District of Columbia Circuit to explain the statutory basis for its interim compensation plan for traffic bound for Internet Service Providers.  In re:  Core Communications, Inc., No. 097-1446, slip op. at 23 (D.C. Cir. July 8, 2008).  



All parties were agreeable to an extension to the litigation schedule, and following a telephonic conference on September 29, 2008, the parties agreed upon a schedule which was memorialized by Order dated October 1, 2008.




Direct testimony
December 10, 2008


Rebuttal Testimony
January 15, 2009


Surrebuttal

February 10, 2009


Hearings

February 17-20, 2009


Main Briefs

April 9, 2009


Reply Briefs

May 4, 2009


RD


June 24, 2009



The following parties submitted prepared testimony:

OCA 

Direct, Rebuttal and Surrebuttal testimony of Dr. Robert Loube. 

Direct, Rebuttal and Surrebuttal testimony of Roger Colton.
OSBA

Direct, Rebuttal and Surrebuttal testimony of Allen G.Buckalew.
PTA
Direct, Rebuttal and Surrebuttal testimony of Joseph J. Laffey, Senior Consultant for ICORE, Inc.

Embarq
Direct and Rebuttal testimony of Russell R. Gutshall; Rebuttal testimony of Christy L. Londerholm (proprietary and public versions); Rebuttal testimony of Jeffrey L. Lindsey.
AT&T
Direct, Rebuttal and Surrebuttal testimony of E. Christopher Nurse and Dr. Ola Oyefusi.
Comcast
Direct and Surrebuttal testimony of Michael D. Pelcovits, Ph.D.



The evidentiary hearings were held as scheduled on February 17 and 18, 2009.  The transcripts were the cause of much alarm among the parties as the quality was not good and presented some challenges.  A request for additional time was submitted to the Commission, and by Secretarial Letter dated April 7, 2009, an additional month was added to the procedural schedule, making this Recommended Decision due on or before July 24, 2009.



Briefs were filed by OCA, OSBA, AT&T, BCAP, Embarq, Comcast, and Verizon.  Reply Briefs were filed by OCA, OSBA, AT&T, BCAP, Embarq and Verizon.  



This portion of the subject docket is ready for decision.
II. FINDINGS OF FACT



1.  Maine, New Hampshire, Wyoming, Nebraska and California use a comparability or rate benchmark to determine rates or implement their state universal service funds.  OCA Stmt. 1 p. 9.



2.  A service is subsidized if its price is less than incremental cost and the service pays a subsidy if its price is above the stand-alone cost.  OCA Stmt. 1 p. 15.



3.  An economic cost study can be used to estimate the incremental cost of a service.  OCA Stmt. 1 p. 15.



4.  A model measuring the incremental cost of a service must combine a significant amount of input data with engineering and economic knowledge.  OCA Stmt. 1 p. 15.



5.  Incremental cost is measured by forward-looking costs, based on using the most efficient technology currently available combined in the lowest cost network configuration and are based on using the current prices for each input purchased.  OCA Stmt. 1, pp. 15-16.



6.  Embedded costs are based on an existing set of technologies that had been deployed over time and are based on the prices that existed at the time the technologies were deployed.  OCA Stmt. 1 p. 16.



7.  The FCC Synthesis Model estimates the cost of building a network that can provide the services that the FCC found to be the supported services, along with other services generally produced in combination with the supported services.  OCA Stmt. 1 p. 17.



8.  The cost of a model network built to support multiple services reflects the economies of scale and scope associated with the joint provision of those services.  OCA Stmt. 1 p. 17.



9.  The incremental cost of basic exchange service as estimated by the Synthesis Model would be the total cost of the network minus the cost of the loop.  OCA Stmt. 1 p. 17.



10.  The loop is an input used by multiple services and should not be assigned as a direct cost of basic voice grade service.  OCA Stmt. 1 p. 19.



11.  Total cost per line declines as density increases.  OCA Stmt. 1 p. 20; Exhibit RL-4.



12.  At low densities, the monthly cost-per-line is above $100 while at high densities the costs are below $20, verifying that it is more expensive to serve rural areas than urban areas.  OCA Stmt. 1 p. 20; Exhibit RL-4.



13.  The loop cost as percentage of total cost remains relatively constant across a range of densities.  OCA Stmt. 1 p. 20; Exhibit RL-5.



14.  Model non-loop costs include port, end-office usage, transport and signaling, determined by subtracting loop costs from total costs per line.  Monthly nonloop cost per-line for Verizon were above $18 for only four of the 465 modeled wire centers.  These costs were between $10 and $18 for 17 wire centers and between $3 and $10 for 237 wire centers.  The remaining 207 wire centers had monthly non-loop per-line costs below $3.  OCA Stmt. 1 p, 21.  



15.  Rural carrier results were similar to the Verizon results.  OCA Stmt. 1 p. 22.



16.  Model non-loop cost estimates are a reasonable proxy for the incremental cost of basic local exchange service, and that in almost all instances, the estimated incremental cost of the Rural ILECs is less than the $18 residential rate benchmark.  OCA Stmt. 1 p. 27.



17.  The affordability rate calculated by OCA is $32.00, and all of the RLECs are currently under that level.  Tr. 133-134.



18.  A PUMA is a public use micro-data area, which is a geographic subdivision of a state which the census bureau has determined is large enough to generate statistically significant results and large enough such that the sampling did not present privacy concerns in publishing data.  Tr. 136.



19.  The residential rate cap is an upper limit on the weighted average residential local rates that a company may charge to residential customers.  It does not include the federal subscriber line charge, E911 fees, relay charges or sales tax.  PTA Stmt. 1 at 3.



20.  If the basic weighted average residential local service rate set forth in the commission approved tariff is $18, the actual monthly price to the customer is much higher at approximately $26.57 plus taxes.  PTA Stmt. 1 at 5.



21.  PTA members believe that the current $18 cap should not be modified.  PTA Stmt. 1 at 5.



22.  PTA companies face in-territory, intermodal competition today principally from wireless carriers, facilities-based CLECs, cable companies and broadband VoIP providers.  PTA Stmt. 1 at 6.



23.  Line loss for PTA companies has averaged 5.3% per year for the last two years.  PTA Stmt. 1 at 7.



24.  A full list of the PTA companies and their access line losses appear at PTA Exhibit J. J. L.-2.  PTA Stmt. 1 at 8.



25.  There is no current widespread request by rural ILECs to pierce the $18.00 cap for basic residential service or the equivalent benchmark for basic business service.  Embarq Stmt. 1.0 at 6.



26.  Embarq’s original alternative regulation plan was approved in 1999 and was subsequently amended in 2005 because of statutory amendments to Chapter 30.  In accordance with Act 183, Embarq’s amended alternative regulation plan includes a plan for broadband deployment to 100% of the Company’s access lines and the various mechanisms through which pricing flexibility and regulatory relief can be achieved.  A copy of Embarq’s amended alternative regulation plan appears at Exhibit RRG-2.  Embarq Stmt. 1.0 at 16.



27.  Embarq committed to accelerate broadband availability to 80% of its customers by December 31, 2010, and in exchange, its productivity offset was eliminated.  Embarq Stmt. 1.0 at 17.  



28.  Since the amendment eliminated the offset in 2005, Embarq had the potential to increase rates by $12,510,000.  The actual increase was $3,933,000 and $8,577,000 was banked.  Embarq Stmt. 1.0 at 18.



29.  Switched access rates are rates charged to other telephone carriers to carry non-local calls destined to or originating from the charging company’s local service customers.  VZ Stmt. 1 at 5, line 11.



30.  An RLEC could charge Verizon for switched access if a Verizon customer placed a toll call to the RLEC’s local service customer (terminating access) or if Verizon were the long distance carrier for the RLEC’s local service customer (originating access).  Verizon has no choice but to pay the RLECs’ access rates because it must deliver calls placed to the RLECs’ end users.  VZ Stmt. 1 at 5 line 17.



31.  Switched access is a protected service and a non-competitive service within the meaning of Chapter 30.  VZ Stmt. 1 at 5 line 19.



32.  Loop costs are fixed, non-traffic sensitive costs that are incurred when the customer first places an order for local service.  Those costs do not vary according to how the customer uses the loop; the costs are the same regardless of whether the customer makes only local calls, only long distance calls, or no calls at all.  AT&T Stmt. 1.1 at 17.



33.  The FCC found that approximately 98.5% of the U.S. population living in rural counties has at least one or more carriers offering mobile telephone service.  FCC Thirteenth Report at ¶104; AT&T Stmt. 1.2 at 6-7.   



34.  During the second half of 2007, 14.5 percent of U.S. adults lived in households with only wireless phones, up from 11.8 percent in the second half of 2006, 7.8 percent in the second half of 2005, and more than quadruple the percentage (3.5 percent) in the second half of 2003.  FCC Thirteenth Report at ¶104; AT&T Stmt. 1.2 at 7.



35.  Ironton Telephone Company has a density of 235.6 households/square mile.  AT&T Stmt. 1.2 at 21.



36.  Denver & Ephrata Telephone & Telegraph Company has a density of 197 households/square mile.  AT&T Stmt. 1.2 at 21.



37.  North Pittsburgh Telephone Company has a density of 164 households/square mile.  AT&T Stmt. 1.2 at 21.



38.  Verizon’s density is 165 households/square mile.  AT&T Stmt. 1.2 at 21.


39.  There are three categories of ILECs:  first, the old regional Bell Operating Companies, including Verizon, AT&T and Qwest; second, mid-sized companies, including Embarq, Windstream, Fairpoint, Consolidated, Commonwealth, and Citizens; and third, remaining small companies.  Comcast Stmt. 1.0 at 11.





40.  Verizon, AT&T and Qwest account for about 85 percent of ILEC loops nationwide.  Comcast Stmt. 1.0 at 11.



41.  Verizon and AT&T contribute to the PA USF but do not draw from it.  Comcast Stmt. 1.0 at 11.



42.  Mid-sized companies account for a substantial share of PA USF disbursements, are not rate-of-return regulated, have grown significantly due to merger and acquisition activity, and their financial data is readily and publically available.  Comcast Stmt. 1.0 at 12.



43.  The diversification of the ILECs affects their actual financial situation and the profitability of serving local exchange customers.  Comcast Stmt. 1.0 at 14.



44.  As local networks provide an ever-increasing number of non-supported services, the assignment of certain costs and revenues to a subset of these services has become arbitrary and has little to do with how firms operate or make investment decisions.  For example, if a customer buys a bundle of local service, voice mail, DSL, and video, the assignment of revenue to supported and non-supported services will be arbitrary.  The a la carte prices of the individual services may give a clue as to the value of components of the bundle to some customers.  But any derivation of the “prices” of the individual components of a bundled service would involve many judgment calls and become increasingly difficult as the bundled services become more popular.  Comcast Stmt. 1.0 at 17-18.



45.  There is no direct correlation between the density of lines and the amount of PA USF support received by an RLEC.  Comcast Stmt. 1.0 at 4.
III. DISCUSSION

The OCA Main Brief offers a particularly good introduction to this case:

A.
INTRODUCTION

Universal telephone service principles have been at the foundation of our Nation’s telecommunications policy since the passage of the Federal Communications Act of 1934.  47 U.S.C. § 151 TA \l "47 U.S.C. § 151" \s "47 U.S.C. § 151" \c 2 .
  Since that time, it has been the policy of the United States to ensure that as many Americans as possible have access to affordable telephone service.  Telephone service is unique among public utility services because of its two-way nature; the more individuals and the more areas of the United States that are connected to the public switched telephone network, the more benefit that accrues to all users of that telephone network.  The more people that each user can call, the more value the service has to all users.

Federal law has been especially concerned about the high cost to provide telephone service to rural areas due to the geographic character of these areas.  That is, the distance of customers from their central office and the distances between customers make wireline service much more expensive to provide in rural areas.  In 1996, Congress amended the Federal Communications Act of 1934 to provide greater statutory guidance on universal service funding for “high cost” customers in rural areas as well as for low-income customers.  47 U.S.C. § 254(b)(3) TA \l "47 U.S.C. § 254(b)(3)" \s "47 U.S.C. § 254(b)(3)" \c 2 .  Subsequently, federal law established a Universal Service Fund through which “high cost” rural and insular regions of the Nation can receive support for their basic service from other interstate customers.  In the Matter of Federal-State Joint Board on Universal Service, CC Docket No. 96-45, 12 FCC Rcd. 8776, 1997 WL 236383 (rel. May 8, 1997) TA \l "In the Matter of Federal-State Joint Board on Universal Service, CC Docket No. 96-45, 12 FCC Rcd. 8776, 1997 WL 236383 (rel. May 8, 1997)" \s "In the Matter of Federal-State Joint Board on Universal Service" \c 8  (1997 FCC Order).

Similarly, at the state level, in Pennsylvania, universal service principles have long been at the heart of our regulatory framework.  Even while promoting the competitive provision of local telephone service, the Pennsylvania General Assembly made clear in its landmark revisions to Pennsylvania telecommunication law that competition was not to be promoted at the expense of universal service.  In the original Chapter 30 legislation (Act 67 of 1993), since replaced by the new Chapter 30 (Act 183 of 2004), the very first line of that Act declared that:

§ 3001.  Declaration of Policy.

The General Assembly finds and declares that it is the policy of this Commonwealth to:

(1) Maintain universal telecommunications service at affordable rates …. 

66 Pa. C.S. § 3001(1) (repealed) TA \l "66 Pa. C.S. § 3001(1) (repealed)" \s "66 Pa. C.S. § 3001(1) (repealed)" \c 2 .  When Chapter 30 was re-enacted in 2004, the universal service provision contained in the original Section 3001(1) was recodified in Section 3011(2).  66 Pa. C.S. § 3011(2) TA \l "66 Pa. C.S. § 3011(2)" \s "66 Pa. C.S. § 3011(2)" \c 2 .

The Pennsylvania Public Utility Commission (Commission) has recognized the need to take steps to ensure universal service – particularly in rural areas – as competitive pressures in other areas would compromise revenue support in high cost areas that had been available under the prior regulatory system.  Rates for basic local exchange service have generally been kept at a reasonable level in rural areas through a number of means, including the “access” charges paid by other carriers to enable calls to be completed between companies.  In an effort to promote competition in the toll industry, however, both state and federal regulators have sought to reduce access charges, thus putting further upward pressure on basic local exchange service rates.  As a result, the Commission established the Pennsylvania Universal Service Fund (Pa USF) that was designed to keep rural rates affordable and comparable to urban rates as reductions in access charges were implemented.

The Pa USF was established in 1999 in In re: Nextlink PA, 93 Pa PUC 172 (Sept. 30, 1999) TA \l "In re: Nextlink PA, 93 Pa PUC 172 (Sept. 30, 1999)" \s "Global Order" \c 8  (Global Order), aff’d, Bell Atlantic-Pennsylvania, Inc. v. Pa.P.U.C., 763 A.2d 440 (Pa. Cmwlth 2000) TA \l "Bell Atlantic-Pennsylvania, Inc. v. Pa.P.U.C., 763 A.2d 440 (Pa. Cmwlth 2000)" \s "Global Order Appeal" \c 8  (Global Order Appeal), vacated in part sub nom, MCI WorldCom, Inc. v. Pa.P.U.C., 844 A.2d 1239 (Pa. 2004) TA \l "MCI WorldCom, Inc. v. Pa.P.U.C., 844 A.2d 1239 (Pa. 2004)" \s "MCI" \c 1 .  The Commonwealth Court explicitly affirmed the creation of the Pa USF when affirming the Global Order in its entirety.  The Commonwealth Court noted:
In 1997, the PUC launched a formal investigation to establish Updated Universal Service Principles and Policies for telecommunications in Pennsylvania.  The concern has always been to provide public service in telecommunications with affordability and reasonable uniformity in services and costs.  Before the increase of competition, as encouraged by Chapter 30, the PUC described itself as using a system of implicit and explicit supports to keep local telephone rates universally affordable.

Global Order Appeal TA \s "Global Order Appeal" , 763 A.2d at 492-93.

In addition to establishing the Pa USF in the Global Order TA \s "Global Order" , the Commission also set a cap on rural residential basic local service rates.  The Commission specifically determined that:

On consideration of the positions of the parties, and the evidence contained in this record, we conclude that as to all non BA-PA ILECs, a rate ceiling will be implemented which caps the one-party residential local rates of each such ILEC, including charges for dial-tone, touchtone, and local usage, at $16.00 per month until December 31, 2003.  As set forth below, if such ILEC’s one-party residential rate is above $16.00 per month, and is found to be just and reasonable by the Commission, the revenue associated with the difference between the rate ceiling and the approved rate will be recovered from the Pennsylvania USF. 

Global Order, 93 Pa PUC at 263.  If a rural company was found to require a rate higher than $16.00, the difference was to be funded by the Pa USF.  As such, through the Pa USF, the Commission established an external fund that allowed rural telephone companies to “cap” the basic charge to customers for residential service at $16.00 per month.
The $16.00 rate was subsequently increased to $18.00 through the Commission’s approval of a Joint Stipulation in a proceeding arising from the Global Order TA \s "Global Order"  that sought to further reduce access charges and encourage greater competition in the toll industry.  Access Charge Investigation per Global Order of September 30, 1999, Docket Nos. M-00021596, et al., Order (entered July 15, 2003) TA \l "Access Charge Investigation per Global Order of September 30, 1999, Docket Nos. M-00021596, et al., Order (entered July 15, 2003)" \s "Access Charge Order" \c 8  (Access Charge Order).
  

To understand the players in the regulated market,
 Comcast offers the following:

First, let me distinguish between three categories of ILECs.  The first category is the old regional Bell Operating Companies (“RBOCs”), including Verizon, AT&T, and Qwest.  These “large” ILECs account for about 85 percent of ILEC loops nationwide; Verizon and AT&T contribute to the PaUSF, but do not draw from it.  The next category, which is often referred to as mid-sized companies, includes several of the holding companies operating in Pennsylvania that receive support from the PaUSF, including: Embarq, Windstream, Fairpoint, Consolidated, Commonwealth, and Citizens.  These holding companies offer service in many geographic areas to anywhere from 200,000 to 6 million subscribers nationwide.  The remaining “small” company category includes hundreds of rate-of-return companies.  Some of these are “cost companies” that receive interstate revenues based on their actual cost reports; others are “average schedule companies,” whose interstate pool settlements are based on statistical formulas prepared by NECA.  
Comcast Stmt. 1.0 at 11-12.


In Verizon’s view, the Commission reopened this Investigation for two general issues: (1) the existence and potential alteration of any “caps” on RLEC residential and business monthly service rates; and (2) potential increases or decreases in funding provided to RLECs from the USF.  “The issues to be addressed were detailed in that order and also included whether there should be a “needs based” test for an RLEC to continue to receive state USF distributions or to increase those distributions and any potential anti-competitive effects of allowing USF subsidies funded by other carriers to be used to allow RLECs to avoid retail rate increases and still acquire new revenue to support their own operations. (4/24/08 Order at 24-26).”  Verizon Main Brief at 6.

B.
SUMMARY OF PARTY POSITIONS
Party positions are summarized as follows:


It is the position of the OCA in this proceeding that, in order to meet the statutory obligation to maintain universal service at affordable rates, there must be a cap on the rate for rural companies’ residential basic local exchange service that meets the federal and state goals of comparability and affordability.  That cap must be appropriately supported by the Pa USF for rural incumbent local exchange carriers (ILECs).  When the principles of comparability and affordability are applied, the existing $18.00 rate cap provides a cap for rural basic local exchange service that is just and reasonable.  As discussed further below, however, the OCA recognizes that prices established by the principles of comparability and affordability will change over time.  Through the testimony of Dr. Robert Loube and Roger Colton, the OCA proposes a method to update the rate cap level as these changes occur.
The OCA has presented a two-part analysis in this investigation to determine an appropriate rural rate cap that is consistent with state and federal law for the rural residential benchmark rate.  First, to ensure comparability, Dr. Loube testified that “after reviewing the findings of the Federal Communications Commission (FCC) and other states, I am recommending that the rural [basic local exchange] residential rates should be no higher than 120 percent of the Verizon Pa’s weighted residential rate.”  OCA St. 1 at 4-5.  Second, to ensure affordability, Mr. Colton testified that “local rural telephone service should be deemed affordable so long as the bill for such service (including the Subscriber Line Charge and all other mandatory taxes and fees) does not exceed 0.75% (three-quarters of one percent) of household income.”  OCA St. 2 at 41.  The OCA recognizes that the principles of comparability and affordability change over time.  As a result, the OCA proposal allows the residential rate cap to change over time as well.  The Commission should adopt the OCA proposal as part of this investigation in order to satisfy universal service obligations.  OCA Main Brief, pp. 1-7.



PTA states that the PA USF was designed in part to be a substitute revenue source from access charge customers, the focus of which was to address access charge reductions and to not unduly burden local service rates.  The contributors to the Fund receive a significant access fee reduction in return.  PTA advocates keeping local rates at a reasonable, comparable and affordable level.  The current rate should be kept as is but revisited periodically to adjust for changes in comparability and affordability.  RLEC rates above $18.00 should be taken from the PA USF.



Embarq advocates continuing the PA USF and expanding it as necessary and permitting the RLECs to obtain funding from the Fund equal to the difference between its authorized rate and the benchmark.  In this way, the Commission would be recognizing the costly, valuable social regulatory obligations the RLECs have but that their competitors do not.  There is no need for a “needs-based” test.



OSBA states that there is no rate cap in effect; the Commission’s PA USF regulations apply to access charge and toll rate reductions and do not authorize the funding of additional programs, including mitigation of PSM increases.  If the Commission decides to expand the PA USF to support caps on local exchange rate increases resulting from an RLEC’s annual PSM filing, then a needs-based test should be developed.  However, the imposition of caps would turn the PA USF into a mechanism for forcing some ILECs to subsidize the broadband deployment of other ILECs and would require a significant change in the regulations.  The expansion would be inconsistent with the universal service programs that the Commission has established for the electric and gas industry, which is to help only low-income customers.



BCAP believes that the PA USF has outlived its original usefulness since the expectations of some have moved away from its original goal of funding access rate reductions and intraLATA toll reductions, which ultimately would benefit consumers, and instead, the USF is now being viewed as a permanent subsidy for the recipient ILECs with little correlation to the cost of providing telephone service.  The Commission should establish a permanent and competitively-neutral USF to target high cost and underserved communities.  



Verizon points out that the $18.00 cap was the product of a settlement and not based on any evidentiary findings and intended for a completely different purpose when it was adopted in 2003.  Given the built-in safeguards of Chapter 30 and competition’s restrictive effect on raising rates, the cap is not necessary.  Verizon states that the Commission should find that if the RLECs wish to exercise their annual revenue increase opportunities then they must operate under alternative regulation as the Legislature intended and either find a way to obtain that revenue through rates charged to the own end user or bank it, but they will not be permitted to force anti-competitive subsidies from other carriers through a new and expanded USF.



AT&T states that the Commission should eliminate or at least raise the $18.00 rate cap, and the Pa USF should not be expanded to export the costs of the RLECs’ alternative regulation plans/broadband deployment onto IXCs, CLECs, cable companies and Verizon.  Rather, a new fund should be created that actually accomplishes the goals of a properly crafted Universal Service Fund by identifying high-cost areas and low-income consumers who truly merit support.  
 
Comcast argues that neither funding for nor disbursements from the PA USF should be increased to offset inflationary or other rate increases sought by Chapter 30 RLECs.  Instead, the Commission should adopt a needs based test for PA USF participation that takes into consideration the entirety of the applicant carrier’s business circumstances and that does not presume that line density correlates to PA USF qualification.



The parties agreed upon an outline which incorporates the Commission’s questions but presents the issues in a slightly altered fashion.  This discussion follows the common outline.

C.
PARTY RESPONSES TO COMMISSIONS QUESTIONS - RETAIL RATE CAP
C (i). Whether the $18 cap on residential monthly local service rates and any corresponding cap on business monthly local service rates should be raised?
1.  OCA 


The underlying issue here is whether there is a rate cap in effect, and the OCA points out that the most recent Commission Order dealing with the rate cap set it for a minimum of three years, without an automatic expiration clause:

The monthly $16.00 rate cap of R-1 average rates established in the Global Order and any ILEC-specific weighted average rate cap which may have been established in any individual ILEC’s Chapter 30 Plan will be increased for all ILECs to the weighted average $18.00 cap for a minimum three (3) year period January 1, 2004 through December 31, 2006.

Access Charge Order, PUC Docket No. M-00021596 (Order entered July 15, 2003).  OCA Reply Brief at 10-11.


While OCA does not advocate raising the $18.00 cap now, it does advocate adoption of a test to determine whether the cap should be raised in the future.  OCA recommends that the local exchange rate not exceed 120% of the Verizon weighted average basic local exchange rate, constrained so that the overall local telephone bill of a rural customer (including basic service charges, taxes and fees) is no more than 0.75% of the Pennsylvania median rural household income.  Application of the test using today’s numbers does not support raising the cap.  OCA Main Brief at 13.
2.  PTA 



PTA provides several pages of the history of the retail rate cap, pointing out that other costs are included in the actual customer charge, including the federal SLC, the 911 surcharge, the relay service surcharge, and the federal universal service charge, all of which takes the $18.00 rate cap to about $26.57 plus taxes.  The Association points out that the federal charges are likely to increase, which will then increase the overall monthly bill for consumers.  PTA Main Brief at 26-28.  PTA states:

The PTA members believe that the $18.00 rate cap should not be modified (actual monthly price to the customer is higher, at approximately $26.57 plus taxes).  Some companies have local retail rates at or approaching that level.  Others are still below that level.  Raising residential local rates above the $18.00 cap will have adverse implications.  Raising the residential benchmark renders the RLECs’ rates both less affordable and less competitive.  Customers’ rates would increase.  Rate caps are good public policy and continue to be vital to Pennsylvania’s rural telephone consumers.

PTA Main Brief at 29.



PTA is concerned that higher rates would result in diminished telephone penetration rates.  PTA warns that “the Commission can no more sacrifice universal service for the sake of competition than it can sacrifice competition for the sake of universal service.”  PTA main Brief at 29.  PTA states that “competition is vibrant” since local competition has resulted in line loss, but wireless service is not yet universal in parts of rural Pennsylvania.  PTA Main Brief at 29-31.  PTA asserts:


There are other reasons to be cautious about raising residential local rates above the current $18.00 cap.  Residential rates above the $18.00 cap would adversely impact telephone penetration rates, contrary to the goals of universal service.  Where there is competition, RLECs’ rates will be less competitive compared to the RLECs’ unregulated or lesser-regulated competitors. A downward spiral is created.  The higher the residential benchmark rate, the higher the RLEC rates are compared to their urban and suburban counter-parts.  And, in turn, this leaves the RLECs with a continuously shrinking customer base, further driving up the prices for the remaining RLEC customers, and so the cycle continues.
  While this Commission is charged with promoting competition, so too is it charged with protecting universal service.  It cannot forsake one for the other.

PTA Main Brief at 32.



PTA points out that federal universal service provisions prohibit states from adopting regulations that are inconsistent with the federal goals of affordability and comparability.  PTA Main Brief at 34.  “Local rates have never been set to follow inflationary indices and, therefore, inflation is not a meaningful measure for establishing an affordable local service rate.  PTA Main Brief at 37.  It would, however, be appropriate for the Commission to periodically review and adjust the benchmark rate.  PTA Main Brief at 38.
3.  Embarq


The Embarq Main Brief section is succinct and informative:


Several parties have argued that the Commission should increase the $18.00 rate cap for residential basic service.  There is no need for the Commission to make that decision now.  First, Embarq itself is not currently seeking to increase the $18.00 monthly rate cap for residential service.  And there are no current widespread requests by rural ILECs to pierce the $18.00 rate cap.  The FCC is also considering extensive reform of intercarrier compensation and changes to the federal universal service fund.  The pendency of these issues at the federal level, combined with the lack of any widespread effort by Pennsylvania’s rural ILECs to pierce the $18.00 residential rate cap, demonstrate that it is simply premature for the Commission, at this time, to decide whether to increase the rate cap.


If the FCC decides on a benchmark rate, that decision may influence the policy decisions that this Commission makes regarding affordability standards and the Pa USF.  If the federal benchmark is significantly higher than the Pennsylvania rate cap that may affect the Commission’s policy with respect to the Pennsylvania rate cap.


Rather than making a generic and potentially unnecessary decision regarding the residential rate cap now, the Commission should permit a rural ILEC to seek rate levels permitted by its alternative regulation plan.  A rural ILEC should be free to prove to the Commission that a proposed rate level consistent with its alternative regulation plan is appropriate and affordable.  This sort of case-by-case determination is preferable and means that the Commission need not, and should not; decide whether the residential rate cap should be increased at this time.

Embarq Main Brief at 4-5.

4.  OSBA


OSBA points out that the question of whether rate caps exist is currently pending before the Commonwealth Court at 847 CD 2008 and 940 CD 2008.  OSBA believes that no rate caps exist because Chapter 30 of the Public Utility Code, which is the relevant and currently effective statute, does not provide for them.



Chapter 30 changed the method of determining rates for telecommunications carriers in Pennsylvania from the rate base/rate of return regulation to its present alternative form, which allows the ILECs to adjust revenues each year to keep pace with inflation.  A thorough discussion appears in the OSBA Main Brief beginning on page 3.  Essentially, OSBA points out that the present form of rate regulation supersedes the prior form, under which the rate caps had been set.  Now, each ILEC’s rates are set according to the Commission-approved Chapter 30 plan.



OSBA recognizes that the most recent legislation grandfathers in the rate caps present in the alternative form of regulation plans of the ILECs on November 30, 2004, as well as any in effect as a result of Commission orders.  Therefore, the orders and plans must be reviewed to determine whether rate caps were in effect on that date.  In addition, it must be noted that no Commission order established caps on rate increases resulting from annual PSM filings.  OSBA Main Brief at 7.
5.  BCAP 



BCAP believes that, in order to facilitate the opportunity for further access charge reductions, the $18.00 cap on residential monthly service rates and any corresponding cap on business monthly rates should be raised.  The original $16.00 rate cap in the Global Order and the raise to $18.00 in the July 2003 were not based on an empirical study or model but were the products of settlement.  Therefore, the rate cap is not related to affordability.  BCAP Main Brief at 6.  

As explained in more detail below, the current USF subsidy is not tied to a demonstration that the costs to serve a particular customer or region are higher than the customers in that region can afford.  Additionally, no evidence in this proceeding has been introduced to justify the expansion of the use of the fund to permit rural ILECs to recover price change opportunities under alternative regulation plans that cannot be accommodated due to the cap on residential rates or other competitive forces that exert downward pressure on an ILEC’s rates.  At minimum, the rate cap, which is arbitrary and outdated, should be increased at least to reflect the level of inflation since 2003.  Even if the Commission does not expand the purpose of the USF, increasing the cap will enable further access charge reductions to move rates closer to cost and interstate rate levels.

BCAP Main Brief at 6-7.
6.  Verizon 



Verizon points out that the rate caps are a vital feature of the subsidy scheme advocated by the RLECs and OCA because they mark the point where the RLECs cease collecting their annual revenue increase opportunities from their own retail end-users and began collecting them from other carriers.  However the built-in safeguards of Chapter 30 and the operations of the competitive market operates to constrain rate increases in this context.  In addition, if any residential rate benchmark is needed at all it must be set at a much higher level than $18 under their own principles of comparability and affordability. Verizon Main Brief at 7.  



The $16 and $18 residential rate caps were established for the limited purpose of controlling rate rebalancing where access or toll rate reductions are offset by the USF in lieu of retail rate increases and not for the purpose of providing new RLEC revenue under their Chapter 30 plans.  Here, the RLECs and OCA are proposing to limit the RLECs’ exercise of their annual revenue increase opportunities under Chapter 30 and to provide a starting point for other carriers to fund those increases through an expanded USF.  Since Chapter 30 already contains safeguards to limit the pace and magnitude of annual inflation-based rate increases there is no need for this.  Verizon Main Brief at 8. 


By seeking a rate cap, coupled with an absolute right to USF revenue once the cap is reached, the RLECs are really seeking to protect themselves from the competitive market that Chapter 30 intends to foster and encourage.  The RLECs wants to use the rate cap as a means to obtain a guaranteed, risk-free, competition-proof stream of subsidies from other companies, including from their own competitors, instead of having to make the decision of what rate increase the market will bear.  The RLECs’ testimony makes it clear that the RLECs seeks to use this rate cap to obtain the benefits of operating under alternative regulation under a freely competitive market while eliminating all of the risks.  As Embarq’s Mr. Gutshall stated, the RLECs wish to obtain revenue from their competitors and other carriers instead of from the RLECs’ own customers because they want to increase revenue “without . . . losing access lines to competitors.”  (Embarq St. 1.1 (Gutshall Rebuttal) at 6).  PTA’s Mr. Laffey similarly argues that the Commission should use an $18 rate cap as the trigger for USF subsidies because “raising residential local rates above the current $18 cap” would accelerate Line loss to competitors in “very competitive” markets.  (PTA St.1 (Laffey Direct) at 6).  In fact, establishing an $18 rate cap, together with the prospect of USF subsidies for carriers that increase their residential rates to the level, may have the unintentional effect of encouraging RLECs to increase their rates when they might not otherwise have done so.  This proposal was anti-consumer, anti-competitive and contrary to the very premise of alternative regulation.  
Verizon Main Brief at 10.



Verizon advocates rejection of the rate cap scheme as advanced by the RLECs and OCA.  If, however, the Commission wishes to establish a residential benchmark, it should be higher than $18.00 and should operate as a safe harbor, where rates falling below it are automatically deemed to be just and reasonable.  Only if the RLEC proposes to increase residential rates above the benchmark would the Commission conduct an analysis of whether the rates are just and reasonable.  Verizon Main Brief at 11.

7.  AT&T 



AT&T advocates elimination of both residential and business service rate caps for three reasons:  (1) the fixed rate is not being permitted to increase by inflation and is actually a declining rate; (2) the rate cap is no longer needed to protect customers since the Pennsylvania telecommunications market is sufficiently competitive to ensure consumers pay affordable, market-based rates; and (3) the existing $18.00 rate cap is contrary to the language and policy of the law, which grants RLECs the opportunity to raise end user rates each year by the rate of inflation.  AT&T Main Brief at 7.  



Continuation of the rate cap creates an artificial regulatory protection against competition.  While the RLECs support a rate cap, they do not support limiting their revenues to the amount received up to the cap.  So, above-cap revenues are sought from other carriers, including some competitors.  Over time, an increasing portion of the RLEC costs would be borne by other carriers.  AT&T Main Brief at 7.  



AT&T warns of the following possible scenario:


Second, if an $18 rate cap is maintained, on the condition that RLECs are permitted to begin recovering any revenues for rates above the rate cap from the PA USF, RLECs would have the incentive to immediately raise their rates to the rate cap so that they can recover all further revenues from other companies.  Thus, instead of RLECs voluntarily choosing not to raise their rates, as is happening today, RLECs would instead have great incentives to immediately raise their rates to the rate cap so they could begin recovering any above-the-revenues from other companies.  Put simply, if the Commission took the radical step of allowing Chapter 30 banked revues [sic] to be recovered from the PA USF, it would spark a run on the “bank,” and the PTA companies that are near or at the $18 cap would have an immediate incentive to empty the “bank” of all of their banked revenues and begin collecting as much money as possible from a PA USF funded by Verizon, AT&T and other competitors.  As Verizon witness Price testified, “without having to face its own customers for those revenues, it creates a strong incentive in my view for carriers who might otherwise bank their PCO revenue opportunities to go ahead and increase rates as quickly as possible to whatever cap is established, stay at $18 so that they could then take advantage of the flow of revenues from other carriers and from other ratepayers.”  

TR. at 365; AT&T Main Brief at 13.



In addition, the Commission should eliminate the rate cap because it is inconsistent with the language of Chapter 30.  In the most recent legislation, the legislature permitted companies to raise their local rates by the rate of inflation each year and in return customers would receive broadband deployed networks on a more rapid timetable.  AT&T Main Brief
at 15.  



“Because the $18 rate cap is per se arbitrary, the Commission simply should not attach any particular weight or significance to it other than the fact that regulatory lag perpetuated its existence.  The rate cap has not been modified or raised for over five years.”  AT&T Stmt. 1.0 at 6.


In addition, “it makes little sense for the Commission to artificially constrain basic local rates at $18 when a preponderance of Pennsylvania consumers are buying bundled wireline and wireless plans that give them both local and long distance calling at bundled rates that often exceed $50 per month.  Why is the Commission capping basic service rates at $18 when the average wireless bill is nearly $50/month?”  AT&T Stmt. 1.0 at 13-14.
8.  Comcast 



Comcast did not address this issue in its briefs.

C (ii).  The appropriate benchmark for the rural ILEC residential rate for basic local exchange service taking into account the statutory requirements for maintaining and enhancing universal telecommunications services at affordable rates.
1.  OCA


OCA sets forth a two-part analysis which seeks to ensure the pursuit of universal service goals consistent with federal law by emphasizing comparability and affordability.  Since these numbers will change over time, the OCA recommends a formula which will continue to meet the goals.  OCA Main Brief at 1-7.



The OCA posits that the “appropriate residential benchmark rate should be a basic local exchange rate that does not exceed 120% of the Verizon weighted average basic local exchange rate, and is constrained so that the overall local telephone bill of a rural customer (including basic service charges, taxes and fees) is no more than 0.75% of the Pennsylvania median rural household income.  When this test is applied, the $18.00 rate cap remains reasonable and appropriate and should not be raised at this time.”  OCA Main Brief at 13.

2.  PTA


PTA members believe that the $18.00 rate cap presently in effect should not be modified since raising local rates above that level will have adverse implications, resulting in less affordable and less competitive rates for RLECs.  PTA states that higher residential rates will diminish telephone penetration rates and will accelerate market share loss to wireless and cable companies.  PTA Main Brief at 29.



PTA members are carriers of last resort in areas of Pennsylvania where little or no competition exists from cable broadband or wireless services.  PTA Main Brief at 30-32.  The PTA Main Brief includes a detailed discussion regarding competition by cable broadband service and wireless service in rural Pennsylvania and concludes that the RLECs continue to be guarantors of universally available voice service.  PTA Main Brief at 30-32.  PTA contests the ILEC claims that competition has replaced the need for benchmarks.  PTA Main Brief at 32.



PTA believes that there is a balance that the Commission must find between promoting competition and protecting universal service.  PTA Main Brief at 32.  The benchmark rate must be both affordable and comparable to urban rates to comply with state and federal requirements.  PTA Main Brief at 32-33.  The PTA witness, Mr. Laffey, supports using current Verizon density cell one and density cell two rates which average to $15.72 as the starting point in determining rural/urban comparability.  The OCA  witness, Dr. Loube, proposes that residential rates should be no higher than 120 percent of Verizon’s statewide weighted residential rate.  The OSBA witness proposes a test using 150 percent of Verizon’s rates.  The PTA advocates 115 percent, which produces the benchmark rate of just over $18.  PTA Main Brief at 35 -- 36.



Mr. Laffey stated that tracking changes in household income is a more accurate measure of a customer’s ability to pay than applying the rate of inflation to the current rate cap.  Local rates have never been set to follow inflationary indices and inflation is not a meaningful measure for establishing an affordable local service rate.  PTA Main Brief at 37.  PTA agrees that the benchmark rate should be recalibrated periodically if comparability and affordability levels change.  PTA Main Brief at 38.  

3.  Embarq


Embarq’s opinion is that there is presently no need to increase the $18.00 rate cap for residential basic service.  Since the FCC is considering extensive reform of intra carrier compensation and changes to the federal universal service fund, and there is no widespread request to pierce the $18 rate cap, increasing the cap now would be premature.  Embarq suggests in the alternative that the Commission should permit a rural ILEC to seek rate levels permitted by its alternative regulation plan. Embarq Main Brief at 4-5.  

4.  OSBA


OSBA asserts that there is no stand-alone cap in existence.  Rather, Section 1301
 grandfathers a rate cap that was present in the alternative form of regulation plans of the ILECs on November 30, 2004.  Therefore, each rural ILEC’s alternative form of regulation plan refers to caps established in the Global Order and the Rural Access Settlement Order.  OSBA further asserts that no Commission order in effect on November 30, 2004, established caps on rate increases resulting from annual PSM filings.



OSBA states that the rate caps established in the Global Order and in the Rural Access Settlement Order
 limited local exchange rate increases following access charge and toll rate reductions.  OSBA Main Brief at 9.  There are no caps now, but if the Commission decides to establish caps, OSBA recommends recognizing that the rate of inflation has increased by 31.01% since September 1999.  OSBA Stmt. 1 at 7-8, OSBA Main Brief at 24-25.  



In terms of “affordability,” OSBA notes that this concept is a public policy decision, not an exercise in economic principles.  OSBA Witness Buckalew suggests that Verizon’s urban rates, or the rates of all carriers operating in major cities be averaged to determine an affordable rural rate.  He notes that using Verizon would result in an affordable rate of about $21.00, which is about the same as the number reached when adjusting the original $16.00 cap for inflation.  OSBA Stmt. 1 at 10; OSBA Main Brief at 25.  OSBA recommends that if the Commission determines that caps on local exchange rate increases resulting from a rural ILEC’s annual PSM filing already exist or that such caps should be imposed, the residential cap should be set at $21.00 and the business cap should remain unchanged from the level approved in the Rural Access Settlement Order.  OSBA Main Brief at 26.

5.  BCAP


BCAP submits that the $18 cap was a result of the Commission’s 1999 Global Order as modified by a subsequent order in July 2003.  It was neither a product of an empirical study nor model, but was a result of compromise.  The subsequent action of raising the cap by $2.00 was based on a settlement, also as a result of compromise.  If the Commission had adjusted the cap consistent with inflation, the cap would be at least $20.71.  AT&T Stmt. 1 at 12.  The present rate cap is arbitrary and outdated.  At a minimum, it should be increased to reflect inflation.  BCAP Main Brief at 6-7.    
6.  Verizon


Verizon avers that no rate caps are needed in connection with RLEC alternative regulation revenue increases because the built-in safeguards of Chapter 30 and the operations of the competitive market already constrain rate increases.  In addition, the residential rate benchmark is not needed but if used, must be set at a higher level than $18.  The $18 in 2003 would be over $21 today.  VZ Stmt. 1 at 25 line 13.  In addition, the rate level should be increased each year based on the rate of inflation, and the necessity of a cap at any rate level should be reevaluated within a set period of time.  VZ Stmt. 1 at 25 line 17.  Verizon also avers that the parties did not attempt to set a basic business rate cap.  VZ Main Brief at 7.



As evidence that competitive pressure is constraining RLEC decisions regarding rates, Verizon cites cases where RLECs have chosen to bank their revenue increase opportunities even when the resulting residential rates would be below $18.  VS Stmt. 1 at 24; VZ Stmt. 1.2 at 17; VZ Main Brief at 9 (Windstream, Conestoga and Buffalo Valley chose to bank 2006 opportunities despite having room to raise rates without hitting $18).   


Verizon concludes that the record in this case does not support an $18.00 residential rate cap because the amount is already five years old and was the product of a settlement and not from an analysis of reasonable levels for basic residential rates.  Inflation alone would raise the cap an additional three dollars.  VZ Stmt. 1 at 25; VZ Main Brief at 12.  Verizon avers that if the Commission establishes a cap, it should be higher than $18 and used solely as a safe harbor to mark the point where the Commission may conduct a review of rate reasonability.  VZ Main Brief at 12.


First, not all RLECs are approaching the $18 level, and even those who do have residential rates near that level may choose to implement their increases in a different way or to bank them, rather than increase residential rates over $18.  It is not necessary to devise a “one-size-fits-all” solution to what at this point might at best be an issue for only a few RLECs.  . . . 


Second, competition will discipline and regulate the RLECs’ retail rates and provide options if the RLECs’ rates become higher than customers are willing to pay.  Indeed, the presence of competitive alternatives from cable companies, wireless companies and/or Voice over IP providers – each of which generally offer bundles including unlimited toll and long distance calling – may explain why some RLECs are choosing to bank these opportunities rather than raise rates.  Additionally, the existence of competitors means that consumers have alternatives to the RLECs’ services.


Third, the Legislature and the PUC through its alternative regulation plans limited the RLECs’ ability to increase noncompetitive revenue each year to an amount equal to the rate of inflation (with an offset if applicable under the statute).  Therefore, the increases would be limited and in keeping with what the Legislature intended; there is no reason to establish a generic “cap” in this proceeding.


Finally, the PUC retains authority to review rate levels on a case-by-case basis.  The PUC may investigate whether the rate increases are just and reasonable under 66 Pa. C.S. § 1301 (just as it declared D&E’s access increases not to be just and reasonable . . . .   So rather than imposing an absolute cap that would not be appropriate for every case and that would restrict the PUC’s discretion, the PUC should consider the matter on a case-by-case basis.  VZ Stmt. 1 at 23-25.

7.  AT&T



AT&T believes that the existing local rate cap is not consistent with the law and that there is no need for any rate cap at all.  However to the extent that the Commission is not ready to abandon a rate cap it should at least raise it above the $18 level.  The rate cap has not been raised for nearly six years and in the last ten years has only been raised by $2 dollars.  Had the Commission permitted the rate cap to be raised by the rate of inflation it would be around $21 per month today and would be near the $42 by the time the Commission decides this matter by the end of the year.  AT&T Main Brief at 18.  



The evidence in this case supports a finding that affordability is greater than $18.  Tr. 131-132; AT&T Main Brief at 18.  


Embarq’s data prove AT&T’s point that there is no need to preserve a basic local service rate cap when the majority of customers no longer want bare bones, basic -- only local service.  Alternatively, if the cap is going to be preserved, it should reflect “affordability.”  Accepting OCA’s affordability analysis as accurate, and backing out $6.50 /month for the federal Subscriber Line Charge, the “affordability” level for Pennsylvania would be $25.50/month.  To the extent particular customers choose to purchase only stand-alone local service, and those customers cannot afford $25.50, the Commission can target subsidy programs at helping those particular customers.  To be clear, however, even if the regulatory “affordability” rate cap were raised to $25.50 it is unlikely the companies would actually be able to raise prices to the level, given the widespread availability of competitive alternatives.

AT&T Main Brief at 19.  (citations omitted).
8.  Comcast


Comcast did not address this question in its briefs.


C (iii).  Whether the Commission has the authority under Chapter 30 and other relevant portions of the Public Utility Code to perform a just and reasonable rate analysis of the rural ILECs’ residential rates for basic local exchange services when such rates exceed the appropriate residential rate benchmark?
1.  OCA 


OCA avers that the Commission’s continuing obligation to ensure that the ILECs only charge rates which are just and reasonable should be implemented by recognizing that an appropriate just and reasonable analysis in the context of Chapter 30 must be guided by the obligation to maintain universal telephone service at affordable rates.  OCA Main Brief at 53.   Application of the $18.00 benchmark rate, and support from the PA USF to provide credits when the average residential rate exceeds that benchmark provides a means to assure that residential consumers served by rural ILECs pay only just and reasonable rates.  OCA Main Brief at 56.
2.  PTA 



While PTA agrees that the just and reasonable standard applies to RLEC rate making, it must be in concert with the companies’ Chapter 30 plans.  Section 3015(g) of the Public Utility Code provides that rates developed in accordance with the annual rate change limitations of an alternative regulation plan shall be deemed just and reasonable under Section 1301.  PTA believes that the application of the just and reasonable rate making standard is restrained by the declaration that rates established in accordance with the terms of an alternative regulation plan are per se compliant with section 1301.  PTA Main Brief at 38.  “In other words, the Commission's administrative discretion under the general just and reasonable standard is limited to the express terms of the alternative regulation plans that it has approved.”  PTA Main Brief at 39.

3.  Embarq


According to Embarq, the Commission's ability to perform a just and reasonable rate analysis is governed by the terms of the Embarq alternative regulation plan.  Embarq Main Brief at 5-6.
4.  OSBA


The Commission has little discretion regarding the overall noncompetitive service revenue increases made in the annual PSM filings submitted by the rural ILECs.  If the proper data is used and the calculations are performed correctly, the Commission must approve the revenue requirement.  OSBA Main Brief at 27.



The Commission has the authority to review the allocations of overall noncompetitive service revenue increases submitted by the rural ILECs in their annual PSM filings.  For example, OSBA points out that allocation of the entire revenue increase to one single class could be reviewed and a determination made as to whether that allocation was discriminatory.  OSBA Main Brief at 28.  
5.  BCAP


BCAP responds to the PTA argument that the Commission cannot change existing law, including the rates set by the RLECs’ Chapter 30 plans, without the agreement of the RLECs:


The PTA’s attempt to stretch Act 183’s provisions to enable RLECs to ride an enhanced and never-ending gravy train of subsidies through the USF must be rejected.  Essentially, if PTA’s argument is accepted by the Commission, then the Commission must concede that it is without the ability to revise USF regulations without PTA’s consent.  Such a conclusion is extreme and nonsensical.  It is well established that the Commission has a duty to determine the public interest.
  Likewise, as articulated in Section 501 of the Public Utility Code, the Commission has a duty to ensure that the public interest is advanced in its regulation of entities that fall within the statutory definition of a public utility.
  The public interest is not advanced by constraining the Commission’s rulemaking authority vis-à-vis universal telephone service solely to what one segment of stakeholders is willing to accept; rather, the views of all interested stakeholders must be considered, with the Commission using its judgment to determine a reasonable result.


The General Assembly did not intend for the PUC to abdicate its duty to advance the public interest with regard to the USF, or to freeze for all time the current interim USF unless the RLECs consent to a specific charge.  The PTA’s assertions in this proceeding lead to an absurd result and are overreaching.  Such strident arguments by PTA buttress the need for the Commission to revisit the scope and purpose of the current USF, as articulated in BCAP’s Main Brief.

BCAP Reply Brief at 7.
6.  Verizon


Verizon points out that this Commission has already decided that it has the statutory mandate, authority and responsibility under 66 Pa. C.S. § 3019(h) to adjudicate whether proposed rates are just and reasonable and non-discriminatory under sections 1301 and 1304 of the Public Utility Code, 66 Pa. C.S. §§1301, 1304.  See Commonwealth Telephone Company PSI/SPI Filing for Year 2005, Docket No. R-00050551 (Opinion and Order entered August 31, 2005) at 7.  



While this legal issue is pending before the Commonwealth Court, Buffalo Valley Telephone Company, Conestoga Telephone and Telegraph Company, and Denver and Ephrata Telephone and Telegraph Company v. Pa. Publ. Util. Comm’n, and Irwin A. Popowsky v. Pa. Publ. Util. Comm’n, Nos. 847 and 940 C.D. 2008, the Commission has taken the position that the Legislature has preserved the Commission’s ability to conduct a just and reasonable analysis in order to protect ratepayers of noncompetitive and protected services under 66 Pa. C.S. § 1301, in Sections 3019(h) and 3015(g).  Any such finding must be based on substantial evidence, however, and not by the rate’s simply exceeding the rate cap.  Verizon Reply Brief at 18-19.  

7.  AT&T


AT&T is adamant that while the Commission does not have the authority to regulate competitive/non-protected rates, the Commission absolutely retains the ability to determine whether any regulated companies noncompetitive protected rates are just and reasonable.  Chapter 30 does not eliminate the legal requirement that regulated rates charged by a public utility be just and reasonable.  66 Pa. C.S. § 1301.  AT&T also cites Sections 3015(g) and 3019(e) to support this conclusion.  AT&T Main Brief at 20.

Chapter 30 permits the RLECs to agree to accelerate their broadband deployment to increase their basic local rates by the rate of inflation pursuant to each RLECs’ price stability mechanism, and if an RLEC follows the correct formula, then its modified rate is deemed just and reasonable. 66 Pa. C.S. § 3015.  That is exactly why a rate cap on basic local services can no longer be sustained.

AT&T Main Brief at 20.
8.  Comcast


Comcast did not address this question in its briefs.
D.  Party Responses to Commission Questions – PA Universal Service Fund
D (i).  Whether funding for the Pennsylvania Universal Service Fund Should Be Increased To Accommodate Rural ILECs’ Chapter 30 Annual Revenue Increase?
1.  OCA 


OCA states that the funding for the PA USF should be adequate to accommodate rural ILECs’ Chapter 30 annual revenue increases and revenue neutral increases when such rates exceed the benchmark rate outlined by the OCA in this Investigation.  This is because access to the PA USF in order to maintain a reasonable rate cap for basic local exchange service rates is consistent with the rate cap established by the Commission in the Global Order.  OCA argues that the PA USF is to be used to maintain the residential rate at the approved rate ceiling, not simply to offset reductions in the intrastate access charges.  



OCA asserts that the Commission established the PA USF for two purposes:  rate rebalancing associated with access and toll rate reductions, and to provide an overall cap on residential rates.  OCA cites the Global Order:
On consideration of the positions of the parties, and the evidence contained in this record, we conclude that as to all non BA-PA ILECs, a rate ceiling will be implemented which caps the one-party residential local rates of each such ILEC, including charges for dial-tone, touchtone, and local usage, at $16.00 per month until December 31, 2003.  As set forth below, if such ILEC’s one-party residential rate is above $16.00 per month, and is found to be just and reasonable by the Commission, the revenue associated with the difference between the rate ceiling and the approved rate will be recovered from the Pennsylvania USF.

Global Order at 263.


OCA advocates making funding from the PA USF available to the rural ILECs to accommodate their Chapter 30 annual revenue increases and states that doing so is consistent with the Commission’s prior determinations on this matter.  OCA Witness Loube states:

If the only two non-competitive services are basic exchange and access services, and each service supplies approximately 50 percent of non-competitive revenue, then the freeze on access rates effectively doubles the basic exchange rate increase.  That is, if inflation is 3 percent and the only rate that can be increased is the basic service rate and fifty percent of the revenue is generated by basic services then basic service rates must be increased by 6 percent, double the inflation rate, to generate the required Chapter 30 revenue.

OCA Stmt. 1 at 30; OCA Main Brief at 60.



OCA believes that the funding for the PA USF should be increased as necessary to accommodate rural ILECs’ Chapter 30 annual revenue increases when such rates exceed the benchmark rate outlined by OCA.  OCA Main Brief at 61. 

2.  PTA 



PTA avers that its members are entitled by law to obtain support from PA USF rate increases that exceed the cap as a result of provisions in numerous Commission orders that were included in their Chapter 30 plans and codified in Act 183.  As support, the PTA cites to the creation of the fund in the Global Order, the continuation in the USF/Access Phase II proceeding in July 2003, the discontinuance of the RLEC appeal of the Global Order as a result of their settlement with the Commission and the inclusion of express language in the Chapter 30 plans and their approving orders.  PTA Main Brief at 39.  As PTA explains:


The point of the benchmark rate is not to limit the operation of the revenue setting mechanism, whether it is a price cap mechanism or simplified rate of return.  Rather, the benchmark sets rates that are “just and reasonable,” and “affordable and comparable,” in compliance with state and federal law.  Maintaining support of the benchmark rate through the PA USF also helps stem the reduction in telephone penetration rates that Pennsylvania has been experiencing, as this Commission has previously noted to the FCC.


. . . .  Higher benchmark rates will result in fewer customers from which to recover costs, stretching the RLECs’ carrier of last resort abilities and the remaining customers both to their financial limits.  Universal service is intended to support rural high-cost, insular areas.  Thus it is appropriate that funding for the PA USF should be increased to accommodate RLECs’ Chapter 30 annual revenue increases. 

PTA Main Brief at 40.  


PTA states that the fund must be increased if the support for weighted average local rate increases breaching the cap is provided from the PA USF.  Therefore, either the contribution rates must be increased or the base of funding must be expanded to include additional carriers.  PTA Main Brief at 42.
3.  Embarq


Because there have not been widespread requests for additional funding, the Commission need not decide this issue now but should instead rule on any specific requests based on the evidence presented in individual company cases.



Embarq advocates that the Commission defer any major decisions regarding the PA USF because of potential reforms of intra carrier compensation at the federal level.  These reasons are summarized as follows:

1.
The FCC has a pending generic, inter carrier compensation docket;

2.
The reform of intercarrier compensation includes the preservation of universal service as a goal;

3.
Several comprehensive access rate reform proposals have been filed with the FCC;

4.
A bill to reform the federal USF is pending; and

5.
There are two appeals pending before the Pennsylvania Commonwealth Court that could affect the PA USF.



Accordingly it would be prudent for the Commission to defer any significant changes to the fund until the appeals pending federal rulemaking, and intrastate access charges issues are resolved.  Embarq Main Brief at 7-8.



In the alternative, Embarq recommends that the fund be increased in order to ensure maintenance of universal service at affordable rates in rural Pennsylvania.  Embarq states that support from the fund is required, is critical to long standing legislative policies concerning universal service and affordable rates in rural and high-cost areas of the state.  By law and rich regulatory legacy in Pennsylvania, rural ILECs are entitled to support from the PA USF.  Embarq Main Brief at 8.

4.  OSBA


OSBA states that if caps exist, then the PA USF must be reformed to permit the rural ILECs to collect the difference between the cap and the rates which would otherwise exceed the cap in order to have funding necessary to finance the accelerated broadband deployment mandated by Chapter 30.  However, it is unreasonable for ILECs to subsidize each other’s deployment of broadband, which necessitates reforming the PA USF itself.  OSBA recommends that, if the Commission allows rural ILECs to receive money from the PA USF to compensate for not exceeding rate caps, the Commission should institute reforms to keep the overall size of the PA USF unchanged.  OSBA Main Brief at 30.



OSBA’s witness expresses his opinion thus:

In other words, direct the customer specifically, rather than what you want to do, which is to penalize every single customer in Verizon’s territory to subsidize your areas or Century or Embarq’s territory.  That makes zero sense to me.  That’s like treating everyone in a rural area as requiring a subsidy.  That’s just crazy.  That doesn’t protect the existing residential customers in this state by doing that.  But LifeLine does.

Tr. 186.



OSBA believes that the concept of universal service is best fulfilled by creating a fund which targets the lower income customers, not by creating a system of subsidizing RLECs based on nothing other than their designation as a rural ILEC.  

5.  BCAP 



BCAP asks the Commission to address a more fundamental issue prior to considering the size of the fund by looking to its purpose.  Originally, it was designed to fund access rate reductions and intraLATA toll reductions.  Global Order at 142.  


Ultimately, Pennsylvania must move towards a USF that ensures universal service on a competitively-neutral basis.  BCAP recognizes that the PUC currently has stayed that portion of the investigation, however, at a minimum, the Commission should refrain from expanding a fundamentally flawed mechanism by adding Chapter 30 price change opportunities that cannot be implemented due to the residential cap.  The size of the USF should not be increased.

BCAP Main Brief at 7. 



Evidence shows that a small number of RLECs obtain the vast majority of the USF funding, Comcast Stmt. 1-1 at 3-5, and that the funding levels of the USF have little to do with the cost of providing service. BCAP asserts that allowing RLECs to use USF funds to offset increases permitted under their Chapter 30 plans will increase the disconnection between the purpose of the current fund and the goals of universal service.  A Chapter 30 PCO is dictated by the rate of inflation, not by actual costs.

The expansion of the USF for additional purposes is not a zero-sum game – the additional revenues given to the rural ILECs must come from Verizon and competitive carriers, and will be shared by customer if competitive market forces allow.  This result is inequitable when the customers of competitive carriers and Verizon are not receiving a correlating benefit of lower intrastate access charges.  Such a result is contrary to the General Assembly’s intent when enacting Act 183 at 66 Pa. C.S. § 3011 et seq., and contrary to the intention of parties like BCAP that agreed to create the current USF as part of the Global Order settlement.

BCAP Main Brief at 8-9.

6.  Verizon


Verizon is adamant that the funding not be increased because the USF is funded by other carriers and was explained at its creation to be “a passthrough mechanism to facilitate the transition from a monopoly environment to a competitive environment – an exchange of revenue between telephone companies which attempts to equalize the revenue deficits occasioned by mandated decreases in their toll and access charges.”  VZ Stmt. 1, pp. 27-28, citing Global Order, slip op. at 135.



Verizon points out that the RLECs and OCA are seeking to transform the fund from its current form, based on the Global Order, which provides the RLECs with approximately $30 million in revenue each year, tied to specific access and toll reductions from the 1999/2000 timeframe.  The proposed PA USF would increase unpredictably every year based on the RLECs’ calculated revenue increase opportunities under their alternative regulation plans, and the USF would provide a new stream of subsidy revenues to the RLECs each year.  Verizon Main Brief at 21.



This is inconsistent with the original intent of the Commission to establish a temporary mechanism to replace the revenue from a discrete set of access and toll rate reductions to help the RLECs transition to a competitive market, funded by the carriers who would benefit from those reductions.  



According to the settlement adopted by the Global Order that created the USF, “[a]ll revenues received from the Fund, after the deduction therefrom of any contribution made by a Fund Recipient to the Fund, shall be used to rebalance, on a revenue neutral basis, the rates/revenues derived from access and/or other services according to the rules set forth herein.”
  The Commission’s USF regulations also recognize the limited scope and purpose of the fund.  The regulations do not provide for expansion of the USF or for a claim for new subsidies to fund the RLECs’ alternative regulation revenue increases.  To the contrary, the stated “purpose of the Fund is to maintain the affordability of local service rates for end user customers while allowing rural telephone companies to reduce access charges and intraLATA toll rates, on a revenue-neutral basis, thereby encouraging greater competition.”  52 Pa. Code § 64.161(3).  This Commission itself recently recognized that “the request to recover the amount above the benchmark/rate caps for residence and business customers from the PaUSF is contrary to the intent of the PA USF” and “the PaUSF was not intended to be a permanent arrangement whereby ILECs could draw for compensation for revenue shortfalls.”  (D&E 12/7/07 Order at 28, 33).

Verizon Main Brief at 22.



The OCA/PTA/Embarq plan would increase the size of the fund as illustrated by this example:  in ten years’ time, a single RLEC generating a constant new $2 million revenue increase opportunity each year for which it claims against the USF would be receiving $20 million annually from the fund by year 10, turning the $30 million fund into a $50 million fund, without accounting for the claims of the other 31 RLECs.  Verizon Main Brief at 23.  “Indeed, with the prospect of no-risk money available through this RLEC/OCA USF, the RLECs will have a powerful incentive to raise their rates to the cap levels in order to begin claiming this free money.”  Verizon Main Brief at 23.  


The potential magnitude of this snowball effect can be seen by reviewing Embarq’s testimony on this issue.  Embarq goes so far as to contend that not only should the RLECs be able to fund future revenue increase opportunities through the USF, but the RLECs should also be permitted to “recover” their “unexpired banked revenues” from the state USF.  (Embarq St. 1.0 (Gutshall Direct) at 22; see also OCA St. 1 (Loube Direct) at 28-29).  According to Mr. Gutshall, Embarq has nearly $9 million of unused revenue increase opportunities in its bank.  (Embarq St. 1.0 (Gutshall Direct) at 18; Tr. 15 257).  If Embarq were to make a $9 million claim against the USF now, that claim alone would increase the size of the current fund by almost a third in the first year.  If Embarq were to continue to generate new revenue opportunities each year at the same rate, its USF claim would double to $18 million, then triple to $27 million, and so on, soon dwarfing the present size of the fund in payments to Embarq alone, without considering other carriers’ potential claims.  (VZ St. 1.1 (Price Rebuttal) at 7).
 This unchecked and perverse growth in the USF should not be allowed.

Verizon Main Brief at 23-24.



Verizon points out that the reasoning of the RLECs claiming that the Commission approval of the Chapter 30 plans renders the Commission unable to deny the RLECs withdrawal of revenues from the PA USF is fatally flawed.  

It cannot be the case that by approving vague and general language referring to USF recovery from an “interim” fund nearly 10 years ago under a very different old Chapter 30 legal framework, that this Commission and other carriers are now bound to write the RLECs a blank check of unlimited USF funding for their hefty annual revenue increases under the new Chapter 30.  Neither the Commission nor the other carriers that consented to the creation of the USF in 1999 and to its continuation in 2003 could have consented to the interpretation of the USF that the RLECs advance now.

Verizon Reply Brief at 22.  

7.  AT&T



AT&T states that it would be directly contrary to sound public policy and to the Commission's own rules and orders to increase the PA USF so that RLECs can insulate themselves from competition.  The PA USF was created to reduce access charges and intraLATA toll rates and was intended to operate in a manner encouraging local telephone competition.  Increasing the PA USF to fund the Chapter 30 retail rate increases would be counter to the regulations establishing the fund and contrary to its purpose and intent.  AT&T Main Brief at 21.



If the PA USF were expanded to fund the capital network improvements of the RLECs, the result would be a distortion of full and fair competition by allowing those carriers to keep their local rates artificially low by having other carriers and their customers subsidize the RLECs.  AT&T Main Brief at 22.


The PA USF was never intended to be permanent, and certainly was not intended to be used for purposes other than rate rebalancing/access reform.  To the contrary, the Commission specifically planned to eliminate the PA USF by the end of 2003.  As the Commission noted in 2004, “The Fund was conceived to be an interim funding mechanism operating during the period of access charge reform.  According to the Commission’s Order establishing the Fund, it was originally scheduled to expire on December 31, 2003.”  Even in its Order initiating this case, the Commission stated that, “At some point, the system of the PA USF whereby other operating companies in the Commonwealth support the incumbent rural ILECs during what is supposed to be a transitory time between local telephone monopolies into competitive markets must be re-examined.”


If the PA USF were expanded to pay for the Chapter 30 inflation based rate increases of the RLECs, the PA USF would very quickly grow to a huge, unmanageable size, and it would continue to grow every year.  This would mean that rather than relying on their own customers for revenues, including broadband customers for broadband service costs, the RLECs would obtain a greater percentage of their revenues from other carriers and those carriers’ customers.  This would also mean that other carriers’ costs would increase each year solely to fund the RLECs’ Chapter 30 rate increases, meaning that each year, other carriers’ customers would have to pay more, not for their own services, but to subsidize the services of the RLECs.  This is not a sustainable scenario, and is most certainly not one that was contemplated by the Commission when creating the PA USF, nor by the Legislature when passing Act 183.  


Based on Embarq’s a testimony, if Embarq’s position was adopted, it would increase demands on the PA USF to an outrageously large size, and that would only fund Embarq’s alternative regulation plan.  Embarq calculated that if the PA USF is used solely to fund Embarq’s Chapter 30 rate increases, Embarq alone would need nearly $50 million each year from the fund.  This would more than double the size of the current PA USF for one company alone, and would increase Embarq’s draw from the funded by six-fold, or approximately $42 million/year.  Embarq has not even remotely demonstrated that it needs this unbelievable sum of money annually in order to maintain affordable residential rates.  AT&T Main Brief at 22-23 (citations omitted).



In addition, AT&T Witness Nurse points out that the PA USF “pie” is a set size, and by subsidizing the service for all rural customers, the fund provides the same benefit to each customer rather than concentrating on the actual needs of the poor customers who really need the help.   Another approach would get more benefit to those customers who really need it.  Tr. 464-465.  



8.  Comcast 


Comcast believes that in no case should the Commission agree to any automatic or formulaic increases in the PA USF supports simply going to Chapter 30 results.  This is because Chapter 30 restricts participating RLECs from increasing their rates for noncompetitive services by an amount greater than the inflation rate.  RLECs are required annually to demonstrate that the proposed rate change does not exceed the level allowed under their Chapter 30 plan.  RLECs should not be permitted to take from the Fund what they are barred from receiving under Chapter 30.

The potential effect of increasing PaUSF support would be to create an escape valve, so that RLECs could use the headroom under the nominally-increasing price cap index to increase revenues without increasing local rates above the caps. This is a doubly implicit subsidy that distorts the rural market.  

Comcast Main Brief at 6.


Comcast opposes a “make-whole paradigm” which can only be meaningful in the context of an actual rate case.  This type of approach is anachronistic in a post-rate of return regulatory environment.  Comcast Main Brief at 6.

D (ii).  Whether or Not a Needs Based Test (and applicable criteria) for Rural ILEC Support Funding From The PA USF in Conjunction With the Federal USF Support Payments That the Rural ILECs Receive Should be Established in Order to Determine Which Rural ILECs qualify for PA USF Funding?  If a needs based test should be implemented, then address the issues identified at Ordering Paragraph 2(e) of the Commission’s Order entered April 24, 2008?
1.  OCA



Under the OCA proposed plan, there is no place for a needs-based test.  

The framework proposed by the OCA is directed at assuring rural ILEC residential customers are required to only pay amounts which are reasonably comparable with Pennsylvania urban rates and affordable.  It is difficult to see how a “needs-based” approach to universal service funding can be reconciled with the non-cost based price cap regulation under Chapter 30.


If a rural ILEC is directed to increase the average residential basic local exchange rates above the benchmark and support from the PA USF is denied, as Dr. Loube explained, the rural ILEC’s alternatives are limited to increasing other non-competitive services, which may decrease demand for those services, or banking the increase, which generates no additional revenues.  OCA St. 1-R at 15.

OCA Main Brief at 62.
2.  PTA


PTA takes a slightly altered approach to this question:


The introduction of a further needs -- based test based upon some form of rate of return regulation for the price Companies at this time to justify PA USF support would be inconsistent with the goals of the incentive regulation and contrary to both the letter and spirit of Chapter 30 and the plans adopted under its terms.  Most of the RLECs have completed their broadband service commitments as of December 31, 2008 as required.  They certainly have every right to expect that the ratemaking provisions of their Chapter 30 Plan will be permitted to operate as approved.

PTA Main Brief at 44.



PTA firmly opposes a needs-based test other than those methods set forth in the Chapter 30 plans.


With respect to rate increases from the fund, the Chapter 30 Plans recognize that rate increases above the benchmark may be recovered from the fund . . . .  For those companies that are regulated under a streamlined form of regulation, cost of service, as defined in the plan, is the methodology by which they increase rates and, for them, earnings do enter into whether or not the Company's revenues should be increased in the first place.


Earnings has no place, however, in determining rate increases for price cap companies.  The Plans clearly define price cap regulation as being the exclusive form of regulation, prohibiting cost-based ratemaking.  Several of the adverse parties in this docket are now unwilling to allow recovery of revenues to which the price cap companies are entitled and, in essence, rejecting price cap regulation as an appropriate rate-setting formula.

PTA Stmt. 1SR at 11.



If, however, the Commission imposes a needs based test, the PTA advises that it should be as reasonable, simple, and easy to administer as possible without requiring a cost/investment prudency determinations, imputed costs/revenues, or complicated separations studies.  PTA Main Brief at 45.



3.  Embarq


Embarq states that the Commission should not and need not adopt a new needs based test for rural ILEC support funding.  Embarq witness Russell Gutshall testified that Embarq’s need is calculated using the price stability mechanism contained in Embarq’s Alternative Regulation Plan.  In addition, Embarq’s other commitments and obligations such as broadband build-out support for the need for funding.  Mr. Gutshall testified that the plan is working and adequately addresses Embarq’s total non -- competitive revenues need.  Because the alternative regulation plan defines “need,” there is no need for a needs- based test.  Embarq Main Brief at 9-10.



Embarq argues that the need for PA USF support has been determined when the fund was created and therefore no new needs based test is necessary.  The need for support stems from the access charge and toll rate reductions and those two reductions remain in effect today.  Embarq Main Brief at 10.


. . . Embarq PA’s “need” is calculated using the price stability mechanism, and the other commitments and obligations support the “need.”  The Company’s plan is working and has worked smoothly for several years to address the Company’s total non-competitive revenues need.  The process based on alternative regulation plan and PUC orders coupled with existing USF regulations is working today.  The alternative regulation plan identified the “need” and, given no outcry, this proceeding seems to be in search of a problem to resolve.

Embarq Stmt. 1.0 at 19.

4.  OSBA


OSBA advocates a needs based test if the Commission expands the PA USF to support caps on local exchange rate increases from a rural ILEC’s annual PSM filing.  The Commission should establish an “affordable rate,” and then reform the PA USF:

The Commission needs to take a hard look at the PA USF; based on what has been provided in this case, the PA USF should be phased out.  To continue to ask all rate payers to find the PA USF without examination of each recipient's costs is wrong.  The PUC has no knowledge of whether these ILECs today need a subsidy.  In addition, the PA USF could be having the unintended consequence of keeping lower-cost competitors out of the rural areas, rather than promoting competition.  It may be hard for competitors to enter a market when the ILEC is being subsidized.  There is no reason to provide a general subsidy to all rural ILECs; each ILEC’s costs and particular operating conditions must be examined by the PUC to justify a subsidy in today’s market.

OSBA Stmt. No. 2 at 6; OSBA Main Brief at 31.

Mr. Buckalew also states:

That’s Chapter 30 regulations.  You’re allowed to increase rates based on inflation.  You have other obligations based on the fact that you’re a telecommunications carrier and you’re getting federal money.  You have other obligations because the Commission lowered your access charges and in compensation for that gave you Universal Service money.  I’m saying that simply it’s time to look at that entire picture over again and see whether, in fact, you, know, you need that money to continue the operations on a profitable basis.  Tr. 214.



In its Reply Brief, OSBA looks at the recent merger between Embarq and CenturyTel, Inc.
 where $400 million worth of savings are expected to be generated each year as a result of the transaction.  Embarq is a large user of the PA USF and is a rural ILEC whose rates will soon reach the cap level.  At that point, with over $400 million in savings, Embarq would be permitted to draw more money from the PA USF.  
5.  BCAP



BCAP did not address this issue in its Briefs.
6.  Verizon


Verizon states that there should not be a needs-based test for an RLEC to collect subsidies from the state USF for purposes of exercising its annual revenue increase opportunity under alternative regulation because the Commission should not require other carriers to fund the RLECs annual revenue increases under any circumstances.  It makes no sense to create a new passthrough mechanism that forces an exchange of revenue between telephone companies to prop up a failing RLEC business plan.  Rather, the correct action should be a return to rate-base, rate-of-return regulation and a comprehensive rate case to establish reasonable end-user rates for that company, in which case the need to fund annual inflation-based revenue increases would no longer be an issue.  Verizon Main Brief at 29-30.



As Verizon witness Price stated:

Primarily that without evidence of some form that the carrier needs that funding, additional funding in order to meet its operational requirements, then what we’ve done is you’ve essentially taxed all of the other customers in the state without any basis, without any need, without any showing.

Tr. 305.



Verizon points out that none of the RLECs have alleged or proven a need for increased subsidies, which means that there is no real regulatory problem which needs a solution here.  Verizon Main Brief at 30.
7.  AT&T


AT&T points out that not all PTA companies are similarly situated and then only 11 of them qualify under the federal USF as high-cost companies.  There is no basis to provide a subsidy to a carrier that does not need it.  Evidence submitted by AT&T show:

1.
There are some PTA members whose service areas are more densely populated than Verizon-PA, even after factoring in Philadelphia and Pittsburgh.

2.
Ironton Telephone Company has a density of 235.6 household/square mile -- 43 percent more densely populated than Verizon-PA’s service area.

3.
Denver & Ephrata Telephone & Telegraph Company has a density of 197 household/square mile -- also 20 percent more densely populated than Verizon-PA’s service area.

4.
North Pittsburgh Telephone Company has a density of 164 household/square mile - essentially equal to Verizon-PA.

5.
Verizon’s density is 165 household/square mile, which given the enormous density of Pittsburgh in Philadelphia metro areas, means Verizon must serve some substantial quantities of very sparsely populated areas in order to have an average density of 165 household/square mile.

These facts were undisputed.  This all points to the ridiculousness of a policy whereby Verizon’s customers, including both the urban poor in the rural customers Verizon service, are subsidizing the PTA companies, who, in some cases, serve more highly or comparably dense areas on average, and whose rates often are lower than what Verizon charges its customers.

AT&T Main Brief at 25-26.



AT&T states that the federal model would be an example of the way to restructure the state fund because federal universal service funding is based on a company’s actual costs.  AT&T Main Brief at 26.

Universal service funding should be targeted to ensure that customers in high-cost areas, or even low income customers, are supported.  The current system is not at all targeted towards customers, but only instead targeted toward protecting companies.  That system should change, and is exactly why simply increasing the PA USF to give additional funding to companies without any evidence that such funding is necessary to support a particular group of customers is the wrong way to go.
AT&T Main Brief at 27.
8.  Comcast 


Comcast endorses a needs based test but points out that it must examine the totality of the carriers operations not just its traditional telephone service operations.  Because the ILEC business model has changed significantly over the past several years the overall financial condition of Pennsylvania RLECs has diversified beyond plain old telephone service.  Data shows that at least some of the RLECs now use their local loop facilities to deliver a variety of unregulated services each of which contributes to the RLEC revenue growth.  A needs-based test which focuses only unregulated intrastate services would create a skewed picture of the actual use of and cost recovery for the Company's local loop.  Comcast Main Brief at 8.

Comcast witness Dr. Pelcovits stated:

I recommend the Commission end all support payments that are based on revenue offset or make whole payments calculated in reference to the ILEC’s regulated accounts or regulated revenues.  So, yes.  I do recommend to the Commission end the current program and establish a much more tailored, directed Universal Service subsidy program. . . .  As far as reforming the system as a whole, I believe it has to be reformed, it should be reformed . . . .

Tr. 240.

Comcast points out that the rural ILECs are no longer providers of just plain old telephone service but receive large portions of their revenue from sources other than switched local and access service plus USF receipts.  


But any new needs based test must be realistic.  Fundamental changes to each RLEC’s business make it impossible to compute the amount of subsidy needed to offset a regulatory objective or pricing constraint by reference solely to the intrastate regulated accounts of the incumbent LEC.  [Comcast Stmt. 1.1 at 23]  As Dr. Pelcovits summarized, absent examination of non-regulated revenues derived by Pennsylvania RLECs, “any estimate of the subsidy needed for a subset of services will not correspond to the type of analysis used in business decisions made by the carriers whether to build facilities.”  [Comcast Stmt. 1.1 at 18] As a rational economic actor, an incumbent LEC makes a business decision based on its effect on the expected profits of the entire firm.  These decisions reflect a rapidly changing business model, which bears less and less resemblance to a regulated provider of POTS.  Therefore, as Dr. Pelcovits rightly concluded, it would be meaningless to compute the subsidy required to service a customer (or group of customers) without taking into account the entire financial and business relationship with that customer or group. [Comcast St. 1.1 at 18]

Comcast Main Brief at 8. 
D (iii).  Whether PA USF funding support should be received by rural ILECs that incrementally pierce the appropriate residential rate cap because of the regular annual Chapter 30 revenue increases, and whether the Commission’s PA USF regulations should be accordingly revised?  Include the role of nonexpired “banked revenues” that rural ILECs may have accumulated through the operation of their respective Chapter 30 modified alternative regulation plans and corresponding price stability mechanisms.
1.  OCA 


OCA submits that rural ILECs should be able to receive funding from the PA USF to recover any revenue otherwise allowed that exceeds the appropriate residential rural benchmark rate regardless of whether it is allowed pursuant to the Chapter 30 plan or any other allowed reason.  This approach is consistent with the Global Order.  



OCA points out that Verizon customers are protected by statute that a rate adjustment for basic residential service shall not exceed the overall average rate adjustment by more than 20%, customers of rural telephone companies do not have such protection.  66 Pa. C.S. § 3015(a)(3).  Instead, OCA avers that rural rates are protected by Commission-approved rate change limitations in the Global Order, the Access Charge Order, and others which were codified pursuant to Section 3015(g) of Act 183 of 2004, 66 Pa. C.S. § 3015(g).  OCA Main Brief at 63.




There is nothing in the Global Order or the Commission Orders establishing the Pa USF that precludes the use of the PA USF for increases arising from the implementation of RLECs’ Chapter 30 plans.  In fact, three companies have been receiving funds from the PA USF to lower the monthly basic local exchange rate to the rate cap.  OCA Schd. RDC-4; Tr. 434.  OCA Main Brief at 64.  



Regarding banked revenues, 

If the carrier had chosen to increase rates instead of banking the revenue, and if the increased rate would have exceeded the rate benchmark, then the carrier would be able to request the Pa USF to replace the banked revenue.  Id.[OCA St. 1 at 28] at 28-29.  The carrier would not be entitled to recovery from the Pa USF, however, if the increase would not cause the rate to exceed the established benchmark.  Id. At 29.


The Commission should re-establish here that Pa USF funding support can be received by rural ILECs that pierce the appropriate residential rate cap because of their regular annual Chapter 30 revenue increases.  This is particularly important where annual basic increases exceed the rate of inflation due to freezes or reductions in access charges.  Doing so would be consistent with prior Commission precedent, including the Global Order, and allow the Commission to satisfy its universal service obligations.

OCA Main Brief at 67.


2.  PTA


PTA contends that the RLECs have demonstrated their Commission -- approved legal assurance to have Chapter 30 annual revenue increases that breach the rate caps supported by increased funding to the PA USF.  Therefore support should be received by RLECs that incrementally pierce the rate caps because of their Chapter 30 revenue increases, banked revenue increases should be recovered from the PA USF once RLECs’ rates exceed the rate caps, and the Commission's regulations should be revised if necessary.



Most RLEC Chapter 30 Plans, contained a provision that required banked increases be to be used within four years or those banked increases expire.  PTA points out that in order to be eligible for PA USF support for increases that breach the rate cap.  Each RLEC must first increase its weighted average residential and proportionately average single line business rates up to the current benchmark rates.  No RLEC with the exception of Denver & Ephrata and related companies, has sought to recover moneys above the $18 cap from the Fund and none could until its rates reached the caps.  PTA Main Brief at 46-47.  



If an RLEC seeks to impose an increase based upon a withdrawal of a banked revenue increase, and that withdrawal increases the RLEC’s weighted average rates above the caps, the revenues to support the increase must come from the PA USF.  



PTA believes that the need to modify existing regulations would depend entirely on the mechanics by which the Commission determines to provide the funding, since the legal authority to provide the support already exists.  For example, in the July 15, 2003 order, further support was approved for increases above the new $18 cap and no change to the regulations was proposed.  A simple change in the data reported to any assessments made by the Fund Administrator could be sufficient to accomplish the task.  PTA Main Brief at 47.  

3.  Embarq


Embarq argues that rural ILECs should be permitted to seek support from the PA USF if their authorized Chapter 30 revenue increases result in piercing the residential rate cap.  Using itself as an example, Embarq states that it amended its original plan in 2005 to accelerate its broadband commitment.  In exchange for the accelerated deployment, the productivity offset of 2 percent was eliminated.  Although Embarq has had the potential to increase rates by over $12 million it has chosen to increase rates by only $4 million and has banked over $8 million of rate increases.  Because Embarq is meeting its required broadband deployment commitments, it believes it should be permitted to recover any non-expired banked revenues accumulated pursuant to its approved plan.  In addition it has the carrier of last resort obligation in its territory that its competitors do not have and it has lost access lines to competitors thereby decreasing its own revenues.  Accordingly Embarq believes that its banked revenues are necessary to meet legal requirements to provide quality service to any customer in its territory.  Embarq Main Brief at 11-12.



When asked where the authority comes from, Embarq witness Gutshall replied:

Well, the plan itself is certainly in conformance with Act 183 as is stated several places in the plan.  And Act 183 certainly covers a broad spectrum of broadband availability as well as Universal Service.  So I think that that coupled with the fact that no place does it say we’re prohibited from coming in, and therefore, it certainly gives us the right, if we so choose to do so, to come in and petition the Commission and ask them for such.

Tr. 262-263.



Embarq has no specific provision in its Chapter 30 Plan and relies on the fact that nowhere does it say it cannot ask for funding.  

4.  BCAP


BCAP points out that the inequity of having Verizon and competing carriers subsidize RLECs through the USF is even more objectionable if the carriers are provided with compensation for price change opportunities that they do not implement and bank instead.  This is a business decision and others, some competitors, should not be required to subsidize it.  BCAP Main Brief at 9.

5.  OSBA 



OSBA reiterates its response to whether funding for the PA USF should be increased to accommodate Chapter 30 annual revenue increases.  While OSBA does not recommend it, if the Commission decides to go this way, the PA USF should be reformed to accommodate it.




OSBA points out that permitting a rural ILEC to collect from the PA USF the difference between local exchange rate caps and what is permitted by its annual PSM filing, the Commission would be creating additional inter-ILEC subsidies.  OSBA Main Brief at 29-30, Reply Brief at 10.  



In addition, this approach is inconsistent with the current customer assistance programs established for electric and gas customers.  These programs are aimed specifically at low-income customers, whereas the telecommunications proposal by some parties to this matter creates rates which are affordable to low-income customers but makes them applicable to all customers regardless of income level.  See 52 Pa Code § 54.73 and § 62.3.  OSBA Reply Brief at 11-12.  This approach would elevate telephone service to a higher priority than electric and gas service, would create additional inter-ILEC subsidies, and could jeopardize the ability of some ILECs to meet their broadband deployment obligations.  See OSBA Stmt. 2 at 1-3 and 9-12; OSBA Stmt. 3 at 1-2.  Therefore, the Commission should reject the expansion of the PA USF.   OSBA Reply Brief at 12.    
6.  Verizon


Verizon is opposed to using USF funding to generate additional revenues under Chapter 30.  The Chapter 30 legislation does not include a provision requiring it, and Verizon avers that the RLECs’ end users, who are the direct beneficiaries of any investment and network deployment enabled by the increase, should provide the new revenue through rates.  The other carriers may be competitors, and expecting them to subsidize revenue increases will be anti-competitive and harmful to consumers.  VZ Stmt. 1 at 28.


Verizon witness Price points out that an RLEC’s ability to draw from the USF to recover all of a carrier’s inflation-based increases on an annual basis going forward from other carriers creates a strong incentive for those which might otherwise bank their PCO revenue opportunities to increase rates as quickly as possible to whatever cap is established so that they could take advantage of the flow of revenues from other carriers and from other ratepayers.  Tr. 365. 


Verizon points out that the PA USF established by the Global Order provides RLECs with about $30 million each year which was tied to access and toll reductions from the 1999/2000 timeframe.  The plan proposed by OCA and the RLECs would have the USF increase every year based on the RLECs’ calculated revenue increase opportunities under their alternative regulation plans.  VZ Stmt. 1 at 5-6.   
7.  AT&T


AT&T has covered the issues from the section in the previous two sections, AT&T incorporates those arguments here.  To summarize AT&T's position, the RLECs should not receive additional PA USF support in order to fund their annual Chapter 30 revenue increases, and especially not to fund their ‘banked’ revenues.  Increasing the PA USF to fund the RLECs’ Act 183 network modernization commitments is inconsistent with Pennsylvania Commission orders, contrary to Pennsylvania regulations, contrary to Pennsylvania legislation, against the intent of the fund's creation, and is neither targeted nor fair.  If the PA USF regulations are going to be modified at all, they should be to eliminate the fund as it currently exists, and create a new fund that is targeted at helping high-cost, low income customers.

AT&T Main Brief at 27.



In addition,

The concept of a “rate cap” is a holdover from a monopoly environment which, the evidence shows, no longer exists in Pennsylvania.  The theory behind the rate cap is that it protects consumers when those consumers lack competitive alternatives.  But the evidence proves beyond any serious argument that there is an abundance of competition, in all corners of Pennsylvania.  [AT&T Stmt. 1.1 at 2]

In a competitive marketplace, market forces will ensure that rates are kept just and reasonable.  The market provides an effective rate cap such that regulatory intervention is not necessary.  If a carrier sets rates too high, then customers can and will move to a competitive alternative.  [AT&T Stmt. 1.1 at 4]

AT&T Reply Brief at 19.

AT&T provided testimony that the Synthesis Model used by OCA is not reliable when used for rural carriers.  

The fact is that Dr. Loube’s changes do not make the Synthesis model appropriate to use for the rural companies in this case.  Model development involves a hghly complex and transparent process that typically takes a lengthy period to thoroughly complete – ie.., years, not weeks – and would require efforts more extensive than a mere swap of user adjustable inputs or other company specific data as Dr. Loube suggests in his testimony.  [AT&T St. 1.1 at 12]

AT&T Reply Brief at 21.



OCA’s cost model is too flawed to be useful for any purpose.  

8.  Comcast


Since existing PA USF funding is not tied to any demonstrated costs, PA USF support should not be extended to those companies which incrementally pierce their residential rate cap as a consequence of a Chapter 30 allowance for inflation.  Comcast Main Brief at 9.  



While the Comcast witness agreed that line density should be an indicator of cost of service in rural territory.  There was very little correlation between line density and PA USF support.  Therefore any formulaic or automatic increase in the size of PA USF disbursements will not advance the RLEC’s claimed goals of affordability or consumer protection because their rates are not based on these principles.  Instead, increases in PA USF distributions to Chapter 30 RLECs that pierce their residential rate caps will simply encourage the “make whole paradigm” that should not be part of Chapter 30 regulation.  Comcast Main Brief at 9-10.   

D (iv).  Whether the potential availability of PA USF support distributions to those rural ILECs that pierce the appropriate residential rate cap because of their respective annual Chapter 30 annual revenue increases has any anti-competitive or other adverse effects, especially with respect to the currently established PA USF support contribution mechanism and its participating telecommunications utility carriers?
1.  OCA


OCA states that the availability of PA USF support distributions to those rural ILECs that pierce the appropriate residential rate cap, for any reason, is not anti-competitive but, in fact, serves to level the competitive playing field.  Rather, failing to provide support to those carriers who bear the burdens of carrier of last resort would leave the rural ILECs at a competitive disadvantage.  OCA Main Brief at 68.  OCA reaffirms the plan it sets forth as one which promotes universal service because it provides for affordable and comparable rates.

2.  PTA


PTA states that the purpose of the benchmark rate and the USF is not to provide subsidies to the RLECs, but to maintain comparable and affordable local service rates for the RLECs, whose service characteristics differ from those of the dominant RBOC companies.  PTA Main Brief at 48.  



The claims that a subsidy exists and is therefore anti-competitive by its very nature ignores the fact that the competitive playing field is tilted toward the competitors in the first place.  Incumbent local exchange companies have a public obligation to serve even the most remote expensive customer in low density rural areas.  Coupled with extensive Commission service regulations, reporting, broadband deployment in all the other public obligations that the policymaking body has imposed, means that the RLECs will have higher costs.  It is not at all reflective of reality to state that RLECs are in an equally competitive environment.  Recovering regulatory -- authorized rate increases from the Fund, therefore, is not anti-competitive.

PTA Main Brief at 50.  



PTA points out that the RLECs serve the most rural areas of Pennsylvania.  The average density of RLEC companies is 46.8 lines while Verizon has a density factor of 193.2 customers per square mile. PTA Main Brief at 51.  The lesser the population density within the service territory, the longer the average loops required to serve the customer base, physical facts which result in higher capital and maintenance costs.  PTA Stmt. 1R at 51; PTA Main Brief at 51.



Without an urban customer base to balance its costs per customer, the RLECs are seeking an external support for rural telephone consumers.  PTA Main Brief at 52.
3.  Embarq


Embarq states that there are no anti-competitive or other adverse effects from providing PA USF support to rural ILECs that pierce the residential rate cap because of Chapter 30 revenue increases.  Embarq bases this claim on the facts that rural ILECs are situated differently regarding universal service, carrier of last resort obligations and broadband deployment commitments.  Embarq Main Brief at 13.



Embarq points out that the universal service policy has been an historic success thus far.  It has resulted in the provision of telecommunications services to all consumers at comparable rates, terms and conditions, regardless of cost.  This was accomplished largely through a system of product and geographic cross-subsidization.  Embarq Main Brief at 13.



According to Embarq, competition in areas that cost less to serve erodes the implicit subsidies that rural ILECs have relied upon to provide high quality service to rural consumers at rates comparable to those paid by urban consumers.  This makes it imperative that universal service funding remain available and sufficient to allow rural ILECs to meet their carrier of last resort obligations.  Embarq Main Brief at 14.



The carrier of last resort obligations include serving new customers as well as the need to maintain and enhance a rural ILEC’s existing network.  Where competition is lacking, generally in the most rural areas, residents are even more dependent on the ILEC’s network than are residents in other areas.  Embarq Main Brief at 14.



Embarq argues that ending the universal service policy would be harmful to rural customers.  The build out of networks in rural areas would become unsustainable and would eventually cease.  Network reliability would be impaired and retail rates increase.  Embarq states that its receipts from the PA USF constituted 6.7 %  of intrastate basic local service revenues in 2007 compared to less than 6 percent in 2005.  The burden on Verizon was a mere 1.3 % of its basic local service revenues in Pennsylvania in 2007.  Embarq Main Brief at 16.  

4.  OSBA


OSBA explains its position by quoting its witness:

First, the FCC already has a national USF to support high-cost areas and PA.  Second, the PA USF has not been shown to be necessary and should have been phased out.  Third, in today's telecommunications market, consumers have choices.  They can purchase services from wireless carriers, voice over Internet protocol (VOIP) service, wireline service and cable telephony.  All consumers do not live or work in areas where there is workable competition (i.e., many choices), but there is always some choice.

Generalized support programs in today's open market should end.  You can't have competition and at the same time provide general subsidies.  That is simply a tax on one group of consumers to support another group of consumers without any voice in how or why the first group is being taxed.  Universal service funds in today's market are not sustainable, enforceable or held to any real accountability standard.  Why should small ILECs make excess profits while rate payers of other ILECs are supporting their operations?  How can competitors enter these markets when they can't get the subsidies to support their consumers?  The answer is to allow the market to work and end company subsidies.

OSBA Stmt. 1 at 11-12; OSBA Main Brief at 32-33.

The Commission needs to take a hard look at the PA USF; based on what has been provided in this case the PA USF should be phased out.  To continue to ask all rate payers to fund the PA USF without examination of each recipient's costs is wrong.  The PUC has no knowledge of whether these ILECs today need a subsidy.  In addition, the PA USF could be having the unintended consequence of keeping lower-cost competitors out of the rural areas, rather than promoting competition.  It may be hard for competitors to enter a market when the ILEC is being subsidized.  There is no reason to provide a general subsidy to all rural ILECs; each ILEC’s costs and particular operating conditions must be examined by the PUC to justify a subsidy in today's market.

OSBA Stmt. 2 at 6; OSBA Main Brief at 33.

5.  BCAP


Expanding the USF to include Chapter 30 revenue increases is anti-competitive because competing carriers will be forced to subsidize ILEC revenues, without corresponding benefit of access charge reductions envisioned in the original USF mechanism.  The result is that competing carriers would be subsidizing the rural ILECs’ broadband expansion, which is objectionable to those carriers who are forced to fund their own network modernization.  BCAP Main Brief at 9-10.  

6.  Verizon


Where the RLECs are able to obtain subsidies toward their operating costs competition is discouraged and competitors disadvantaged because the competitors must operate without those subsidies, and in some cases the competitors themselves or their affiliates are partially funding the subsidies through their own USF assessments.  



Verizon argues that the market disciplines RLEC actions as follows:

First, the RLECs may choose not to increase their rates, even though they have the “right” under their plans to increase noncompetitive services revenue.  As an example, some of the RLECs presently have banked revenue even though they could still increase their basic residential rates.  (VZ St. 1.0(Price Direct) at 24; VZ St. 1.1 (Price Rebuttal) at 8; Compare Price Direct Table 1 to Laffey Direct Exhibit JJL-7).  The RLECs may view passing up on the rate increases as a better choice in the long run, increasing the chances of keeping those customers on their own networks where the RLEC has the opportunity also to sell them other services.  Second, even if the RLECs do choose to increase basic service rates, there is no guarantee that they will secure the same revenue each year from the initial rate increase because Chapter 30 provides only a noncompetitive services revenue increase opportunity, not a guarantee.


Taking the hypothetical RLEC example discussed above, if instead of claiming $1 million from the USF this RLEC implemented basic service rate increases to secure $2 million in new revenue, depending on its line count assumptions, it may secure something close to that amount in the first year (and, alternatively, may not if, for example, its lines decrease to competition).  But if we assume that the hypothetical RLEC is experiencing line losses consistent with the overall trend described by Mr. Laffey (PTA St. 1 (Laffey Direct) at 7), then the number of lines paying the increased rates would decrease over time by approximately 5% each year.  This RLEC would thus lose not only approximately 5% per year of its original $2 million per year revenue increase, but it would also lose all of the noncompetitive services revenue that had been paid by the lost lines.  Looking ten years out at the impact of that initial year’s increase, assuming 5% line loss each year, the original $2 million projected to be secured through those retail rate increases would be cut nearly in half.  By contrast, with the RLEC/OCA USF proposal, this hypothetical RLEC would still be recovering $2 million per year ten years out because the RLECs are guaranteed a revenue stream that stays constant each year regardless of line loss – revenue supplied by unwilling payers that do not have a choice to terminate their service and stop paying.  Thus, the RLEC/OCA proposal would have the effect of insulating the RLEC from the operations of the competitive market and diminishing the RLEC’s incentives to take actions to keep its retail customers.  (VZ St. 1.1 (Price Rebuttal) at 6).

Verizon Main Brief at 26-27.



Forcing other carriers, some of whom may be competitors of the RLECs, to fund the RLEC revenue increases is anti-competitive and harmful to consumers.  RLECs who have chosen to be governed by alternative regulation should not be permitted to enjoy the benefits of rate-of-return regulation – the telecommunications equivalent of “having your cake and eating it, too.”  Verizon Main Brief at 28.

7.  AT&T

It is difficult to fathom how forcing competitors to fund the broadband deployment commitments of the RLECs  is not anti-competitive.  First, subsidizing the RLECs’ local rates keeps those rates artificially low, which makes it difficult for competitors to enter the market and compete when competitors’ rates are not subsidized.  Second, forcing other companies to pick up the RLECs’ tab increases the other companies’ costs, thereby forcing those companies to pass the costs onto their customers, which is again a method of distorting the marketplace from allowing rates to be reflective of true costs.  As discussed previously, using the PA USF to fund RLECs’ Chapter 30 commitments would substantially increase the size of the fund, thereby substantially increasing the costs of those companies who must pay into the fund, but not receive any money from it. Third, at this time, not all types of carriers are required to pay into the universal service fund.  Thus, by increasing the amount of subsidies wireline carriers are forced to pay, this increases the disparity in costs between different types of carriers, and again creates a regulatory distortion in the marketplace.  All of these factors point to the inevitable conclusion that increasing the PA USF to fund Chapter 30 rate increases is anti-competitive and cannot be sustained in today's environment.  AT&T Main Brief at 29.

8.  Comcast


Comcast witness Dr. Pelcovits characterized the PA USF disbursements as a subsidy paid to one class of carriers imposed on the customers of all other carriers.  The benefit of this universal service tax has not been demonstrated and consequently there is no justification for imposing such costs or additional costs on the assessed carriers.

Dr. Pelcovits also identified two other significant concerns with sustaining or increasing subsidies whose social utility has not been demonstrated.  First, to the extent new carriers attempt to enter a market in which a subsidized RLEC operates, the new entrant is likely to be disadvantaged by an increase in subsidies flowing to its competitor.  Second, the fact that PA USF assessments cannot be recovered as a separate line item on the bill forces net contributors to the PA USF to increase basic rates to recover any increase in the contribution factor.  Such increases create a disparity in that net contributors cannot openly justify their rate increases to customers, while net recipient's benefit from increases in revenues without corresponding increases to basic rates.  Accordingly, new entrants are at a structural disadvantage vis-a-vis their income and competitors.  Comcast Main Brief at 11.


E.  RECOMMENDATION



The subject matter of this Investigation presents issues which are mostly policy, set against a legal backdrop.  The Commission itself is the policy-making body here, and my primary role is to gather, organize and present the positions of the parties for the Commission’s consideration, couched in terms of applicable law.  



The issues are:  (1) whether there remains Commission authority for a just and reasonable analysis of ILEC rates after the implementation of Chapter 30; (2) whether there is a rate cap in effect; and (3) the role of the PA USF.  My recommendation is that the Commission find that there is Commission authority for a just and reasonable analysis of ILEC rates in Chapter 30; that there is a rate cap in effect but that there is no longer a need for it in the context of this part of the investigation; and that the PA USF should be reformed to provide monetary assistance to only those RLECs for service in high-cost service areas and for assistance to low-income customers.  An advance notice of proposed rulemaking should be issued as soon as possible to implement these changes.
(i).  Legal Background



On September 30, 1999, the Commission issued its Global Order which “represents an unprecedented and ambitious undertaking to resolve several interrelated dockets implementing state and federal telecommunications policy in the Commonwealth of Pennsylvania.”  Global Order at 1.  The Global Order established the PA USF, which the Commission determined was necessary prior to the introduction of competition in local exchanges.  Global Order at 60.  The Commission stated:


At the outset, we categorically reject the notion that the Commission lacks the statutory authority to establish a Universal Service Fund to ensure the availability of basic telecommunications services to all Pennsylvania citizens.  Even before the enactment of Chapter 30, this Commission recognized that its broad powers to regulate public utilities on a statewide basis provided support for the establishment of a universal service fund.  Rulemaking to Establish a Universal Service Funding Mechanism, Docket No. L-00950115 (June 21, 1996). 


With the subsequent enactment of Chapter 30, the Commission now has explicit regulatory authority to take appropriate actions to maintain universal service at affordable rates.  In particular, we note the legislative objective of “maintaining universal service at affordable rates statewide, the requirement that telecommunications customers pay only “reasonable charges” for local service, and that the Commission may “establish such additional requirements and regulations as it determines to be necessary and proper to ensure the protection of consumers.”  66 Pa. C.S. §§ 3001(1), 3001(2), 3009(b)(3).  Indeed, we view the establishment of a Universal Service Fund as an essential element of the series of rate level and rate structure changes embodied in this opinion and order.
   

Global Order at 63.



The fact that the PA USF was established by Order instead of in a rulemaking weighs in favor of its establishment as temporary.  This is because an Order is an adjudication, which is “An order, decree, decision, determination or ruling by an agency affecting personal or property rights, privileges, immunities, duties, liabilities or obligations of a party to the proceeding in which the adjudication is made.”  1 Pa. Code § 1.4.  (emphasis added)


“. . . adjudication is the term used to describe the process [image: image1.png]


by which agencies make final decisions on matters except for rulemaking. This is clearly a broad concept, covering a vast array of different types of agency actions. What the concept envisions, and what the different types of agency actions have in common is a decision by an agency about a particular person or persons that requires the application of law to the particular facts of the person’s situation.” (emphasis added)

Administrative Law Examples and Explanations, William F. Funk and Richard H. Seamon,  Second Edition 69-70 (2006).



 The establishment of a fund and the procedure for its application which affects the entire certificated industry for an extended period of time would normally be by rulemaking, not by order.  However, the Commission promulgated regulations regarding the administration of the PA USF, which weighs in favor of its status as permanent. 52 Pa Code §§ 63.161-63.171, attached hereto as Appendix A.



A regulation is “[A] rule or regulation or order in the nature of a rule or regulation, promulgated by an agency under statutory authority in the administration of a statute administered by or relating to the agency, or prescribing the practice or procedure before the agency.  1 Pa. Code § 1.4 (3) definitions; see also Commonwealth Documents Law, 45 P.S. § 1102(13) and (12).


The intent of the Global Order was to establish the PA USF and to set its purpose for three years.  By the end of that time, the Commission was to explore and determine the continued purpose and use of the PA USF.  The fact that the PA USF has regulations means that the Commission intended it to be applicable across the board to all jurisdictional entities, whereas an order is only enforceable against those entities who were parties to the action.   




Initially, the Commission stated:


In order to implement the goals of TA-96 consistently with this language
, we must establish a universal service funding mechanism at the same time that we are implementing revenue neutral rate reform and resolving interconnection issues.  The interim funding mechanism that we create through this order will function until December 31, 2003, or until the subsequent investigation develops a new process, whichever occurs first.  

Global Order at 64.



This language supports a finding that the Commission intended to adopt a permanent funding mechanism following an investigation.  In addition, the Commission itself noted that the regulations did not have a sunset provision:


Our Global Order calls for the PaUSF to expire December 31, 2003, subject to the provisions of an access charge investigation.
 However, the PaUSF regulations codified at 52 Pa.Code §§ 63.161-63.171 do not have a sunset provision.  The Joint Proposal calls for a continuation of the PaUSF beyond December 31, 2003, until a further Commission Rulemaking determines otherwise.  The Commission stated in its Final Rulemaking Order entered November 29, 2003, at L-00000148 that, “if the Commission wants to rescind this [Universal Service Fund] regulation at some point, it should do so by promulgating another regulation.”

Access Charge Investigation per Global Order of September 30, 1999, Docket Nos. M-00021596, P-00991648, P-00991649; Verizon Pennsylvania Inc.’s 2003 Price Change Opportunity, Docket No. M-00031694; AT&T Communications of Pennsylvania, Inc. v. Verizon Pennsylvania Inc. Re: Verizon Pennsylvania Inc.’s 2003 PCO, Docket Nos. M-00031694C0001, P-00930715 at 12.   



(“Access Charge Investigation Order”)



In this docket, the Joint Access Proposal of RTCC/Sprint/OCA/OTS/OSBA was approved in its entirety and included the following language:

The monthly $16.00 cap on R-1 average rates established in the Global Order and any ILEC-specific weighted average rate cap which may have been established in any individual ILEC’s Chapter 30 Plan will be increased for all ILECs to the weighted average $18.00 cap for a minimum three (3) year period January 1, 2004 through December 31, 2006.  As to an ILEC which as of July 1, 2002 has hit the $16.00 cap and takes a credit from the USF, the ILEC shall continue to receive and apply the credit but would be limited to recovering from its customers future R-1 increases of $2.00 under the foregoing $18.00 cap reflecting the USF credit in effect as of July 1, 2002.  Any approved future increases in rates above the $18.00 rate cap for any ILEC shall also be recoverable from the USF under the exact same terms and conditions as approved in the Global Order. . . .

Access Charge Investigation Order at 18, ¶4.  

This Proposal is dependent upon all other aspects of the Pa universal service program and the USF regulations remaining intact, including the recovery of rates above the rate cap into the future, specifically beyond December 31, 2003.  The existing universal service fund, including the recovery of monies under Paragraph 4 of Elements of Proposal above, and regulations promulgated thereunder shall, as provided in the regulations, continue in place until modified by further Commission rulemaking.  



Access Charge Investigation Order at 19, ¶1.



Regulations and Orders by the PUC each provide guidance to the public on how it will carry out its duties. Regulations have the full effect and force of law and are applicable and enforceable against all entities.  Regulations go through a rigorous multi-agency review process before they can become effective. 



 Orders are reviewed by internal legal staff only and give the PUC discretion when dealing with a particular issue/case.  Orders are neither effective nor enforceable against non-parties to the particular case in which the order is issued, although they can be used to provide guidance regarding how the Commission views a particular issue.  For the Commission to create a policy or procedure that is binding on every entity, it must be codified as a regulation and published in the Pennsylvania Code, where anyone searching can expect to find it.



The fact that the PA USF was created by Order but its administration was codified supports a finding that the PA USF was not intended to remain in its initial form permanently but was intended to become permanent later in a form to be established following further investigation.



The difference between a rulemaking and an Order also supports a recommendation that the Commission take whatever actions arise from this Investigation and codify them in a rulemaking.  Under the present system of Commission Orders which is comprised of approvals of settlements and company-specific case decisions, determining what the law is presents a challenge to regular practitioners, as is evident by the level of disagreement among them.  A company or lawyer who has not been practicing before this Commission during the development of telecommunications law for the last twenty years would find the task of determining what the law is to be daunting.



It should not be necessary to review the last ten to twenty years of Commission orders to determine what the rights, expectations and options of the regulated companies are today.  For the Commission to establish the level of transparency in telecommunications regulation that it has pursued in the other industries, the Commission must decide what policy it means to promote and issue a rulemaking which will result in a codified regulation, published where all may find it easily and can rely upon it.  A legal standard which is not consistent, predictable and easy to locate is no standard at all.        



After reviewing these Orders, it is apparent that the PA USF is meant to continue but that the Commission anticipated a scrutiny of the form and use of the fund for its more permanent state.



In the November 15, 2006 Order in this docket, the Commission stated:

If a federal USF were to replace individual state USFs in access charge reform, it is possible that Pennsylvania would be a net-contributor to the federal Fund regarding access charge reform because we have already undertaken reform within our state, and our intrastate access charges are lower than many other states.  Thus, other states would have a greater need to draw from a Federal USF to support a revenue-neutral intrastate access charge reduction.  Probably, the states with higher revenues then would be contributing more to the Fund.  

Order of November 14, 2006 at 11-12.    



Accordingly, this investigation was stayed pending the outcome of the FCC action which was anticipated to be taken within a reasonable period of time.  However, the FCC has not acted, and the parties on the state level still have an expectation that this Commission will.

There is a legitimate concern that state action could hurt the ability of Pennsylvania RLECs to receive federal subsidy monies for reductions.  There is also a legitimate expectation that the PA USF would be operated in its present form temporarily until an investigation could determine whether the fund should be eliminated or transformed into something more permanent.



A discussion at the evidentiary hearing went as follows:

Mr. Cheskis:
Similarly, are you aware that the Federal Communications Commission is currently conducting a proceeding that may force further reductions in intrastate access rates:

Mr. Price:
Not to be flippant, but that’s really a hypothetical.  Yes, there have been proposals before the FCC.  Some of those proposals go back to the 2001 time frame.  As of yet, there’s no black smoke appearing to resolve all this for us.

* * *

Mr. Cheskis:
If the FCC decides to further reduce intrastate access rates, could that also put additional pressure on the basic local service rate in Pennsylvania by requiring additional revenue-neutral rate reductions?

Mr. Price:
Well, without knowing the specifics of the proposal, I guess you could say, yes, it could.  But again, that’s purely hypothetical, because without looking at a particular proposal and the specifics as it relates to Pennsylvania, I don’t think you can say one way or the other.

Tr. 361.



BCAP shares this concern:


As BCAP argued in its Main Brief, now is the time for the Commission to restart an investigation into both access charges and the USF.  The RLECs continue to argue that the PUC should stay the investigation until the FCC acts on intercarrier compensation reform;
 however, the FCC has failed to render a decision in the past five years.  If the RLECs are going to continue undermining the 1648 Petitioners’ expectations that a full investigation on the USF would commence almost five years ago to resolve these important issues, then the 1648 Petitioners should not be blocked from advocating for appropriate positions in this limited proceeding regarding the USF purpose and structure going forward.  As articulated in the Global Order, BCAP and the other 1648 Petitioners expected a complete investigation regarding access charges to be commenced in January 2001.  Then, BCAP and the 1648 Petitioners expected that the USF would expire on December 31, 2003.  Subsequently, in the July 15 Order, BCAP and the other 1648 Petitioners relied on the Commission’s assurances that it would initiate a rulemaking proceeding regarding the USF by December 31, 2004, which has been initiated, but has not fully addressed this topic in nearly five years.  As BCAP explained in its Main Brief, it is time for that investigation to commence to create a properly-structured, competitively-neutral USF for Pennsylvania.

BCAP Reply Brief at 9-10.



The $18.00 rate cap has provided all the things that the PTA/Embarq/OCA advocates:  reasonable, comparable, affordable rates for basic service.  It is important to note, however, that the original $16.00 and the subsequent raise to $18.00 numbers were not derivative of an economic analysis designed to create the perfect rate.  They were the result of settlement, whereby parties and subsequently the Commission agreed that they were acceptable.  If the Commission decides that competition has not yet reached the point where it is controlling the rates in the Commonwealth adequately, and there needs to be a rate cap, then a method for deciding the amount of the cap should be developed and become part of a rulemaking. 



Act 183 of 2004 took effect on November 30, 2004, replacing the existing Chapter 30 in the Public Utility Code in its entirety.  It provides that the terms of a LEC’s Chapter 30 Plan “shall govern the regulation of the local exchange telecommunications company and, consistent with the provision of this chapter, shall supersede any conflicting provisions of this title or other laws of this Commonwealth and shall specifically supersede all provisions of Chapter 13 (relating to rates and rate making) other than section 1301 (relating to rates to be just and reasonable), 1302 (relating to tariffs; filing and inspection), 1303 (relating to adherence to tariffs), 1304 (relating to discrimination in rates), 1305 (relating to advance payment of rates; interest on deposits), 1309 (relating to rates fixed on complaint; investigation of costs of production) and 1312 (relating to refunds).”  66 Pa. Code § 3019(h).  


Although some of the parties have argued that the new Chapter 30 provides that the Commission’s ability to conduct a just and reasonable analysis has been preserved and others have argued that the Commission’s ability has been eliminated, the Commission has already made this determination.  



In its Orders in Dockets I-00040105, P-00981428F1000 and R-00061375, the Commission found that the argument of the D&E Companies averring that the Commission had no authority for oversight of rates for protected and noncompetitive services was misguided.  Chapter 30 provides that an alternative regulation plan supersedes all conflicting laws relating to rates and ratemaking except Section 1301 (relating to rates to be just and reasonable).  In reviewing annual price change filings under alternative regulation, the Commission has the statutory mandate, authority and responsibility to adjudicate whether the proposed rate changes are just, reasonable and non-discriminatory under 66 Pa. C.S. §§ 3019(h), 1301, 1304.  Commonwealth Telephone Company PSI/SPI Filing for Year 2005, No. R-00050551 (Opinion and Order entered August 31, 2005).  


Within this legal structure, the issues are considered. 
(ii).  The Future of the Rate Cap



Prior to enactment of either Chapter 30, an ILEC was afforded an opportunity to recover its material operating expenses and generate a return on its reasonable investment in exchange for its agreement to provide service to a specific territory.  Rate of return regulation was replaced with the Chapter 30 plans, but the duty to serve the specific territory remains.  Tr. 305-308.



The rate cap was initiated in the Global Order in 1999.  As discussed in the Legal Background section of this Recommended Decision, the rate cap is still in effect, with the Commission able to conduct a just and reasonable analysis when and if the proposed rates of an ILEC exceed that cap.  



OCA cites the Access Charge Investigation per Global Order of September 30, 1999, PUC Docket No. M-00021596 (Order entered July 15, 2003) as increasing the $16.00 rate cap on R-1 average rates in the Global Order to $18.00 for a minimum of three years, from January 1, 2004 through December 31, 2006.  The use of “minimum” means that it was not an expiration date.  OCA recommends continuing the rate cap at its present level because it meets the standards of being “both affordable and reasonably comparable to urban rates.”  OCA Reply Brief at 4.  However, OCA recommends that an adjustment mechanism be established which caps the rate for basic local exchange service at 120% of the Verizon PA weighted average residential basic local exchange service rate to ensure comparability.  This cap would be constrained further by the total local telephone bill being no more than 0.75% of the Pennsylvania rural household median income to ensure affordability.  Plugging in available data, the current number is less than $18.00, and therefore, no increase is recommended at this time.  OCA Reply Brief at 5.  



Keeping in mind that the rate cap was established as the other side of the scale to balance the revenue-neutral requirement of access and toll rate reductions, and that the part of the investigation regarding the other side of the scale is still stayed, the evidence and the legal analysis indicates that following the implementation of the Chapter 30 alternative regulation plans of the RLECs, the rate caps are now superfluous.  



The PTA and OSBA attorneys’ discourse at the evidentiary hearing is instructive:

Mr. Gray:
A lot has happened in the telecommunication industry in 11 years, including changes in the law. . . .  now, we’re in a very different place today.

Mr. Kennard:
We are in a different place today, Judge, but these plans by law control a large measure of the outcome of this case.  The PTA witnesses suggestion will continue to state that these were alternative regulatory plans that were in place that became rules.  And it’s our position that some of the parties in this case would like to change those rules, and we are exploring their original input into the development of those rules as to why those rules now exist.  The OSBA supported price cap regulation, did not like rate-of-return regulation, offered that there should be protections provided and that would be sufficient.  That is what the plan said, though.  . . .

Mr. Gray:
Well, Your Honor, that, Mr. Kennard makes an excellent point.  The rural ILECs have amended Chapter 30 plans and Chapter 30 very clearly states that those plans set forth the rules.  To use an old phrase, those plans speak for themselves. . . .

Tr. 160-161.


OSBA argues that there is no cap unless it is called for in a rural ILEC’s Chapter 30 Plan, Verizon argues that the caps expired, and the PTA/OCA/Embarq contingent argue that there should be a continuation of the present cap with an option for raising it in the future.



Chapter 30 provides that formulas in the rural ILECs’ Chapter 30 Plans are the only way that rates can be set, but Section 3015(g) provides:

(g)
Rate change limitations –Nothing in this chapter shall be construed to limit the requirement of section 1301 (relating to rates to be just and reasonable) that rates shall be just and reasonable.  The annual rate change limitations set forth in a local exchange telecommunications company’s effective commission-approved alternative form of regulation plan or any other commission-approved annual rate change limitation shall remain applicable and shall be deemed just and reasonable under section1301.

66 Pa. C.S. § 3015(g).



The “limitations” of this section are on a rural ILEC’s ability to change its rates, which limitations are clearly to be within the confines of a finding of “just and reasonable,” as determined by the Commission.  The important language is that the enactment of Chapter 30 preserves “any other commission-approved annual rate change limitation,” and this would include prior Commission Orders setting, raising or reinforcing a rate cap.  The Global Order and Access Reform Order establish and increase the rate cap.  No order has been issued which repeals it, and therefore, it exists as preserved under Section 3015(g).  



PTA/Embarq do not advocate raising the cap at this time.  OCA does not advocate raising it but does advocate the adoption of a mechanism which would result in the raising of the cap in the future when circumstances warrant it.  Verizon/AT&T/Comcast recommend allowing the cap to increase with the rate of inflation, consistent with the allowed rate changes in the Chapter 30 Plans.   



What this section of Chapter 30 does NOT do is codify the rate caps into law as is argued by PTA.  The section merely recognizes that the Commission has the authority to approve a limitation on the annual rate change allowed by the RLEC’s Chapter 30 plan.  By its plain language, the statute does not institutionalize the existing cap.  If the Legislature had intended such a result, it would have placed specific wording in the statute.  Following the PTA argument to its natural conclusion would mean that the Legislature intended a permanent rate cap at the existing cap -- $18.00 forever, or until the Legislature amended the statute, since there is no expiration date on this provision.  This would defy both logic and the principles of statutory construction.  A claim that this section codifies an existing rate cap is not realistic and certainly not supported by the wording of the section itself.
  


(iii).  The Nature of the PA USF of the Future



The parties to this Investigation will not agree on what the Fund should be.  To their credit, all parties recognize a use for it in terms of promoting universal service.  However, there are very different stands on how to accomplish this goal.  



On one side, the rural ILECs are faced with providing carrier of last resort service to citizens located in some of the remotest areas of the Commonwealth while competing with the newer technologies in the form of VoIP and wireless services.  These companies insist that the rates should remain capped since raising them would create a disadvantage while faced with the unregulated wireless and VoIP providers as competition.
  At the same time, the companies may require revenue above what is provided by rates under the caps, so they claim the right to take the difference from the PA USF.  In this way, the RLECs believe that the goal of universal service is best met since all ratepayers in the Commonwealth are contributing to its cost.



On the other side are the contributors to the PA USF, who have traditionally paid the higher access charges and who continue to pay into the PA USF in order to reduce those access charges.  They expected to make these payments until competition was established in the Commonwealth, and until the Chapter 30 plans of the RLECs dictated rate structure – not forever.  They claim that the RLECs want the best of both regulatory worlds:  to have all the guarantees of a traditional regulatory model with all the freedoms of the alternative regulation plan.  The problem with the RLEC approach is that there is no incentive for management to be efficient because they would be guaranteed an ever-increasing revenue stream through funding from other carriers through the USF, Tr. 316, while collecting money from the ratepayers of other companies.  



As the OSBA witness testified:


Generalized support programs in today’s open market should end.  You can’t have competition and at the same time provide general subsidies.  That is simply a tax on one group of consumers to support another group of consumers without any voice in how or why the first group is being taxed.  Universal service funds in today’s market are not sustainable, enforceable or held to any real accountability standard.  Why should small ILECs make excess profits while ratepayers of other ILECs are supporting their operations?  How can competitors enter these markets when they can’t get these subsidies to support their consumers?  The answer is to allow the market to work and end company subsidies.

OSBA Stmt. 1 at 12.



In addition, “OCA testimony may suggest a need for a State program for low-income consumers, but the possible need for a targeted State program does not support continuation of the cap.”  OSBA Stmt. 2 at 3.  “The affordability standard relates the price of telephone services to income levels, yet the OCA wants the cap applied to every customer no matter what that customer’s income (Colton p. 20).  Assuming that there is some rate for telephone service which is a “burden” relative to income, the subsidy should be directed to the low-income consumer and not to all consumers.  However, by capping the rates of all residential customers, the OCA treats all residential customers as though they are low-income.”  OSBA Stmt. 2 at 9-10. 


Rural consumers are finding reasonably comparable services and rates from competitive suppliers that don’t have rate caps and don’t get subsidies.  Continuing the cap continues the subsidy, i.e., a subsidy that is paid by other ratepayers and competitors.  In fact, the subsidy could be keeping out competitors.  These competitors can offer comparable services and new services and may have lower cost operations than the rural ILECs.  The PUC should protect competition, not ILECs.  The continuation of the cap, and the general subsidy provided by the PAUSF, protect ILECs from competition.

OSBA Stmt. 2 at 4-5.



PTA Witness Laffey testified that the dates included in the Commission orders were not meant to result in expiration of the rate caps or the PA USF unless other actions had been taken.  The dates were “triggers intended to compel further Commission action in continuing the process of rate reformation and the development of a permanent universal service funding mechanism.  They were not dates for termination and elimination of the PAUSF without further resolution of the trilogy of issues the FCC and the Commission had determined were necessary to complete the transition from a fully regulated to a competitive environment.”  PTA Stmt. 1R at 39. A review of the Commission Orders supports this statement.  See Global Order and Access Charge Investigation Order excerpts, supra.



There is a basic disagreement among the parties regarding the definition of what basic universal service should be in Pennsylvania.  The OCA believes that it means the provision of service to all those who rely upon basic local exchange service and may have no other option, which makes it vital that the consumer protections offered by a rate cap and the PA USF be preserved.  They advocate the continuation of a system which keeps rates comparable from company to company albeit through a system designed to charge customers from one company in order to subsidize other companies.  AT&T, Verizon and Comcast believe that universal service means that the rural ILECS should charge the rates necessary to garner the revenue needed to survive and then target for assistance those low-income customers who would have difficulty paying the rates.  PTA/Embarq believe that universal service means subsidizing the rates of the RLECs who are charged with providing service in rural areas in order to keep the rates of the RLECs comparable to Verizon’s rural rates.  



The OCA cites the federal statutes requiring that consumers in rural and high cost areas have access to telecommunications services that “are reasonably comparable to those services provided in urban areas and that are available at rates that are reasonably comparable to rates charged for similar services in urban areas.”  47 U.S.C. § 254(b)(3).  In addition, “quality services should be available at just, reasonable and affordable rates.”  47 U.S.C. § 254(b)(1).  Based on these federal requirements, the OCA sets forth a state regulatory plan for comparable and affordable rates.  

The federal statute reads as follows:

TITLE 47. TELEGRAPHS, TELEPHONES, AND RADIOTELEGRAPHS  
CHAPTER 5. WIRE OR RADIO COMMUNICATION  
COMMON CARRIERS  
DEVELOPMENT OF COMPETITIVE MARKETS 


§ 254.  Universal service 
(b) Universal service principles. The Joint Board and the Commission shall base policies for the preservation and advancement of universal service on the following principles:


   (1) Quality and rates. Quality services should be available at just, reasonable, and affordable rates.


   (2) Access to advanced services. Access to advanced telecommunications and information services should be provided in all regions of the Nation.


   (3) Access in rural and high cost areas. Consumers in all regions of the Nation, including low-income consumers and those in rural, insular, and high cost areas, should have access to telecommunications and information services, including interexchange services and advanced telecommunications and information services, that are reasonably comparable to those services provided in urban areas and that are available at rates that are reasonably comparable to rates charged for similar services in urban areas.


   (4) Equitable and nondiscriminatory contributions. All providers of telecommunications services should make an equitable and nondiscriminatory contribution to the preservation and advancement of universal service.


   (5) Specific and predictable support mechanisms. There should be specific, predictable and sufficient Federal and State mechanisms to preserve and advance universal service.


   (6) Access to advanced telecommunications services for schools, health care, and libraries. Elementary and secondary schools and classrooms, health care providers, and libraries should have access to advanced telecommunications services as described in subsection (h).


   (7) Additional principles. Such other principles as the Joint Board and the Commission determine are necessary and appropriate for the protection of the public interest, convenience, and necessity and are consistent with this Act [47 USCS §§ 151 et seq.].47 U.S.C. § 254 (emphasis added).



Note that this is the standard for the federal universal service fund, not the state.  The repeated  use of the word “should” is a clear acknowledgement that absolute adherence to this standard may not be possible.  It is a goal rather than a requirement.  Clearly, the RLECs must meet the federal standards.  However, there is no actual requirement that the state USF meet the standard set forth, just that a state fund not be inconsistent with the federal requirements.  
 



OCA and the RLECs advocate fashioning the Pennsylvania USF and rate caps to conform to federal guidelines.  While full compliance with federal requirements for participation in the federal USF is a concern for the RLECs, it has no bearing on the rural ILECs’ receipt of funding from the PA USF.  See AT&T’s Reply Brief at 7-12.
  




Another important factor to note is that the federal statute appears under the heading “Development of Competitive Markets,” which is a clear indication that there is an expectation of competition.  Section 253 discusses the “Removal of barriers to entry,” 47 U.S. C. § 253, which presents two important provisions:  (1) the prohibition against any state or local statute which would have the effect of barring the ability of any entity to provide any interstate or intrastate telecommunications service, and (2) the acknowledgement of the states’ ability to impose requirements necessary to preserve and advance universal service, protect the public safety and welfare, ensure the continued quality of telecommunications services, and safeguard the rights of consumers on a competitively neutral basis.  47 U.S. C. § 253(a), (b).  Thus, traditional consumer protections are still within the realm of the states, but the development of a competitive telecommunications market is a national goal.  



The parties recognize that the federal statute promotes universal service and competition simultaneously, and they advocate different ways of pursuing these goals.  



The OCA plan will institutionalize the present fund and will keep RLEC rates comparable to Verizon PA rates -- as long as the Commission requires Verizon’s customers as well as those of the other contributors to the Fund to subsidize RLEC services.  The OCA plan will promote the goals of universal service in providing affordability and comparability but does not promote competition.     



The PTA/Embarq point of view is that the benefits received under the Commission settlements which were reached prior to the enactment of Act 183 should continue, in addition to the benefits which the companies give to themselves under their Chapter 30 plans. 


The parties rely on the intent of the Pennsylvania statute and choose portions which support their arguments.  To provide a balanced perspective, the entire section is included here:

§ 3011.  Declaration of policy

The General Assembly finds and declares that it is the policy of the Commonwealth to:


(1)
Strike a balance between mandated deployment and market-driven deployment of broadband facilities and advanced services throughout this Commonwealth and to continue alternative regulation of local exchange telecommunications companies.


(2)
Maintained universal telecommunications service at affordable rates while encouraging the accelerated provision of advanced services and deployment of a universally available, state-of-the-art, interactive broadband telecommunications network in rural, suburban into urban areas, including deployment of broadband facilities in or adjacent to public rights-of-way abutting public schools, including the administrative offices supporting public schools, industrial parks and health-care facilities.


(3)
Ensure that customers pay only reasonable charges for protected services which shall be available on a nondiscriminatory basis.


(4)
Ensure that rates for protected services do not subsidize the competitive ventures of telecommunications carriers.


(5)
Provide diversity in the supply all the existing and future telecommunications services and products in telecommunications markets throughout this Commonwealth by ensuring that rates, terms and conditions for protected services are reasonable and do not impede the development of competition.


(6)
Ensure the efficient delivery of technological advances in its new services throughout this Commonwealth in order to improve the quality of life for all Commonwealth residents.


(7)
Encourage the provision of telecommunications products and services that enhance the quality of life of people with disabilities.


(8)
Promote and encourage the provision of competitive services by a variety of service providers on equal terms throughout all geographic areas of this Commonwealth without jeopardizing the provision of universal telecommunications service at affordable rates.



(9)
Encourage the competitive supply of any service in any region where there is market demand.


(10)
Encourage joint ventures between local exchange telecommunications companies and other entities where such joint ventures accelerate comic improve or otherwise assessed a local exchange telecommunications company in implementing its network modernization plan.


(11)
Established a bona fide retail request program to aggregate and make advanced services available in areas where sufficient market demand exists and to supplement existing network modernization plans.


(12)
Promote and encourage the provision of advanced services and broadband deployment in the service territories of local exchange telecommunications companies without jeopardizing the provision of universal service.


(13)
Recognize that the regulatory obligations imposed upon the incumbent local exchange telecommunications companies should be reduced to levels more consistent with those imposed upon competing alternative service providers.  66 Pa. C.S. § 3011.



This statutory section is the statement of the “policy of Pennsylvania,” which is a list of goals to be pursued in the implementation of the statute itself.  This section makes it clear that universal service, albeit undefined in the statute, shares the status of importance with competition, broadband deployment and affordability.  



The Commission’s Universal Service Fund Regulations explain the Fund’s purpose:

§ 63.161. Statement of purpose and policy.

 On July 8, 1993, the General Assembly enacted 66 Pa.C.S. Chapter 30 (relating to alternative form of regulation of telecommunications services) which provides for the regulatory reform of the telephone industry in this Commonwealth.

   (1)  The General Assembly’s first declaration of policy in Chapter 30 is to ‘‘[m]aintain universal telecommunications services at affordable rates while encouraging the accelerated deployment of a universally available state-of-the-art, interactive, public switched broadband telecommunications network in rural, suburban and urban areas.’’ See 66 Pa.C.S. §  3001(1) (relating to declaration of policy). 

   (2)  The General Assembly assigned to the Commission and this Commonwealth’s telecommunications providers responsibility for assuring and maintaining universal service in this Commonwealth. Given an increasingly competitive telecommunications marketplace, it is necessary to establish a competitively-neutral universal service funding mechanism to assure and maintain universal service and to promote the development of competition in telecommunications markets throughout this Commonwealth.

   (3)  The purpose of the Fund is to maintain the affordability of local service rates for end-user customers while allowing rural telephone companies to reduce access charges and intraLATA toll rates, on a revenue-neutral basis, thereby encouraging greater competition. 

52 Pa. Code §§ 63.161-63.171 (emphasis added).



From the content of this statement, it is clear that the intent of the Commission in establishing the USF was to ensure that telecommunications companies could offer affordable basic service to their customers while a competitive market develops and matures.  Subparagraph (3) specifically states that the goal is to allow rural telephone companies to reduce access charges and toll rates – which is an implicit recognition that competition is adversely affected when telecommunications companies charge each other higher access rates in order to keep the consumer rates artificially low.  The Fund is meant to make up the loss of revenue which would have been received in access charges.  The regulations do not address whether RLECs could draw upon the USF to compensate them for not raising basic rates when their own circumstances justify revenue increases.  The PA USF regulations do not mention rate caps at all.



As AT&T testimony states:


When the Commission first established the PaUSF in 1999, it recognized that as Pennsylvania moved towards a fully competitive environment, cross subsidization should not and could not last indefinitely.  In fact, the Commission specifically planned to eliminate the PaUSF by the end of 2003.
 As the Commission noted in 2004, “The Fund was conceived to be an interim funding mechanism operating during the period of access charge reform.  According to the Commission’s Order establishing the Fund, it was originally scheduled to expire on December 31, 2003.
 Even in its Order initiating this case, the Commission stated that, “At some point, the system of the PaUSF whereby other operating companies in the Commonwealth support the incumbent rural ILECs during what is supposed to be a transitory time between local telephone monopolies into competitive markets must be reexamined.”
  Regardless of when the Commission follows through on its promise to eliminate the PaUSF, the Commission should definitely not increase the PaUSF in this proceeding solely to fund rural ILECs’ network modernization which the Legislature has funded through other means.  Any such decision would be contrary to the Legislature’s intent, contrary to this Commission’s prior orders and, most importantly, contrary to the interest of Pennsylvania consumers who stand to gain the most when competition is full, fair, and untainted by regulatory tinkering that distorts the market.

AT&T Stmt. 1.0 at 18-19.



However, OCA points out that when the first rate cap of $16.00 was implemented in the Global Order, there were three small companies whose rates were already above the rate cap.  The customers of those three companies were immediately given a credit on their bill that reduced their basic local service to $16.00.  OCA Reply Brief at 15.  In addition, OCA presented evidence that the Pymatuning Independent Telephone Company, Mahanoy and Mahantango Telephone Company and Sugar Valley Telephone Company have each been receiving funds from the Pa USF as part of the Global Order.  These payments are not to offset access or toll rated reductions but to maintain the residential rate cap.  OCA Reply Brief at 17; OCA Schd RDC-4.  Therefore, it is clear that permitting RLECs to draw upon the USF for increased revenue entitlements would not be a new use for the Fund.     





In fact, what OCA has shown is that the Global Order anticipated that the rate cap would be carried out in part by the rural ILECs’ drawing on the PA USF where their required revenues exceeded the rate cap when the revenue requirement was short-changed by reduced access rates.  This provision would be in effect until a Commission Order or another law superseded it.  This supersession occurred when Act 183 was enacted and rate caps were replaced by the annual price changes permitted by the Chapter 30 plans.  



The PTA/Embarq/OCA position is that the RLECs are entitled to the rate caps with accompanying PA USF withdrawals provided by the Global Order as well as the inflation adjustments provided by Chapter 30.  OCA believes that this approach will maintain the comparability and affordability standards, even if this requires some adjustment to the PA USF in the future.  OCA Main Brief at 58.  While this approach certainly would maintain the standards, it would do so at the expense of the contributor carrier ratepayers and competition in general.  


The PA USF is a fund which exists because the ratepayers of other telecommunications providers have paid the money, unwittingly, as a hidden tax.  It is not “free money” to be plundered at will and without concern for its origins or for whether it is the best use of the money.  All parties agree that the concept of universal service is a worthy one.  This fund should be reconstructed to provide assistance to those customers who need it, and for those companies who can meet a stringent test for determining that they serve an area whose costs are so high that the company itself deserves extra help for that area alone.  



At some point, the market is meant to rely on competition to keep rates affordable.  Institutionalizing the PA USF in its present form to provide subsidies to companies who do not have to prove need will not assist the market in reaching its goals and will, instead, provide barriers to entry for new carriers.  



Looking back over the Commission’s Orders leading up to this Investigation, it is clear that there was no expectation by the Commission that the PA USF would be institutionalized in its present form, nor that the ultimate PA USF would be used to compensate telecommunications carriers for the difference between their Chapter 30 Plan allowed increases and the $18.00 rate cap.  The PA USF anticipated in the Global Order was intended to be an interim measure for easing rural ILECs away from high access charges by compensating them for the difference which competition  introduced into the market.  That “interim measure” has continued for ten years, and that is considerably longer than the Order anticipated.  The parties to that litigation, as well as the parties to the Access Charge Investigation were agreeable to settlement because they believed that the Commission would institute and litigate an investigation which would address and handle the PA USF and access charge issues in a timely manner.  The Commission recognizes that settlements are preferable to litigated results, but if the companies are expected to enter settlements in the future, the Commission needs to institute a rulemaking which institutionalizes the PA USF in a final form.



As AT&T points out,

The evidence shows that the number of “people” without competitive options is consistently decreasing, yet OCA and the RLECs want to continue to subsidize every single one of the RLECs’ customers, and . . . even want to subsidize the RLECs for customers the RLECs don’t even serve anymore.  Again, the RLEC and OCA “solutions” are not about protecting customers, but are about protecting the RLECs’ revenue streams.  That is wholly inappropriate, contrary to the best interests of Pennsylvania consumers, and should be rejected.

AT&T Reply Brief at 2-3.



The form of the PA USF is a matter of public policy and properly left to the Commission.  The OCA recommends that it be institutionalized in its present form to keep rates comparable and affordable, consistent with the form of the federal USF.  Since the federal USF exists, there is no real need to mirror it.  Therefore, the Commission is free to design its PA USF in a form which suits the needs of the Commonwealth.  



Penetration of telecommunications, including wire, wireless, cable and VoIP, has reached 97% in Pennsylvania.  This is either a wonderful achievement for which all carriers should be congratulated, or a way of recognizing that 150,000 people still do not have a means of communicating telephonically, depending on the point of view advocated.  Reconfiguration of the Fund to provide assistance to low-income customers, as well as assistance to those rural ILECs who can show that their specific circumstances in a particular area merit it, would be an approach which targets the problems.  This would be consistent with the CAP programs currently used by other fixed utilities.  The funding for this new PA USF should be by a labeled surcharge on the bills of customers to retain the “transparency” that this Commission values.   



The AT&T conclusion provides an accurate summary:


The evidence demonstrates that the conundrum the Commission initially thought it was faced with as a result of the issues in this case is one that can be easily resolved while still preserving the goals of universal service and promoting a fully competitive environment.  With respect to the basic local service rate cap, there are fewer and fewer customers who are purchasing basic local service anymore, which means there is no longer a need to protect all of the RLEC’s customers -- the protection should be much more targeted to those customers who really need it.  In addition, the evidence shows that competition is already providing an effective “cap” on rates the RLECs charge their customers, and there is no need for the Commission to continue to maintain an artificial rate cap. . . .  With respect to the PA USF, expanding the PA USF in order to fund the RLECs’ network modernization commitments would be contrary to purpose of the fund, contrary to the regulations establishing the fund, contrary to the legislation, and would be anti-competitive.  If anything, the Commission should abolish the fund in its current form, and should establish a fund that is actually directed at protecting low-income consumers, or those consumers who are truly in rural, high cost areas.  

AT&T Main Brief at 30. 



To this end, the Commission should open a rulemaking which proposes changes to its universal service regulations to reflect the Commission’s policy regarding universal service in Pennsylvania.  Pending the outcome of the rulemaking, the RLECs should neither be held to an $18.00 rate cap nor should they be permitted to take funding from the PA USF in order to obtain the revenues which would represent the difference between the $18.00 and their Chapter 30 plan entitlements.  Rather, they should be permitted to raise rates consistent with their Chapter 30 plans, with the Commission performing a just and reasonable analysis where the raise is not consistent.

F.  CONCLUSIONS OF LAW



1.
The settlement plan that created the USF relied on a $16 residential rate level as a point of reference.  It required carriers to reduce their access and toll rates and increase their local rates if they were below a certain level, but also allowed three RLECs that had residential rates over $16 to reduce those rates and receive a contribution from the USF to replace that revenue.  Global Order slip op. at 192.



2.
The interim funding mechanism was created to function until December 31, 2003 or until the subsequent investigation develops a new process.  Global Order, slip op. at 146.  



3.
A subsequent settlement increased the monthly cap to $18.00 for a minimum three year period through December 31, 2006.  Access Charge Investigation per Global Order of September 30, 1999, PUC Docket No. M-00021596 (Opinion and Order entered May 5, 2003).



4.
An RLEC electing alternative regulation must have an alternative regulation plan approved by the Commission.  66 Pa. C.S. Chapter 30.



5.
Under alternative regulation, an RLEC’s overall revenue from noncompetitive services can be increased each year based on the change in the rate of inflation.  66 Pa. C.S. Chapter 30.



6.
The alternative regulation plans contain an inflation-based formula that calculates an allowable increase to annual revenue from noncompetitive services, based on the previous year’s noncompetitive revenue and the change in the rate of inflation from the prior year.  The carrier typically makes a price change filing each year presenting its calculation of the allowed overall revenue increase and detailing the changes to rates for noncompetitive services from which it proposes to secure the additional revenue.  Carriers also have the option to bank the revenue opportunity for future use.  66 Pa. C.S.  Chapter 30.



7.
Preservation or protection of the ILECs’ revenues and profits, however, should not be confused with achievement of universal service goals.  Universal service refers to the ability of end-users to obtain reasonably-priced telecommunications services.  ILECs can be protected in many ways that will not benefit consumers, and conversely consumers can be helped in many ways that will not benefit carriers.  Comcast Stmt.1.0 at 6.  



8.
Sections 1301 and 3015(g) of the Public Utility Code preserves the Commission’s authority to conduct a just and reasonable analysis on ILEC rates.  66 Pa. C.S. §§ 1301, 3015(g).


9.
The Commission promulgated regulations regarding the administration of the PA USF.  52 Pa. Code §§ 63.161-171.



10.
A regulation promulgated under the agency’s statutory authority is to administer a statute or prescribe the practice or procedure before the agency.  1 Pa. Code §1.4(3).



11.
The Access Charge Investigation called for the continuation of the rate cap until modified by further Commission rulemaking.  Access Charge Investigation per Global Order of September 30, 1999, PUC Docket Nos. M-00021596, P-00991648, P-00991649.  



12.
Federal law regarding universal service appears at 47 U.S.C. § 254.



13.
Pennsylvania law regarding telecommunications policy is set forth in 66 Pa. C.S. § 3011.



14.
Pennsylvania USF regulations appear at 52 pa. Code §§ 63.161-63.171.


G.  RECOMMENDED ORDER


THEREFORE,



IT IS RECOMMENDED:



1.
That the Consolidated Transcript Corrections submitted by the parties are adopted and incorporated into the record.



2.
That the Commission shall institute a rulemaking for the purpose of defining the specific form of the Pennsylvania Universal Service Fund and its uses.



3.
That the Law Bureau be directed to prepare the advance notice of proposed rulemaking within six months of the effective date of this Order.



4.
That the Commission Order be served upon each certificated telecommunications carrier in the Commonwealth.

Dated:  July 22, 2009




_____________________________








Susan D. Colwell








Administrative Law Judge 
APPENDIX A

63.161. Statement of purpose and policy.

 On July 8, 1993, the General Assembly enacted 66 Pa.C.S. Chapter 30 (relating to alternative form of regulation of telecommunications services) which provides for the regulatory reform of the telephone industry in this Commonwealth. 

   (1)  The General Assembly’s first declaration of policy in Chapter 30 is to ‘‘[m]aintain universal telecommunications services at affordable rates while encouraging the accelerated deployment of a universally available state-of-the-art, interactive, public switched broadband telecommunications network in rural, suburban and urban areas.’’ See 66 Pa.C.S. §  3001(1) (relating to declaration of policy). 

   (2)  The General Assembly assigned to the Commission and this Commonwealth’s telecommunications providers responsibility for assuring and maintaining universal service in this Commonwealth. Given an increasingly competitive telecommunications marketplace, it is necessary to establish a competitively-neutral universal service funding mechanism to assure and maintain universal service and to promote the development of competition in telecommunications markets throughout this Commonwealth. 

(3) The purpose of the Fund is to maintain the affordability of local service rates for end-user customers while allowing rural telephone companies to reduce access charges and intraLATA toll rates, on a revenue-neutral basis, thereby encouraging greater competition. 

§ 63.162. Definitions.

 The following words and terms, when used in this subchapter, have the following meanings, unless the context clearly indicates otherwise: 

   Assessment rate—The percentage rate which when multiplied by each contributing telecommunications provider’s total intraState end-user telecommunications retail revenue for the prior month will determine that provider’s monthly contribution to the annual Fund budget. The assessment rate is computed annually under §  63.165 (relating to calculation of contributions). 

   Basic universal service—An evolving set of telephone services, as defined by the Commission, which represents the set of services essential for a resident of this Commonwealth to participate in modern society at any point in time. 

   Contributing telecommunications providers—Telecommunications carriers that provide intraState telecommunications services. Whether a provider or class of providers is a telecommunications carrier will be determined based upon whether the provider or class of providers is considered a telecommunications carrier under Federal law as interpreted by the Federal Communications Commission except that wireless carriers are exempt from this subchapter under 66 Pa.C.S. §  102(2)(IV) (relating to definitions). 

   End-user revenue—Revenues received from telecommunications subscribers who consume the final service unadjusted for any expense or other purpose. Total intrastate end-user telecommunications retail revenue does not include those revenues received from access, resale (toll or local), or the sale of unbundled network elements or other services which are essentially wholesale in nature. 

   Fund—The Universal Service Fund. 

   Fund recipient—An entity which receives funds from the Fund. Incumbent local exchange carriers operating in this Commonwealth, with the exception of Verizon Pennsylvania and Verizon North, Inc. are eligible Fund recipients. 

   Local service provider—A telecommunications company to which retail customers subscribe for basic universal service. 

§ 63.163. Universal service fund administration.

 (a)  The Commission will designate within the context of a competitive bidding process a third-party administrator and a fund auditor to maintain and audit the Fund consistent with this subchapter. 

(b) The Fund shall be administered in a manner ensuring that the Fund is exempt from State, Federal, and local taxes. The Fund administrator shall seek tax exempt status from the Internal Revenue Service. 

 (c)  The Fund shall be established and kept separate from any other Commonwealth general fund. 

 (d)  The administrator shall be responsible for assessing contributing telecommunications providers for contributions to the Fund as provided for in §  63.165 (relating to calculation of contributions).  The administrator shall also be responsible for receiving contributions, validating contributions and distributing payments to fund recipients. 

 (e)  The administrator shall file with the Commission by September 1 of each year an annual report which shall include an income statement of the Fund’s activity for the preceding calendar year, a list of recommendations pertaining to operations of the Fund, and a proposed budget and assessment rates for the upcoming year.  A copy of the report will be served contemporaneously upon the Office of Consumer Advocate, Office of Small Business Advocate and all telecommunications carriers participating in the Fund. 

 (f)  Interested parties shall be provided the opportunity to file comments to the administrator’s report within 30 days of its submission to the Commission.  Replies to comments shall be filed within 15 days thereafter.  Comments should be addressed to the Pennsylvania Public Utility Commission’s Secretary’s Bureau, Post Office Box 3265, Harrisburg, Pennsylvania 17105-3265. The comments should be filed at Docket No. M-00001337. 

§ 63.164. Commission oversight.

 The Commission will issue an order within 90 days of receipt of the administrator’s annual report, which establishes the size of the Fund, a budget, assessment rate for contributing telecommunications providers, and administrative guidelines for the upcoming calendar year. 

§ 63.165. Calculation of contributions.

 (a)  Contributing telecommunications providers shall submit an affidavit to the administrator by March 31 of each year, identifying the provider’s total intrastate end-user telecommunications retail revenue for the previous calendar year. A copy shall be served upon the Commission. 

 (b)  In determining the annual assessment rate, the administrator will utilize the following calculation: 

 W + X + Y + Z x B = C
 A 12

 W = Increase in funding requirement due to growth in access lines of recipient carriers. W equals the access line growth percentage for each recipient carrier multiplied by each recipient carriers’ prior year net support (prior year funding minus prior year payment). The individual recipient carriers’ required fund increases are totaled to yield W. W = ALG x (PYF-PYP).

 X = Prior year’s size of fund minus the estimated surplus from the prior year or plus any shortfall from the prior year.

 Y = Surcharge for uncollectables is 1% times (X + W).

 Z = Commission approved administrative and auditing expenses.

 A = Aggregate Statewide end-user intraState retail revenue of all contributing telecommunications providers for the previous calendar year.

 B = Individual contributing telecommunications provider’s end-user intra-state retail revenue for the prior calendar year.

 C = Individual contributing telecommunications provider’s monthly contribution.

 (c)  To the extent the funding received from providers in any 1 year exceeds the disbursements required for the Fund plus the cost of administering the Fund (including 1% of the total size of the Fund to cover delinquent accounts and contingencies), the excess shall remain in the Fund, and the subsequent year’s Fund size reduced by that surplus.

§ 63.166. Administrator criteria.

 The administrator shall meet the following criteria:

   (1)  The administrator shall be neutral, impartial and independent from telecommunications service providers operating in this Commonwealth.

   (2)  The administrator may not advocate specific positions before the Commission in nonuniversal service administrative proceedings related to telecommunications issues. 

   (3)  The administrator may not be an affiliate of any provider of telecommunications services. The administrator may not be closely associated with any provider of telecommunications services in a dependent or subordinate position. 

   (4)  If the administrator has a board of directors that includes members with direct financial interests in entities that contribute to or receive support from the Fund, no more than a third of the board members may represent any one category (for example, local exchange carriers or interexchange carriers) of contributing carriers or support recipients, and the Board’s composition shall reflect the broad base of contributors to and recipients of Fund assets. For purposes of this restriction, a direct financial interest exists when the administrator or Board member:

     (i)   Is an employee of a telecommunications carrier. 

     (ii)   Owns any equity interests in bonds or equity instruments issued by any telecommunications carrier. 

     (iii)   Owns mutual funds that invest more than 50% of its assets in telecommunications securities. 

   (5)  If the administrator’s board composition changes during its contractual period, the administrator shall notify the Commission immediately.

§ 63.167. Administrator’s duties.

 The administrator shall have the following duties:

(1) Maintain a database to track contributing telecommunications providers. 

   (2)  Develop Commission-approved forms which all telecommunications service providers will submit to the administrator on a monthly basis with their monthly contributions.

   (3)  Review the completed forms to ensure completeness and accuracy of reported revenue and Fund assessments and contact providers whose accounts contain unexplained variances in reported revenues or Fund assessments.

   (4)  Assess late-payment charges of 1.5% per month pro rata per diem on contributions that are 30 days or more past due. 

   (5)  Send initial notices of delinquency to delinquent contributors when a payment is 30 days past due and follow up with at least one subsequent written notice, phone call, or both, to the contributor to pursue collection of Fund payments that are 60 days past due.

(6) Maintain logs of notices to delinquent contributors and refer to the Commission for further enforcement, on a monthly basis, all accounts more than 90-days past due.

   (7)  Immediately inform the Commission if the administrator has reason to believe that a contributing telecommunications provider has submitted false information to the administrator with the intent of obtaining fraudulent funding or underreported end-user revenue, or if any other irregularity occurs in the operation or administration of the Fund. Penalties that will be assessed to the contributing telecommunications provider are addressed in §  63.171 (relating to enforcement).

   (8)  Invest Fund moneys in interest-bearing instruments designed to minimize risk of loss while providing maximum liquidity. Return on investment shall be placed into the Fund. Permitted investments include:

     (i)   Marketable obligations directly and fully guaranteed by the United States government.

     (ii)   Federally-insured checking, money market accounts or certificates of deposit.

     (iii)   Other accounts expressly approved by the Commission.

(9) Promptly advise the Commission if the administrator projects any potential Fund shortfall or if Fund disbursements exceed receipts in a given month.

   (10)  In January of each year, mail reporting forms to each contributing telecommunications provider to acquire appropriate data to determine the following:

(i) Each contributing telecommunications provider’s intraState end-user telecommunications retail revenue for the prior calendar year.

(ii) The Fund recipients’ access line growth which translates into a dollar amount increase in the size of the next year’s Fund.

     (iii)   Aggregate Statewide end-user intraState retail revenue of all contributing telecommunications providers for the previous calendar year.

     (iv)   Each contributing telecommunications provider’s contribution for the following calendar year.

   (11)  Cooperate with the auditor selected by the Commission and provide data and information reasonably required to support audit activities.

(12) Promptly respond to Commission requests for information pertaining to Fund administration.

(13) Maintain adequate principal liability insurance coverage, criminal liability coverage, and a sufficient umbrella liability policy.

(14) Prepare reports of Fund activity for the Commission on a monthly basis detailing carrier assessments, delinquent payers, late-payment charges, fund disbursements, interest earned and cumulative results.

   (15)  Maintain records by contributor and by recipient.

   (16)  Provide additional reports as requested by the Commission.

   (17)  Maintain a statement of financial condition (balance sheet) and income statement for the total fund, and a sources and uses of funds statement, which will tie to the total Fund income statement.

   (18)  Deliver the balance sheet, income statement, and sources and uses of funds statement to the Fund auditor by May 1 of each year so that the auditor may prepare its report.

   (19)  Maintain a system of internal controls. 

   (20)  Consider the auditor’s report in preparing the annual report for submission to the Commission and include any undercollections or overcollections identified by the audit report in developing a proposed budget for the upcoming fiscal year. 

   (21)  Submit the administrator’s annual report by September 1 or 60 days following receipt of the audit report, whichever is later. 

   (22)  With prior Commission approval, borrow monies to cover the short-term liabilities of the Fund caused by undercollections.

   (23)  At least 60 days before short-term borrowing is necessary, the administrator shall provide formal notice to the Commission which identifies the amount, the proposed lending source and the terms and conditions of the loan.

   (24)  Comply with the contract and Commission orders. Any dispute between the administrator and any contributing telecommunications provider shall be submitted to the Commission for resolution.

   (25)  Have access to the books of account of all telecommunications service providers to the limited extent necessary to verify their intraState end-user telecommunications retail revenues and other information used by the administrator in determining assessments and disbursements for the Fund. 

   (26)  Treat competitive and financial information received as confidential and proprietary and only release that information upon order of the Commission.

(27) Operate on a fiscal year which shall be the same as the calendar year.

§ 63.168. Auditor’s duties.

 (a)  An independent external auditor chosen by the Commission will audit the Fund records covering both collections and disbursements for the fiscal year. The costs for conducting audits will be included in the computation of Fund requirements. Thereafter, an audit of the Fund collections and disbursements will be done annually. 

 (b)  Following the audit, the Fund auditor will prepare and submit a report to the Commission and the administrator by July 1 of each year. The audit report should make recommendations regarding the finances of the Fund and should identify undercollections or overcollections experienced by the Fund in the previous year. 

§ 63.169. Collection of universal service fund contributions.

 (a)  At the beginning of the calendar year, the administrator will provide monthly reporting forms to each contributing telecommunications provider. Each carrier will complete the form monthly using the calculation as described in §  63.165 (relating to calculation of contributions) and remit the form to the administrator along with its monthly contribution in full.

 (b)  Failure to make timely payment will result in the levy of a late payment charge of 1.5% per month pro rata per diem on the delinquent contribution.

(c) If a carrier’s contribution to the Fund in a given year is less than $120, that carrier will not

be required to submit a contribution.

§ 63.170. End-user surcharge prohibited.

 A telecommunications service provider may not implement a customer or end-user surcharge or any other direct or indirect charge to recover any contributions to the Fund.

§ 63.171. Enforcement.

 A telecommunications service provider that fails to pay, in a timely manner, any contribution required under this subchapter may be prohibited from providing service in this Commonwealth and be subject to other penalty as authorized under law.

� The list includes:  Armstrong Telephone Company – PA; Armstrong Telephone Company – North; Bentleyville Telephone Company; Buffalo Valley Telephone Company; Citizens Telecommunications Company – New York; Citizens Telephone Company of Kecksburg; Commonwealth Telephone Company LLC d/b/a Frontier Communications Commonwealth Telephone Company; Frontier Communications of Breezewood, LLC; Frontier Communications of Canton, LLC; Frontier Communications of Lakewood, LLC; Frontier Communications of Oswayo River, LLC; Frontier Communications of PA, LLC; Conestoga Telephone & Telegraph Company; Denver and Ephrata Telephone and Telegraph Company; Hickory Telephone Company; Ironton Telephone Company; Lackawaxen Telecommunications Services; Laurel Highland Telephone Company; TDS Telcom/Mahanoy & Mahantango Telephone Company; Marianna and Scenery Hill Telephone Company; The Northeastern PA Telephone Company; North Penn Telephone Company; Consolidated Communications of PA Company; Palmerton Telephone Company; PA Telephone Company; Pymatuning Independent Telephone Company; South Canaan Telephone Company; TDS Telcom/Sugar Valley Telephone Company; Venus Telephone Corporation; Windstream PA, LLC., and Yukon-Waltz Telephone Company.  


� Section 151 provides, in pertinent part: “Purposes of Act; Federal Communications Commission created.  For the purpose of regulating interstate and foreign commerce in communication by wire and radio so as to make available, so far as possible, to all the people of the United States, a rapid, efficient, nationwide, and world-wide wire and radio communication service with adequate facilities at reasonable charges…”.  47 U.S.C. § 151 (emphasis added).





� At the same time, the Commission also recognized a corresponding cap on business basic local exchange rates.  Access Charge Order at 20.


� PTA FN 73 reads:  AT&T asserts, with no supporting facts, that: “The telecommunications market is sufficiently competitive to ensure that rates are kept at affordable levels.”  AT&T St. No. 1.0 (Direct) at 4.


� (g) Rate change limitations.—Nothing in this chapter shall be construed to limit the requirements of section 1301 (relating to rates to be just and reasonable) that rates shall be just and reasonable.  The annual rate change limitations set forth in a local exchange telecommunications Company's effective Commission -- approved alternative form of regulation plan or any other Commission -- approved annual rate change limitations shall remain applicable and shall be deemed just and reasonable under section 1301.


66 Pa. Code § 1301(g).


� Access Charge Investigation per Global Order of September 30, 1999, Docket No. M-00021596, et al.(Order entered July 15, 2003)(“Rural Access Settlement Order”).


� BCAP FN 5 reads:  See  Triple Crown Corporation v. PPL Inc., 94 Pa. PUC 300, 2000 WL 149662 at *5 (May 18, 2000) (“The Commission’s duty is to determine the public interest, it has no jurisdiction to adjudicate purely private fights.”).


� BCAP FN 6 reads:  See 66 Pa. C.S. § 501.


� Verizon FN 18 reads:  VZ St. 10., Exhibit 2 (Global Order Appendix II, Small Company Universal Service Fund Settlement, Appendix A at II.B).  The 2003 USF plan similarly stated that “[a]ny approved future increases in rates above the $18.00 rate cap for any ILEC shall also be recoverable from the USF under the exact same terms and conditions as approved in the Global Order,” thus incorporating that same limitation.  (Id., Exhibit 3). 


� Verizon FN 19 reads:  For example, Windstream has nearly $7.5 million in its “bank,” (PTA St. 1.0 (Laffey Direct) Exhibit JJL-7), although it has not yet reached the $18 rate level.  Mr. Laffey’s Exhibit JJL-7 shows that the PTA RLECs have collectively banked at least $13.5 million, beyond Embarq’s $9 million.


� Joint Application of the United Telephone Company of Pennsylvania LLC d/b/a Embarq Pennsylvania and Embarq Communications, Inc. for Approval of the Indirect Transfer of Control to CenturyTel, Inc., PUC Docket No. A-2008-2076038 (Order entered May 28, 2009).  


� FN 177 to the Global Order reads:  Section 254(f) of TA-96 also serves to provide state authority to establish a universal service fund, providing that “every telecommunication carrier that provides intrastate telecommunications services shall contribute, on an equitable and nondiscriminatory basis, in an [sic] manner determined by the State to the preservation and advancement of universal service in that State.”


� The “language” is the FCC’s statement that “Only when all parts of the trilogy [interconnection regulations, universal service funding rules and restructuring of interstate access charges] are complete will the task of adjusting the regulatory framework to fully competitive markets be finished.  Only when our counterparts at the state level complete implementing and supplementing these rules will the complete blueprint for competition be in place.  In the matter of the Local Competition Provisions of the Telecommunications Act of 1996, Interconnection Between Local Exchange Carriers and Commercial Mobile Radio Service Providers: First Report and Order, CC Docket Nos. 96-98 and 95-185, FCC 96-325, P9 (released August 8, 1996), as reported in the Global Order, p. 64.


� FN 10 of the Order states:  Global Order at 151.


� BCAP FN11 reads:  See e.g., Joint Motion of the Pennsylvania Telephone Association, Office of Consumer Advocate and Embarq Pennsylvania for the Commission to Further Stay this Investigation Pending Resolution of the FCC Intercarrier Compensation Proceeding at CC Docket No. 01-92, Docket No. I-00040105 (Mar. 25, 2009).


� I note that this issue was decided by the Commission and is presently on appeal to the Commonwealth Court of Pennsylvania.  Buffalo Valley Telephone Company, Conestoga Telephone and Telegraph Company, and Denver and Ephrata Telephone and Telegraph Company v. Pa. Publ. Util. Comm’n, No. 847 CD 2008, appealing the orders at PUC Docket Nos. I-00040105, P-00991428F1000, R-00061375.


� It is not clear why removal of the rate caps would necessarily result in the imposition of higher rates.  Many of the companies now have not reached the $18.00 cap, and whatever reasons keeping these rates below the cap would still be in existence.  


� AT&T argues convincingly that the OCA and PTA offer a flawed standard for comparability.  The federal standard was meant to determine whether carriers would receive High Cost Fund support to support high cost loops.  These carriers are required to submit cost information to support their claims, and even the PTA companies admit that only eleven Pennsylvania companies qualify for this support.  AT&T Reply Brief at 9. 


� Global Order at 153.


� Investigation Regarding Intrastate Access Charges and IntraLATA Toll Rates of Rural Carriers, and the Pennsylvania Universal Service Fund, Docket NO. I-00040105, December 20, 2004, p. 3.


� April 24, 2008 Order at p. 19 (emphasis added).
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