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INFORMATION REQUESTED BY

CALL-NET


Q. 
IN SECTION 4.1.1 OF HIS EVIDENCE, MR. TODD DISCUSSES THE FAILURE OF COMPETITIVE ENTRY UNDER THE FIRST PRICE CAP REGIME AND SUGGESTS TWO REASONS FOR THIS:

A) THE ILECS ARE ABLE TO TARGET NEW ENTRANTS WITH PRICE REDUCTIONS THAT ARE COSTLESS TO THE ILEC; AND 

B) THE ILECS ARE ABLE TO EARN EXCEPTIONALLY HIGH PROFITS ON SERVICES PROVIDED TO CAPTIVE CUSTOMERS AND TO USE THOSE PROFITS TO INVEST IN STRATEGIES THAT CONSOLIDATE THEIR DOMINANCE OF THE MARKET.

IN PARAGRAPH 51 MR. TODD STATES:

WITHOUT SIGNIFICANT CHANGES TO THE PRICING FLEXIBILITY ASPECTS OF THE CURRENT REGIME, THERE IS A REAL RISK THAT THE PRICE CAP REGIME WILL CONTINUE TO SERVE MORE AS A VEHICLE FOR DEFEATING COMPETITION THAN FOR FACILITATING IT.

ALSO, ARC ET AL IS PROPOSING A CONSTRAINT ON RESIDENTIAL RATES OF PCI-PI - X%, WHERE THE PRODUCTIVITY FACTOR (X) IS SUBSTANTIALLY HIGHER THAN THE CURRENT 4.5%.  UNDER THIS PROPOSAL IT WOULD SEEM THAT RESIDENTIAL RATES WOULD FALL.

IT WOULD APPEAR FROM THE ABOVE THAT ARC ET AL BELIEVES THAT IT IS ILEC PRICING FLEXIBILITY RATHER THAN ABSOLUTE RATE LEVELS THAT ARE THE MAIN THREAT TO COMPETITION.

A. PLEASE PROVIDE ARC ET AL’S VIEW ON THE ABOVE OBSERVATION; AND 


B. WOULD ARC ET AL AGREE THAT IN ORDER TO COUNTERACT ANY NEGATIVE EFFECTS ON COMPETITION, ANY REDUCTIONS IN RESIDENTIAL RETAIL RATES SHOULD BE ACCOMPANIED BY REDUCTIONS, OF AT LEAST THE SAME MAGNITUDE, IN THE RATES FOR THE UNDERLYING ILEC COMPONENTS USED BY COMPETITORS TO PROVIDE RESIDENTIAL SERVICES?
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A.
The views expressed in the evidence are those of the authors and do not necessarily reflect the views of ARC et al.  Messrs. Todd and Matwichuk have provided the following responses.

a. Call-Net’s observations, with the exception of the final statement in the preamble, correctly reflect paragraphs 51 and 53 of our evidence and Recommendation #2.

However, Call-Net’s conclusion that “It would appear from the above that ARC et al believes that it is ILEC pricing flexibility rather than absolute rate levels that are the main threat to competition” oversimplifies our observations of the market. We consider it necessary to distinguish between the business and residential markets for local services in identifying the impediments to competition.

In the business market, there appears to be a realistic opportunity for effective competition in urban centres. One impediment to the success of sustainable competitive entry in the market for local business services has been the ability of the ILECs to reduce rates for capped services that face competition (i.e., basic local business services) as the means of meeting the price cap constraint.  These competitive rate reductions have been “costless” in the sense that if they had not been made, reductions in the rates for other services would have been necessary, which would have resulted in equal or greater revenue losses.  Hence, the prices resulting from the pricing flexibility mechanisms in the current price cap regime are an impediment to competition in the urban business market for capped services. 

However, another impediment is the high profitability of capped services that have enabled the ILECs to reduce prices for services that are not capped as well as for capped services, making competitive price levels uneconomic for new entrants while achieving stellar performance for ILEC shareholders.  We consider this high profitability to be the single greatest threat to competition in the business segment.  The level of prices for capped business services and pricing flexibility are significant additional factors.  

In the residential sector, we consider the cost of facilities-based entry in the face of the ILECs’ ubiquitous and largely depreciated local residential infrastructure combined with their dominant market share, which provides scale efficiencies, to be more significant impediments than either pricing flexibility or the absolute rate level. These impediments cannot be addressed through changes to the price cap regime. In our view, while significantly higher rates in the residential sector could, in theory, make it economic for competitors to enter the residential market on 
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more than a highly targeted basis, the resulting surplus revenues flowing to the ILECs with virtually 100% market share would give them the resources to defeat any attempts at facilities-based entry.

It is our view that the real problem in the residential market is that the CLECs do not have access to a technology that enables them to be cost and quality competitive with the ILECs in the general residential market. CLECs cannot roll out copper facilities to residential customers and expect to be cost-competitive with ILECs that have a much higher density of customers.  The failure of CLECs to enter the residential market to date, except under very special circumstances, demonstrates that alternate technologies either are more costly given realistic ILEC market shares, less attractive to customers, or both.  Increasing rates will not change the underlying cost differences; hence, rate increases cannot result in sustainable competition.  The ILECs will simply leave rates higher where they do not face competition and lower rates to a level below CLEC costs in areas where they face competition. For this reason, it is our conclusion that effective competition in the residential market will require technological developments that enable competitors to enter the market with modest market share at rates that reflect ILEC costs. 

There is no evidence to suggest that cost-competitive technologies will be available within the term of the next price cap regime.

To further illustrate the point, we note that according to Michael Talbot (the Capital Markets witness for the Companies) optional services are one of the three drivers to local revenue growth (the other two being the price cap mechanism and demand for new lines).  He estimates that these very high margin services have generated 20% of Bell Canada’s EBITDA improvement in 2000 over 1999
.  It appears that because these services are unconstrained, captive customer can be attracted to these “discretionary” services with low rates and special deals, and then rates can be increased significantly without serious erosion of market penetration.  The significant profits from these high margin services remain unassailable in an uncompetitive market and can be used to finance attacks on competitors in more competitive markets.  
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b. It would facilitate competition in the residential market to ensure that competitor services are provided at cost (i.e., up-to-date Phase II costs plus mark-up).  An appropriate productivity factor should be applied to this cost base, which may result in declining rates. 

We note, however, the pricing of ILEC residential services is almost certainly above Phase II costs plus a 25% mark-up.  For this reason, it may be appropriate to apply a higher productivity factor to capped residential services than the productivity factor that is appropriate for competitor services. 

Of course, applying rate reductions to competitor services will not result in sustainable facilities-based competition, except in special circumstances, as long as the technologies available to CLECs are more expensive than the underlying Phase II cost of the ILECs. Effective competition will therefore not emerge until the absolute cost of local access for CLECs is comparable to ILECs’ cost of providing these services. See the response to part (a), above.
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INFORMATION REQUESTED BY

CALL-NET


Q.
IN PARAGRAPH 96 OF HIS EVIDENCE, MR. TODD STATES:

THE BENEFITS THAT ARE TO BE 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 ATTRIBUTED TO THE FUNCTIONAL INTEGRATION OF ITS UTILITY AND COMPETITIVE OPERATIONS.

A. IDENTIFY OR PROVIDE EXAMPLES OF THE SERVICES OR TYPES OF SERVICES THAT WOULD BE CAPTURED UNDER ITEM 3 OF THE ABOVE QUOTE.


B. WOULD THE SERVICES CAPTURED UNDER ITEM 3 ALSO INCLUDE FORBORNE SERVICES.

C. ARC ET AL PROPOSES THAT THE BENEFITS DERIVED FROM ITEMS 2 AND 3 BE CAPTURED IN THE X FACTOR THROUGH A STRETCH FACTOR.  PROVIDE ARC ET AL’S VIEW AS TO HOW THE BENEFITS CONTEMPLATED IN ITEMS 2 AND 3  WOULD BE MEASURED AND HOW THEY WOULD BE NUMERICALLY REDUCED TO GENERATE THE STRETCH FACTOR.

A.
The views of ARC et al on all relevant issues will be provided in Final Argument. Messrs. Todd and Matwichuk have provided the following response. 

(a) 
To capture item 3 in the stretch factor would require recognizing the benefits to ILECs resulting from their virtual monopoly in the provision of certain Utility Segment services.  The intent is to reflect competitive market dynamics, wherein mark-ups may be higher for services with inelastic demand than they are for services with elastic demand, but overall profitability is still at normal market levels.  This concept is 
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consistent with the principles that economists refer to as Ramsey pricing.  Examples of the benefits to be reflected in the stretch factor include:

· Additional revenues resulting from “default purchase” of undiscounted long distance services used by basic services customers (the implicit price discrimination that gives rise to these calls at undiscounted rates are captured by the ILECs and would not be available in a fully competitive market);

· Increased market share in the cellular market as the marketing and services of the affiliated companies becomes increasingly integrated (e.g., some consumers will choose the ILEC because it can smoothly integrate and automate routing of calls between the customer’s wireline and cellular service); and

· Increased market share in the high-speed access ISP market since the ILECs provide the DSL facilities.

Also see response ARCetal(The Companies)13Sep01-8 PC.

(b) 
Forborne services would be captured under item 3, provided they are Competitive Segment services. Conceptually, if a Utility Segment service were forborne, it would fall under item 2.

(c) 
Recognizing that it is not practical to accurately quantify the benefits related to items 2 and 3, it is suggested that the Commission quantify those components for which it can obtain the necessary information (the ability of other parties to quantify these benefits is extremely limited due to confidentiality constraints on the information provided), such as the revenues related to undiscounted long distance usage, and make an upward adjustment to the stretch factor in the target productivity that is a reasonable attribution of benefits to basic services customers based on available information on the ILECs dominance and relative profitability in other markets.

Also see response ARCetal(CRTC)13Sep01-3100 PC.
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