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INFORMATION REQUESTED BY

CANADIAN RADIO-TELEVISION AND TELECOMMUNICATIONS COMMISSION


Q. 
REFER TO THE EVIDENCE OF JOHN D. TODD AND M. GREG MATWICHUK PREPARED ON BEHALF OF ARC ET AL, BCOAPO ET AL, CAC(MAN)/MSOS, AND THE CITY OF CALGARY, DATED 20 AUGUST 2001, PAGES 29 AND 30.  THESE WITNESSES INDICATED THAT THE EXISTING PRODUCTIVITY FACTOR (X-FACTOR) OF 4.5% SHOULD BE SET SIGNIFICANTLY HIGHER DURING THE SECOND GENERATION PRICE CAP REGIME.

PROVIDE YOUR PROPOSED X-FACTOR FOR THE NEXT PRICE CAP PERIOD, INCLUDING ALL CALCULATIONS AND ASSUMPTIONS USED TO DETERMINE THE PROPOSED X-FACTOR.

A.
Messrs. Todd and Matwichuk have provided the following response.

It is our view that the approach to setting the X-factor should be consistent with the approach taken in Telecom Decision CRTC 97‑9, Price Cap Regulation and Related Issues; however, some refinements to reflect the experience gained during the initial price cap period would be appropriate. The overall approach adopted in Decision 97-9 appears in paragraph 42:

42. The productivity offset or X‑factor, in general, includes the following components:  (1) the industry TFP; (2) the economy‑wide TFP; (3) the input price differential defined as the difference between the industry and economy‑wide input price growth rates; and (4) the consumer productivity dividend (stretch factor).  The first three components constitute the basic offset. 

The Decision continues as follows:

43.     In reaching its determinations on a reasonable productivity offset, the Commission examined evidence and studies on historical TFP, in order to first establish an accurate productivity baseline, i.e., a level that the telephone companies would be expected to achieve without (1) a change in the form of regulation and (2) the emergence of local competition.  The Commission then assessed the impact of a change in regulation from rate base/rate‑of‑return to price caps and of local competitive entry in order to determine a productivity offset that balanced the interests of consumers and shareholders, while providing the telephone companies with incentives to be more efficient.
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44.     With respect to the measurement of the X‑factor, the Commission considers that the time period used to estimate TFP and the various components of the productivity offset should reflect the long term in order to capture the sustained effects of productivity growth and to mitigate the effect of one‑time events and short‑term fluctuations on annual TFP.

Our understanding of the intent of Decision 97-9 is that the productivity factor should reflect the best estimate of the level of productivity that is reasonable to expect of the ILEC during the price cap period, taking into account their historical productivity performance and significant factors that would make it reasonable to expect the productivity performance during the price cap period to vary from their prior performance.  We consider this approach to remain appropriate for the next generation of price caps.

Applying this approach implies that the first three factors identified in paragraph 42 of the Decision (“(1) the industry TFP; (2) the economy‑wide TFP; (3) the input price differential defined as the difference between the industry and economy-wide input price growth rates”) would be applied in the same manner as they were in 1997. Company-specific Total Factor Productivity information has been provided by the ILECs in the responses to __(CRTC)16Mar01-102 PC.  We have not undertaken an independent review of the TFP calculations provided by the companies; hence, we can neither endorse their TFP figures nor provide alternative TFP figures.

It is nevertheless clear that the Bell Canada TFP figures appearing in The Companies(CRTC)16Mar01-102 PC, Table 1 show a significant increase in the current price cap period relative to prior years.  Similarly, TELUS(CRTC)16Mar01-102 PC shows high revenue weighted TFP results for the three price cap years, 1998-2000. We conclude on the basis of this evidence that the underlying industry TFP estimate should be revised upwards.  We are unable to provide a more precise determination of the impact of the first three factors until the calculations of the ILECs pertaining to the industry TFP have been fully tested in the hearing process and further information is on the record regarding the economy-wide TFP and the input price differential defined as the difference between the industry and economy-wide input price growth rates.
With respect to the stretch factor, which was set at 1.0% for the initial price cap period (Decision 97-9, paragraph 84), we are of the view that judgement plays as much a role as precise calculations.  There are many factors that will affect the extent to which the ILECs will be able to outperform the historical TFP (first three factors) over the term of the second generation regime.
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Our evidence recommends taking a more comprehensive approach to setting the X-factor (i.e., stretch factor component).  For the reasons explained in our evidence (better correspondence to competitive market principles), we believe that the X-factor should correspond to the forward-looking total financial benefits as defined in paragraph 96 of our evidence. 

96. 
Most significant, it is our view that the financial benefits of price cap regulation should be shared between the ILECs and their customers in a manner that reflects the results of competitive market forces. Furthermore, the benefits that are shared should include all factors that will enhance the company’s ROE and are attributable to its utility segment operations.  These include:

1. All cost reductions (productivity improvements) in the provision of utility services;

2. All incremental revenue related to increases in rates for utility services permitted by the price cap regime, whether the rates are capped or not; and

3. All incremental net revenue from non-utility services that is attributable to the functional integration of its utility and competitive operations.

The information required to quantify the stretch factor component of the X-factor that is implied by this definition is not available due to the nature of the factors that need to be considered.  Ultimately, judgement will have to be relied on in setting a reasonable forward-looking stretch factor. 

Our Recommendation #2 (the X-factor should be increased to something more than 4.5%) was based on the view that stretch factor, as well as the TFP factor discussed above, should be increased. Decision 97-9 considered two factors - the change in the form of regulation and the emergence of local competition – but gave no weight to the second (Decision 97-9, paragraph 92).

Our evidence identifies several factors that the experience of the first generation regime leads us to believe that the ILECs will to continue to outperform the current productivity target.  Although these factors may not be quantifiable, they can inform the Commission’s judgement in establishing the new stretch factor for the ILECs.  Certainly, there is no reason to believe that the inclusion of a consumer dividend in the price cap regime is no longer appropriate. 

ARC et al/BCOAPO et al/CAC(Man)/MSOS/Calgary
Response to Interrogatory

13 September 2001
ARC etal(CRTC)13Sep01-3100 PC


Page 4 of 4

Reasons that we believe the stretch factor should be increased from the 1.0% figure used for the current regime include both factors that suggest that the recent productivity experience is more indicative of future productivity performance than the long-term TFP and factors that suggest that there are benefits beyond productivity gains that should be reflect in the stretch factor.  The relevant considerations include the following.

· De-linking of business and residential rates which will significantly increase the benefits of the price cap regime for the ILECs.

· Acceleration of technological innovation in market segments that are dominated by the ILECs.

· The demise of many competitors. It can be expected that the “shake-out” of many competitors will result in higher prices being set by the remaining competitors. This is the normal cycle in markets where excess capacity is eliminated through attrition.

· Renewed value of copper facilities that have been subject to accelerated depreciation based on the erroneous perception that their economic life was threatened by wideband requirements.

We are not aware of any factors that in our view would have a significant mitigating or decreasing effect on the current stretch factor. 
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INFORMATION REQUESTED BY

CANADIAN RADIO-TELEVISION AND TELECOMMUNICATIONS COMMISSION


Q. 
REFER TO SASKTEL’S EVIDENCE DATED 31 MAY 2001, SECTION 3, PAGES 15 TO 22.  SASKTEL ARGUED THAT THE COMMISSION HAS ALREADY INCORPORATED SEVERAL PRODUCTIVITY REQUIREMENTS INTO THE SUBSIDY REQUIREMENT.  SASKTEL FURTHER STATED THAT IT DOES NOT CONSIDER IT NECESSARY, OR APPROPRIATE, TO FURTHER REDUCE THE SUBSIDY BY INCLUDING A PRODUCTIVITY OFFSET IN THE ANNUAL PRIMARY EXCHANGE SERVICE (PES) COST RECALCULATION, AND THAT NOT IMPLEMENTING A PRODUCTIVITY OFFSET FOR THE NEXT PRICE CAP PERIOD IS THE MOST EFFECTIVE WAY OF ACHIEVING POLICY OBJECTIVES SET OUT IN SECTION 7 OF THE TELECOMMUNICATIONS ACT.

PROVIDE YOUR COMMENTS ON THE APPROPRIATENESS OF SASKTEL’S PROPOSAL.

A.
Messrs. Todd and Matwichuk have provided the following response.

SaskTel’s comments in section 3 of its evidence relate to the appropriateness of applying a productivity offset to the Phase II costs used by the Commission for determining the HCSA subsidy. In this context, it is our view that there is some validity to the comments of SaskTel, however, the full story on Phase II costs is significantly more complicated than portrayed by the company.  

As SaskTel points out, some of the Phase II costing used by the ILECs for determining contribution reflects current technologies and incorporates implicitly or explicitly future productivity opportunities.  However, it must also be recognized that other Phase II costs are out of date and do not reflect either current technologies or future productivity opportunities.  As the Submission of Rogers points out at paragraph 35: 

”… It is argued that the Phase II studies used to set prices for these Competitor Services already take into account the productivity increases.  However, as is the case with local loops, described below, these studies may be based on data which is decades out of date and underestimate productivity gains.  Again, competitors find it very difficult to examine the costing studies that determine these competitor rates, because of the need to preserve the confidentiality of costing information.”
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We have not conducted a detailed analysis of Phase II costs to determine the extent to which they take into account future productivity gains, nor would we be able to make such a determination based on the non-confidential information that is available to non-ILEC participants in this proceeding.

We note, however, that even the submission of SaskTel recognizes that it was necessary for the Commission to adjust the Phase II cost estimates of the ILECs in establishing cost estimates that appropriately reflect potential productivity gains.  We therefore conclude that it would not be appropriate to accept SaskTel’s position that there should be no productivity adjustment to the Phase II cost used as a basis for determining the subsidy requirement.  This position would only be acceptable if all Phase II costs used in the determination of the subsidy requirement were updated and reviewed through a public process to ensure that they do not either overestimate current Phase II costs or underestimate potential productivity gains.
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INFORMATION REQUESTED BY

CANADIAN RADIO-TELEVISION AND TELECOMMUNICATIONS COMMISSION


Q. 
REFER TO THE RESPONSE TO INTERROGATORIES THE COMPANIES (CRTC)26JUN01-1400 AND TELUS(CRTC)26JUN01-1400.  THE RESPONDENTS HAVE INDICATED THAT EXISTING REPORTS, SUCH AS SPLIT RATE BASE AND INTERCORPORATE TRANSACTIONS, NO LONGER PROVIDE USEFUL INFORMATION FOR MONITORING COMPANIES REGULATED ON THE BASIS OF PRICE CAPS.

PROVIDE YOUR VIEWS ON THE REPORTING REQUIREMENTS THAT SHOULD BE MAINTAINED OR INTRODUCED IN ORDER FOR THE COMMISSION TO BE ABLE TO MONITOR THE NEXT PRICE CAP REGIME.

A.
Messrs. Todd and Matwichuk have provided the following response.

It appears to be self-evident that a primary purpose in regulatory reporting under the price cap regime is to provide the information needed to assess the effectiveness of the regulatory regime.  This cannot be done without a “yardstick” to assess the effectiveness of the price cap regime.  In a competitive market, the supplier is ultimately accountable to the customer.  In a regulated market, however, the supplier is accountable to a regulator for services where competition is not sufficiently robust to enable customers to discipline the market by “voting with their feet”.

As we noted in our evidence (paragraph 15), without the discipline inherent in robust competition, regulation of a service and its suppliers is a necessity. To permit effective regulation, there remains a certain minimum requirement for reporting.  Just as in RB-RoR regulation, where there was a certain minimum requirement to assess the reasonableness of ILEC forecasts for cost of service, so too must there be a yardstick, of some kind, to assess the reasonableness of the price cap design and implementation.  Certainly, the reporting requirements will differ and be less onerous under price cap, but nevertheless, there remains some level of duty to provide information that would be useful to the Commission to allow it to become satisfied that rates are just and reasonable.

The Commission can choose from a number of measures to utilize in its assessment.  Those choices will assist in determining the nature and extent of information required by the Commission and the reporting that is necessary by the
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ILECs.  As noted in our evidence, the obvious examples of information to assess price cap would include:

· Achieved return on common equity (ROE)

· Nature and extent of competition

· Achieved productivity gains

· Quality of service reports

· Exogenous events and the treatments thereof

· Intercorporate transactions

· Inflation

Only the last one would be readily available to the regulator without regular reports from the ILECs.

Under monopoly or near monopoly conditions, a minimum level of reporting promotes a better understanding of the effectiveness of the regulatory regime for all stakeholders.  One of the fundamental principles, which has been addressed numerous times in this proceeding, is that regulation, particularly price cap regulation, is intended to emulate the conditions present in a competitive market.  Naturally, that is a theoretical concept and one that needs to be evaluated relative to actual conditions.  For example, as we noted in section 6.1.1 of our evidence, normal performance should produce a normal return. Without appropriate reporting, it would be impossible to make that assessment.

There are other jurisdictions which have implemented price cap prior 1998.  The types of evaluations noted above, have led regulators in other jurisdictions to adjust and fine tune their price cap regimes.  Most notably, other telecom regulators have historically adjusted productivity factors upward, without degradation of ILEC ROE (see paragraphs 66-70 of our evidence). That type of adjustment and fine tuning would not be possible without appropriate information gathering and, hence reporting requirements.

Inherent in minimum requirements for reporting is the notion that the information has to be meaningful for decision-making by the regulator to assess price cap, or indeed, broader issues facing the telecom industry.  As the industry has discovered, many of these broader issues are inextricably linked with setting rates and therefore essential to the setting, reviewing and adjusting the price cap.
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The quality of information can be critical to the Commission’s overall assessment of the regime and its decision-making processes.  It may be the case that minimum reporting requirements can be rendered less useful if they are too broadly based.  As noted in our evidence, the current requirements for SRB reporting are broad enough that material unreconciled amounts can go overlooked.  Those unreconciled amounts have the potential to misstate key measures.  In the cases of SRB reporting, unreconciled differences from audited financial statements of the ILECs could lead to a material misstatement of achieved ROE and thereby endanger the quality of information and consequently jeopardize the decision-making process of the Commission.

For example, if there is a material unreconciled item in the determination of ANIB, it could lead to an understatement of the achieved ROE.  In the case of Telus, its responses to TELUS(CRTC)16Mar01-400 and 405, and TELUS(CRTC)26Jun01-1400, leave a number of concerns unanswered.  These include:

· Amounts in the SRB reconciliation that do not agree with Telus audited financial statements;

· Apparent reconciling amounts for “Regulatory Adjustments” and for “Non-Regulated Entities” that are material, but remain unexplained;

· Significantly different accounting treatment as between TCI and TCBC components; and

· Material adjustments that are without explanations and appear implausible.

The value of reporting could be significantly compromised by the quality of the information provided.

The current level of information required is not onerous to the ILECs.  Requirements are consistent with, and a subset of, the requirements of the previous regime.  The ILEC reporting systems do not need to be altered.  The requirements deal only with material amounts.  The data requested is, for the most part, commonly understood.  The information required is relevant to the assessment of price cap.  If properly presented, the information should have a reasonable level of reliability and provide measures for comparisons to certain standards, as among ILECs and relative to other jurisdictions.  Aberrations and variances among ILECs may be indicative of regional disparities and may require attention.  Comparisons to other jurisdictions are important as the industry continues to take on more international flavour and influence.

ARC et al/BCOAPO et al/CAC(Man)/MSOS/Calgary
Response to Interrogatory

13 September 2001
ARC etal(CRTC)13Sep01-3400 PC


Page 4 of 4

The burden on ILECs with respect to reporting requirements have been substantially reduced as a result of the move from RB-RoR regulation to price cap.  However, it would seem reasonable to conclude that, at a minimum, the current reporting requirements are still necessary, given the absence of competition for much of the Utility segment business of the ILECs, to assess the reasonableness of price cap regime. 

4

