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INTRODUCTION

Balancing the Interests of Stakeholders

1. This purpose of this proceeding is “to review the price cap regime for the major incumbent telephone companies and to establish the regulatory regime that will go into effect in 2002”.
  As part of this review, the Commission has stated its intention to “evaluate whether the current form of price caps continues to represent the appropriate basis of regulation for balancing the interest of the three main stakeholder groups.”

2. Balancing the interests of stakeholder groups involves:

· providing ILECs with a reasonable opportunity to earn a fair return on their Utility segments;

· ensuring that rates for ILEC services required by CLECs are fair;
 and

· ensuring that rates to end-users are fair
.

3. Fortunately, this task is aided by the existence of significant “excess dollars” in the system, attributable to productivity gains generated by the move to price caps, the declining cost nature of this industry, and aggressive “rate rebalancing” in past years.  The challenge now is to ensure that these dollar benefits are distributed fairly and equitably among the three stakeholder groups over the next price cap period.

OBJECTIVES OF PRICE CAP REGULATION

General 

4. It has become clear over the course of this proceeding that different parties have very different views as to the objectives of price cap regulation.  For The Companies, the “iron triangle” of competition, investment, and affordability are it.
  For TELUS, reliance on market forces should be both the means and the end-goal of price cap regulation.
  For competitors, encouraging the development of local competition should be the primary goal.
  For Rogers, the key goal is elimination of contribution.

5. None of these approaches reflect the Commission’s clear set of objectives for price cap regulation,
 nor the Commission’s mandate under the Telecommunications Act to ensure that rates are not only affordable, but also just and reasonable.
  Instead, they are patently self-interested attempts to divert the Commission from its primary task of protecting ratepayers from monopolistic pricing in a manner that permits ILECs to earn a fair return and that does not impede the natural development of competition.

6. Affordability, competition, and investment – The Companies’ sole objectives - are but three of several objectives of price cap regulation identified by the Commission and Parliament.  Other critical objectives include:

· reliability and quality of service;

· rural/urban equity;

· creating incentives for greater efficiency and innovation;
 and

· ensuring just and reasonable rates for both retail and wholesale customers of ILEC Utility services.

7. This last objective is surely the most central to price caps, which are by definition about price levels, and which are meant to substitute for effective competitive market forces in ensuring fair prices.  In this respect, the primary role of the Commission has not changed since the shift away from rate base rate-of-return regulation: it remains to ensure that rates are just and reasonable.  Indeed, no party disputed the need for rates to be just and reasonable; rather, dispute centers around the meaning of “just and reasonable”.

Just and Reasonable Rates

8. As noted above, the new price cap regime should balance the interests of stakeholders, by ensuring fair rates for competitors and end-users, as well as an opportunity for ILECs to earn a fair return.  Fairness, or “justness and reasonableness”, is thus the common thread among all stakeholder interests, in spite of ILEC attempts to suggest otherwise.  

Just and reasonable rates require a link with costs

9. Whether in reference to returns or rates, fairness necessarily requires a link with costs, and as a corollary, with profits.  No other criterion exists to ensure that rates in non-competitive markets are just and reasonable.  ILEC attempts to divert the Commission’s attention from this fundamental principle are obviously self-interested, and should be rejected.  

10. To suggest, as TELUS does, that “fairness” (or “justness and reasonableness”) can be equated with “market results” is to ignore the reality of monopoly and dominance in the local exchange market – the very reason we need price cap regulation.  Market forces can be relied upon only where they are effective. Clearly, they are not effective now, and are unlikely to be effective in five years time, given how “slow, expensive and risky” facilities-based competition in telecommunications is, “by its very nature”, in TELUS’s own words.
  In the meantime, price caps must be based on costs – whether actual ILEC costs or objectively determined target costs.

11. The Companies, while perhaps not inhabiting the dream-world of unproven theory that so enamours TELUS, also resist acknowledging the obvious: that rates are not “just and reasonable” if they are so far above costs, on average, as to produce excess profits to monopoly or quasi-monopoly providers.  Instead, they want the Commission to continue with a regime that favours shareholders over both ratepayers and competitors.  As Mr. Nicholson stated under questioning by Ms. Lawson:

“I guess the way I put it, and I would continue to put it that way, is to focus really on the ultimate policy objective, which is to sustain strong investment in this critical national industry. To the extent that a fair return is part of that objective, sure. But I am very much focused on the outcome, which is maintaining a decent climate for investment.”
 (emphasis added)

12. Like TELUS, The Companies fail to acknowledge in their submissions that fairness to ratepayers involves more than affordability and competition; that it is fundamentally rooted in the notion of “just and reasonable” rates, which itself is necessarily linked to costs and, by implication, earnings.  Only when pressed under cross-examination do they admit the relevance of costs: 

MS LAWSON: So while the direct link between actual costs and rates was lucent [sic: loosened] under price caps, there still remains a link, in particular, between target costs now and rates?

MR. FARMER: Yes, I would agree that link is under the current plan.

13. As noted by Todd and Matwichuk in their Evidence, “the price cap weakens, but does not break, the link between costs and prices.”

“Under Price Cap regulation, a formula is used to determine the rate of change in prices. However, because the price changes are designed to reflect the rate of change in unit costs that is reasonable to expect, the fundamental linkage between costs and rates is maintained. Allowing rates to move by an amount that corresponds to expected cost trends allows the company a reasonable opportunity to recover its costs. While this approach weakens the direct link between actual costs and rates in order to provide an incentive for the company to aggressively pursue productivity gains, it is still based on the principle that rates are based on an explicit measure of reasonable costs. 

It clearly would be unsustainable to totally break the link between prices and reasonable costs. To suggest, as the ILECs appear to be doing, that some modest rate of price increases for capped services can be adopted without regard to the trend in the cost of those services or the trend in revenue for related services, is based on flawed logic that is accepted by the ILECs only because it will produce a significant windfall gain for them. Customer tolerance for rate increases is not an appropriate alternative to reasonable cost trends as the basis for determining permitted rate increases.”

14. Thus, it is clear that in order for rates to be “just and reasonable” under a price cap regime, two conditions must be satisfied:

(a) going-in rates should provide ILECs with a reasonable opportunity – but not more than a reasonable opportunity - to earn a fair return in the first year of the regime; and

(b) the price cap index should reflect the expected trend in target costs, such that the ILECs continue to be able to earn a fair return in future years of the regime.

15. If these conditions are satisfied, ILEC earnings will, overall, reflect normal, fair market returns.  Only those ILECs that achieve productivity gains above the industry norm should out-perform market norms.  Earnings are thus critical indicators of the justness and reasonableness of rates, and hence, of how well the price cap regime is working.

ILEC earnings are relevant and will continue to be relevant under price cap regulation

16. Regardless of the form of regulation adopted, ILEC shareholders are entitled to the opportunity to earn a fair rate of return. TC \l1 "

 TC \l1 "   TC \l1 "The Supreme Courts of both Canada and the United States have pronounced clearly that this duty is fundamental to an economic regulator such as the Commission.
  No one has suggested that the jurisprudence is in any way less applicable today under price caps than it was under rate of return regulation.

17. At the same time, however, the duty of the Commission does not extend to according to the shareholder of an ILEC a return disproportionate to that of unregulated firms that exhibit comparable innovation and efficiencies. 
 Such a price cap model would not be consistent with the duty of the Commission to seek to simulate the operation of competitive markets.
 

18. There is absolutely no reason in law or in policy to deviate from the thinking on this subject that the Commission used under rate base rate of return regulation. The law is clear that, in order to conform to this requirement, rates must be just and reasonable from the standpoint of both the company’s customers and its shareholders.
 TC \l1 " 
19. The improvement that a price cap regime offers over a rate of return model is simply the achievement of greater efficiency.  The efficiencies that are realized are to be shared: they are to benefit customers through a translation into lower prices, and, at the same time, they are to benefit shareholders through a translation into higher earnings.
  Indeed, the Commission is required by law to balance the interest of the company in earning the highest possible rate of return with the conflicting interest of customers to be served at the lowest possible rates.
  This cannot be done without reference to earnings.
20. ILEC earnings are also relevant to the Commission’s objective of encouraging the development of competition.  CLECs are entitled to be accorded by the Commission an environment that simulates as accurately as feasible the environment that they would face in fully competitive markets. In other words, the duty of the Commission toward CLECs is to accord them a reasonable opportunity to compete.  A reasonable opportunity to compete can only be achieved when the “war chest” of the ILEC is no greater than it would be in a fully competitive market.  The earnings of the ILECs determine the size of the war chest.  

21. Some parties have suggested that reviewing ILEC earnings is tantamount to conducting a revenue requirement proceeding.  This is patently untrue, as this very proceeding demonstrates.  All that is needed to review earnings in the manner suggested here are the ILECs’ Phase III Split Rate Base results.  We are not conducting a revenue requirement assessment of any ILEC, despite the fact that all ILECs are proposing rate increases in future years without any cost justification.

22. ILEC earnings are key indicators of the accuracy of assumptions built into the price cap formula.  Since it is impossible to know with any accuracy what level of productivity gains a reasonably well-managed ILEC will achieve over a period of years in the future, the Commission must make its best estimate.
  It can then only look backward to determine how accurate that estimate was.  Experience in this and other jurisdictions indicates that regulators tend to prescribe a conservative figure for the first price cap period.  In the United Kingdom, for example, the productivity factor started at 3% and is now 7.5%
  

23. It is in this context – the uncertainty of future productivity gains - that ILEC earnings are so critically relevant.  Systematically high ILEC returns indicate an overly conservative productivity target.   Systematically low ILEC returns indicate an overly aggressive productivity target.
 In either case, the relevance of earnings data is obvious.  In addition, a pattern that shows increasing returns during the four years in question indicates that the ILECs were capable of exceeding the target each year, thereby compounding the excess returns over what would have been required to attract capital on reasonable terms.

24. Even Mr. Nicholson, when pressed, admitted that earnings might be something the Commission should review:

MS LAWSON: But there is no need in your view to correct for industry-wide, super and normal earnings?

MR. NICHOLSON: Right. Well, I don't think so. But that is something obviously that can be on the table if the Commission decides it should be. It will always be a case of striking the right balance among what I'm sure would always be multiple objectives.

25. For Dr. Taylor to suggest that the Commission should ignore earnings data showing zero returns for all ILECs over a period of years is ludicrous.
  There can be no question that in such a case, the ILECs would be pounding on the door of the Commission, demanding an adjustment to the price cap formula.

26. Indeed, such is the case in this very proceeding: The Companies are asking the Commission for rate relief in respect of pay phones, due to declining returns, as Ms. MacDonald’s cross-examination of Mr. Farmer illustrated:

MS MacDONALD: So as I understand your answer, that this Commission should look at costs and earnings in this particular segment because this segment is in decline. With respect to all the reasons that you have just mentioned, it is in decline and it is a service that Bell wants to provide. Would that be a correct summarization of your evidence then?

MR. FARMER: Yes, it is just a question of how much emphasis one puts on it.

27. In other words, despite their expert witness’s advice, The Companies want it both ways. When they are earning supra-normal returns, they consider their returns irrelevant.  But when they are earning below-normal returns, they consider their returns highly relevant.

28. This contradiction is most stark in respect of The Companies’ and TELUS’s requests for increases to pay phone rates.

29. In its evidence, Bell stated that the payphone revenues don’t cover costs and the $.25 call is insufficient to provide an adequate return on Bell’s investment
.  On cross-examination, Bell stated that costs and earnings are useful information that one can take into account in looking at payphones
 and further that the Commission should look at costs and earnings in payphones because the industry is in decline
.   It is telling that Bell invites the Commission to look at costs and earnings in the payphone market but repeatedly stated in their evidence and on cross-examination that only the “iron triangle” of competition, investment and affordability should be looked at in the review of the local market.  In cross-examination on when the Commission should look at costs and earnings, Mr. Farmer stated:

But I don’t think I am really in a position to say under what conditions one should or shouldn’t consider for each particular service various pieces of information.  I think they can all in their turn be relevant. 

30. The evidence speaks for itself: In the payphone market, where ILEC margins are decreasing, ILECs want the Commission to look at costs and earnings.  In the basic local phone market, however, where margins are increasing, ILECs argue that costs and earnings are irrelevant.   The ILECs cannot have it both ways.

Affordability

31. In addition to being just and reasonable (i.e., fair), end-user rates must meet the criterion of affordability.

Affordability is not the same as Fairness

32. Some parties in this proceeding appear to have a distorted understanding of the concept of  “affordability”.  Affordability refers to the consumer’s ability to pay.   Clearly, it is an issue for low income customers, but not for high income earners.
  It therefore has a much more limited scope than the concept of “just and reasonable” rates, which is relevant for all ratepayers.  The central issue in this proceeding is not affordability of rates; it is fairness of rates paid by all customers, not just those with affordability problems.    

The ILEC and CLEC focus on affordability is a tactic designed to deny consumers their fair share of productivity gains

33. Affordable rates are not necessarily fair rates; just because a rate is affordable does not mean that it bears any relation to the service provider’s costs.  Yet, both ILECs and CLECs argue that as long as rates are affordable, ratepayers are being adequately served.  This strategy of focusing on affordability rather than fairness is transparent: both ILECs and CLECs, by focusing on the affordability rather than fairness of end-user rates, want to deny ratepayers their fair share of benefits from price cap regulation.  ARCetal/BCOAPOetal urge the Commission not to be fooled by this tactic.  Residential subscribers are entitled not only to affordable rates, but also to just and reasonable rates, and to their fair share of the direct financial benefits flowing from price cap regulation.

Affordability of an essential service cannot be measured by penetration rates

34. While not the main concern of consumers in this proceeding, affordability is an important criterion for the Commission in assessing the appropriateness of rate levels permitted under price caps.  However, there is no good measure of the affordability of basic phone service.  This is because, as Mr. Brookes acknowledged, it is an essential service: people cannot afford to be without telephone service, regardless of their budgetary circumstances.
  As a result, penetration rates tell us nothing about how affordable the service is for low income households.  They do not tell us what consumers are giving up (food? prescription drugs? cableTV?) in order to keep their phone service.  All they tell us is what we already know: that demand for this service is highly inelastic, that it is an essential service.

 As Mr. Greg Thompson, MP for New Brunswick Southwest stated:

If you list the essentials of life, food, water, shelter, heat, access to health care, the telephone would find itself in the top ten.  There is no doubt there are some people who can live without it, and in fact do live without it, but they are rare individuals.  I remind the Commission of the vital needs provided by telephone access such as communication with family and the outside world, access to emergency assistance, not only police but ambulance services as well.

I don't think anyone should have to prove or demonstrate the essential nature of this basic tool.  What I do feel that I have to define and establish is the serious impact that price increases have on so many people.

35.  Jilian Tebbitt of Saturna Island, British Columbia stated,

The moment I receive notification of yet another rate increase will be the moment I have to consider cancelling [sic] telephone service.  As a person on a disability pension, it is difficult enough to afford food, so telephone service, while essential to my well-being, will no longer be affordable.

Low income households pay an increasing, and much higher than average, proportion of income on telephone service

36. In an effort to further buttress their argument that even $30/mo. rates for basic telephone service are affordable, The Companies point to statistics showing that telecommunications expenditures consume app.1.5% of total Canadian household expenditures.
 This, they argue, is proof that telephone service is “affordable”.  In response to an interrogatory from ARCetal, The Companies provided a breakdown of this figure by income quintile.
  The breakdown clearly shows that lower income households spend twice as much as average (over 3%) of their household expenditure on telephone service.

37. The Companies further argue that:

Since personal disposable income in recent years has been rising faster than the rate of inflation…and tax rates are expected to continue to fall, consumers will, on average, be spending a progressively lower proportion of their income on basic local services with price increases limited, as proposed, to the rate of inflation.

38. However, the statistics provided in The Companies(ARCetal)-202 clearly show that since 1992, the percentage of personal disposable income spent on telephone service by the lowest 60% of the population has been increasing, not decreasing, over time, more so for the lower income quintiles.

39. It is highly misleading to infer from average household figures anything about affordability from the perspective of low income households.  If The Companies were at all interested in the issue of affordability, they would focus on the situation of the lowest income quintile, not that of the average household for whom affordability is much less of an issue. 

Affordability of basic phone service has been jeopardized by rate increases that have far outstripped inflation and income growth over the past several years

40. It is surely relevant that the Commission is being asked to approve further rate increases in this proceeding for an essential service, the rates for which have increased by over 100% since the introduction of long distance competition in 1992.
  Moreover, these increases have occurred at the same time that welfare incomes have been decreasing.
 Clearly, basic telephone service has become far less affordable for low income Canadians over the past decade.  At the same time that basic phone rates were increasing by over 100%, the consumer price index rose by only app.15%,
 and average household incomes in Canada increased by app. half the rate of inflation.
  

41. Even when long distance rates are added into the equation, Canadians have faced overall increases in the Telephone Price Index (TPI) of over 13% during this period, app. twice the rate of increase of average household income.

42. Surely, it is time to stop further rate increases, and to instead provide basic residential subscribers with some tangible benefits from the important regulatory changes made over the past several years.

Many, possibly most, residential customers have not benefited from rate rebalancing and competition over the past several years

43. A number of parties in this proceeding have referred to Table 5.1 in the CRTC’s recent “Status of Competition” report
 as proof that residential customers have benefited from rate rebalancing and competition over the past several years, the inference being that further local rate increases will continue to benefit residential ratepayers.

44. Table 5.1, entitled “Annual Residential Savings (increases)”, purports to show the impact of the change in residential telephone rates by province, and by urban and rural areas, between 1995 and 2000.  The dollar impact of local rate increases is shown, along with the dollar impact of long distance rate decreases.  

45. Because local rates are standard fixed monthly rates that everyone pays regardless of usage, this figure is unlikely to be controversial.  On the other hand, long distance usage is highly variable, with a few heavy users skewing the average upwards.  For this reason, any analysis of the total telephone bill of a typical residential customer must use the median, not the mean usage.  

46. Like the CRTC, Oftel (the UK telecoms regulator) administers a price cap plan. Oftel conducts regular analyses of “typical” residential customer telephone bills in order to gauge the effects of its price cap plan on residential customers.
  In so doing, Oftel uses the medial residential bill as a proxy for the typical bill, because “the median is likely to be more representative than the mean which will be skewed by a small number of very high usage customers”.

47. Indeed, this is the case with long distance usage in Canada, as Bell’s figures show.
  Looking at customer usage during the first six months of 2001, Bell Canada reports 105.6 mean monthly minutes of LD (all customers), but only 42.5 minutes of usage by the 50th percentile (i.e., median) customer. Median LD usage in Canada is thus app.40% of mean usage.  

48. Clearly, any total bill analysis conducted on the basis of the mean usage will not reflect the impact on either the typical Canadian consumer, or the majority of consumers.  Instead, it will show the effect that is skewed by the heavy usage of a minority of consumers.  

49. The 125 minutes of LD usage assumed in the CRTC study is thus representative of a minority of users only, and is a far cry from typical Canadian usage.  Recalculating the annual dollar impact using 40% of average LD minutes reported in Table 5.1 results in much smaller savings, and in many cases, losses.  In brief, residential telephone subscribers did not benefit from rate changes over the period 1995-2000 to nearly the extent portrayed in Table 5.1 of the CRTC report. 

50. The total bill impact of residential price changes over the past several years can also be inferred from Statistics Canada’s “Telephone Price Index”, a price index that includes installation and repair of telephones, the basic monthly charge, other local charges, and long distance toll charges.
  As reported by Statistics Canada, the TPI rose over the period 1992 to 2000 by 13.1%, and over the period 1995-2000 by 12.3%.  

51. Bell’s figures
 also show that 25% of Bell customers spend less than 7.5 minutes per month on LD calling.  Clearly, a significant proportion of Canadian consumers are paying more for telephone service as a result of the regulatory changes over the last several years.  The time has come to provide some benefits to those customers who have been footing the bill for competition.

Canadian rates are at parity with US rates for basic service, and are not out of line with rates in other OECD countries

52. In defence of their application to further raise basic local rates, The Companies argue that “local service rates in Canada are among the lowest in the world”.  Specifically, they argue that Canadian rates for a typical basket of residential local telephone service are well below those in the USA and other OECD countries.
 In so doing, they rely on two studies, both of which were funded by them: one by Teligen comparing rates in G7 countries, and another by The Yankee Group, comparing Canadian and US rates.  

53. The Companies’ capital markets witness, Mr. Richard Talbot, also relies on the Yankee Group study for his conclusion that “Canadian consumers pay lower prices for a typical usage basket of telecom services than do consumer in the U.S.”.

54. As demonstrated by Ms. Lawson in cross-examination of The Companies’ Panel #1, the Teligen study is inherently biased due to its selection of countries, and the Yankee Group study is so flawed that it is not worth the paper it is written on.
  

55. In fact, rates for a representative basket of local services in Canada are well within the bounds of other OECD countries: as Mr. Farmer acknowledged, Canada ranks 10th or 11th out of 29 OECD countries in terms of the price of a given basket of residential local services.
  The Teligen study, for no good reason, excludes most of those OECD countries with lower rates than Canada’s.

56. A close examination of the Yankee Group study shows that it is nothing more than propaganda for the company who funded it.  Its flaws are numerous, centering around an arbitrary methodology. The many flaws include:

- 
three “user profiles” which bear no relation to actual consumer usage;

· an assumption of 1,000 minutes of local calling for each user profile, which is exactly twice the number of local minutes assumed by the FCC when constructing similar comparisons (and hence exaggerates the cost of metered service in the USA);

· a “modest user” profile which, in respect of long distance usage, is in fact reflective of a heavy LD user based on data from Bell Canada;

· a “typical” usage profile which, in respect of long distance calling, is again many times higher than that of the typical (i.e., median) Bell Canada customer;

· a “heavy user” profile which is at the extreme end of heavy usage;

· no amount for installation fees;

· no accounting for discount “Lifeline” and “Link-up” rates in the USA (available to low income households for basic local service and installation); and

· failure to adjust rates for purchasing power parity.

57. Clearly, the conclusions of this study are completely unfounded and cannot be relied upon.

58. In fact, a simple comparison of average Canadian and US rates for basic local service shows that they are virtually identical, once the OECD’s purchasing power parity adjustment is applied.  As illustrated in ARC et al Exhibit #5, the average rate in Canada as of May 2001 (before increases in July 2001) was app.CDN$22.75, while the comparable US rate in 2000 was US$18.71, equivalent to CDN$22.76 using the June 2001 PPP adjustment factor of 1.25.  

59. As confirmed by Dr. Taylor under cross-examination by Ms. Lawson, rates for basic local service in the USA have generally been frozen (i.e., no increases, even for inflation), over the past few years.
  Hence, the average US rate in 2001 is unlikely to be much different.  

60. To the extent that comparative rate levels are relevant, we have therefore already achieved rate parity with the US. No longer is the Canadian economy benefiting from lower basic telephone rates than apply south of the border.  

61. Furthermore, at the same time that basic telephone rates in the USA are being reduced, in real and in many cases nominal terms, ILECs in Canada are asking for increases that would bring Canadian rates to levels higher than in the USA. Such is neither necessary nor desirable.

Competition

While companies may appear to be championing competition, it seems to us they are seeking new ways to require consumers to finance risk in facilities simply by raising basic rates
.

Competition is a preferred means to an end; it is not an end in itself

62. Both ILECs and CLECs treat competition as the primary goal in this proceeding.  While competition is clearly an objective of the Commission in all of its regulatory efforts, it is not so much an end in itself as the preferred means of achieving the Canadian telecommunications policy goals of affordability, quality, fairness, efficiency, and innovation, among others.  From the consumer perspective, choice is desirable, but not at all costs.  As the results of BCOAPO et al’s membership survey show, consumers value price over choice: greater choice is not worth higher prices to them.
  

63. As pointed out by Mr. Todd under cross-examination by Mr. Koch, consumers are not given a choice between competition and higher prices on one hand, and monopoly and lower prices on the other hand.  Instead, higher prices are being forced on basic ratepayers in a determined effort to achieve competition, the primary benefit of which is meant to be lower prices!  

MR. KOCH:  Now, you would agree with me that lower prices is not the only potential benefit of competition to consumers.  Correct?

MR. TODD:  It's the primary benefit, but it's not the only benefit.

MR. KOCH:  Okay.  Choice and innovation are often cited as other benefits of competition?

MR. TODD:  Yes.  One of the interesting things is that with the move ‑‑ and I have been involved in the move to competitive markets in many different industries at this point ‑‑ with the move to competition, if your choice is between a bunch of different service providers at, say, a 10 per cent higher price than if you didn't have that choice, customers no longer are able to say "Well, I would rather not have the choice and have the lower price".  So you don't actually see how much they value that choice.

They are now choosing perhaps at the higher rates amongst competitors, and, yes, they, in a sense, benefit from that choice that they have, but we are not able to get evidence that they actually find those higher prices a fair trade‑off for the greater choice.

64. Indeed, for many – possibly most – residential consumers, there may not even be a trade-off: they will continue to face higher prices for an essential service, without seeing any countervailing benefits in terms of choice.  As Dr. Taylor stated:
It's an experiment. We don't know what the true scope for competition is going to be.

65. Consumers of an essential service should not be forced to underwrite a costly experiment that has no guarantee of success.  

Regulation should recognize the reality of competition in local telecommunications

66. The record of this proceeding could not be clearer that effective competition in residential local telephony is a long way off, and will likely never come to pass in some parts of the market.  The spate of CLEC failures over the past several months, the inability of any CLEC yet to make a profitable business case, and the fact that only one party in this proceeding is offering local service to residential customers, despite the predictions of ILECs just four years ago, speaks loudly and clearly to this issue.  

67. The Commission must not be seduced by unrealistic predictions of competition over the next price cap period.  Instead, it should establish a regulatory regime that is based solidly in reality – the reality so eloquently described by TELUS in a recent submission to the CRTC regarding local “winback” rules.
  In that submission, TELUS emphasizes:

“.....the stubborn economic facts of competition in a network industry (significant capital expenditures, ongoing need for funding, long investment recovery periods, the inevitable failure of some market participants)....”
 

and states:

“Facilities-based competition in telecommunications is, by its very nature, slow, expensive and risky.”

“The practical and financial challenges posed by infrastructure development appear, in magnified form, in the Canadian context.  The difficult task of constructing transportation and communications infrastructure in vast and sparsely populated country is a recurrent theme in Canadian historiography....”

68. Within this context, competition in local telephony should be allowed to develop at its own pace, at rate levels that are constrained as necessary to meet public policy objectives. 

69. Experience to date suggests that predictions of future competition have been grossly overstated.  The pace and extent of competitive entry in telecommunications over the next 4-5 years is simply not known, regardless of the extent to which accommodative entry policies are put in place.  

70. In view of this uncertainty, the Commission should avoid premising its regulatory plan on any particular view of how competition will develop.  Instead, it should simply focus on its primary task: protecting ratepayers from monopolistic pricing in a manner that permits ILECs to earn a fair return and that does not impede the natural development of competition.

Competition should not be subsidized

71. Competition is achieved, where it is economic, by ensuring that competitors face fair rates for the services they need from ILECs.  Healthy, sustainable competition cannot be forced.  It should instead be allowed to develop where economic, and at a pace that reflects the reality of this highly capital-intensive, technology-dependent industry.  The public interest will not be served by premature attempts to “kickstart” competition where it cannot be sustained in the long term.  Such regulatory subsidization of uneconomic competition is destined to failure at the expense of ratepayers and to the benefit of no one other than a few lucky shareholders. 

72. Competitors can be subsidized either through discount rates for services they buy from ILECs, or through artificially high retail rates.  In the latter case, ILECs also benefit, and may indeed benefit more than CLECs due to their dominant position in the marketplace.  As Dr. Taylor acknowledged, it is inappropriate to raise retail rates simply in order to create margins for competitors:

MS LAWSON: Right. Now, if it turns out, though -- and I ask you to make this assumption -- if a competitor's costs are significantly higher than the incumbent's costs, should retail rates be increased to a level that provides the competitor with an attractive margin, regardless of the incumbent's costs and margins?

DR. TAYLOR: Not in my view.

MS LAWSON: No. Because that would amount to subsidization of inefficient competitive entry. Correct?

DR. TAYLOR: Yes, which would, in the end, be bad for consumers.

73. Inefficient competitive entry will not be sustainable.  If such entry is made possible through retail price increases beyond levels necessary for fair ILEC returns, it will be very short-lived.  Once ILECs lower prices to levels more in accordance with efficiently competitive markets, inefficient competitors will lose their margins and go out of business.  In order to avoid such inefficiency and disruption to consumers, it is incumbent on the Commission to establish price caps at levels that reflect lowest cost provision of service.  

Investment

ILECs are entitled to a fair return, but no more than a fair return

74. Investment in Canadian ILECs is achieved by providing ILECs with “a reasonable opportunity to earn a fair return for their Utility segments”, one of the Commission’s stated goals.  This goal has not changed as a result of the move from rate of return regulation to price cap regulation.  Since an industry such as telecommunications is capital-intensive, it is of the utmost importance that the ILEC successfully attract capital, in competition with other investment opportunities.  

75. Just as a fair return is so important to ILEC shareholders, so it is to ILEC ratepayers.   TC \l1 "Just as it would be wrong for the Commission to force ILECs to accept unfairly low rates of return, so it would be wrong for the Commission to force ILEC ratepayers to subsidize unfairly high rates of return.  It is in this sense that earnings are such an important factor in both designing and evaluating price cap regimes (see above, under “ILEC earnings are relevant...”)

76. While ILECs are entitled to a “fair return” on their Utility segment investments, no more than a “fair return” is required to achieve the goal characterized by The Companies as “investment”.  

Efficiency and Innovation

Price Cap regulation inherently provides incentives for greater efficiency and innovation

77. Incentives for greater efficiency and innovation are inherent in a price cap regime that allows for above-normal shareholder profits when companies out-perform the industry standard during the course of the price cap period.  This has been the case over the past four years, as evidenced by higher than expected ILEC productivity gains, and continued innovation in the telecommunications industry generally. 

Efficiency and Innovation must be balanced against other objectives

78. Sometimes, two or more policy objectives come into conflict.  Where that happens, the Commission must weigh the objectives in question and make a value judgement about which is more important.  If efficiency and innovation were the Commission’s only goals, for example, there might be no need to regulate basic telephone rates.  This, of course, is not the case, as even Dr. Taylor acknowledged under cross-examination:

MR. KOCH:  .....You understand that the Commission has other factors to take into account when it makes its decisions, other than pure economic efficiency?

DR. TAYLOR: Certainly.

MR. KOCH: Okay. It is certainly not restricted to your knowledge by doing what is  economically efficient in the short, medium or long term. Is it?

DR. TAYLOR: Correct.

Reliability/Quality of Service

79. Reliability and Quality of Service are best ensured, under a price cap regime, through built-in incentives.  Even The Companies have acknowledged the appropriateness of such a mechanism.  

80. The Commission therefore has the perfect opportunity in this case to address a significant improvement to the existing price cap regime.  If there is one lesson that we have all learned from the performance of the ILECs over the past several years, it is that ILECs will respond to any incentive that is put before them by the Commission.

An incentive mechanism for quality of service is needed under price cap regulation

81. The primary incentive under price caps is to cut expenses in order to achieve greater returns.  This incentive cuts against the objective of achieving and maintaining high quality services. It therefore needs to be counterbalanced by a financial incentive for high quality service.
82. Under rate of return regulation, there were two incentives that worked in favour of adherence to quality of service standards. First, the only way that a company could earn more was to increase the size of the rate base.  Investment was therefore rewarded by a permitted recovery on capital.  Second, as noted in Ms. Alexander’s evidence, the Commission held one great tool for policing inadequate service quality: to set rates at or near the bottom of the permitted range for the rate of return, as a substantial penalty.
  This mechanism is lost to the Commission forever with the current consensus that the price cap regime is superior to rate of return.

83. In fact, during the current price cap period, there is no mechanism for enforcing quality of service standards other than a flurry of letters back and forth between the company and the Commission when service quality deteriorates.  After three consecutive months of sub-standard service, the company must report on a monthly basis, and must specify its action plan for the correction of the substandard performance. As Mr. Park put it on behalf of the Companies:

The company either executes or does not execute the action plan so the indicator either goes back into acceptable performance, or not.  Beyond that, historically there has been no other large amount of action by the Commission or any other kind of follow up reporting, if you will.  That’s kind of the extent of it.

84. It is hard to imagine a clearer example of the difficulty that the Commission faces without an incentive mechanism than Telus Exhibit #14.  Commission Counsel sought, as she might have in a revenue requirement proceeding, an explanation for the failure to meet a specific indicator four times in 2001. The exception report filed by Telus had merely cited “organizational and system process changes” as contributing to missing the standard.

85. In response to the request for further details, Telus filed Exhibit #14, which, in two pages, specifies that the company must make changes to meet the demands of its customers.  It is impossible to disagree with any of the words in the text of the response; however, at the same time, the fact remains that there results the uncomfortable feeling the current quality of service standards have no teeth whatsoever. 
86. The ILECs maintain that there is sufficient incentive flowing from competitive forces to ensure that the companies maintain high service quality.  They argue that the customer will switch to other suppliers of competitive services if residential primary exchange service is not of high quality.

87. However, actual quality of service results do not bear this out.  Mr. Park agreed with the characterization set out in the AT&T evidence at page 24, para.3-33, that “the level of service provided to customers during the first three years of the current price cap regime has been extremely poor”.
  Similarly, Ms. Alexander notes that “[t]here is a discernable national trend of deteriorating service quality in the U.S.”
  
88. The result is a clear requirement for the Commission to act in this case to establish an incentive for the ILECs to meet service quality standards.  

The penalty must be large enough to create the desired incentives

89. It is essential that the incentive to maintain high quality service counterbalance the inherent incentive of price caps to reduce costs.  Accordingly, the penalty for sub-standard service must be higher than the potential savings to ILECs of non-compliance.
  See below, under “Quality of Service”, for how this principle can be implemented.

Rural/Urban Equity

90. Rural/urban equity is a policy goal that flows from the Telecommunications Act’s objectives of:

(a) to facilitate the orderly development throughout Canada of a telecommunications system that serves to safeguard, enrich, and strengthen the social and economic fabric of Canada and its regions; and

(b) to render reliable and affordable telecommunications services of high quality accessible to Canadians in both urban and rural areas in all regions of Canada;  (emphasis added)

91. As the Commission ruled in Decision 97-9, 

...it is appropriate to maintain rural rates at levels which are not greater than the rates paid by urban customers, unless it can be demonstrated that circumstances warrant higher rates in rural areas.

Canadians want reasonably comparable rates for reasonably comparable service in urban and rural areas

92. The public response to proposals for rural rate increases in this proceeding has been overwhelming. Canadians want, and indeed expect, to pay reasonably comparable rates for reasonably comparable service in rural and urban areas.  As Ms Gloria Descorcy, on behalf of the Consumers Association of Canada (Manitoba Branch) stated:

In addition, rural subscribers in Morris and Swan River and Arviat could be asked to pay more than urban subscribers in Winnipeg and Brandon for what amounts to less service. It is inequitable to expect consumers with a more limited local calling area to pay a higher price for an essential service than those with large calling areas. It is completely unreasonable to expect the most remote consumers with the smallest calling area and the least reliable phone service to pay the highest price.  Add to this a continual rise of MTS return on common equity and the industry's declining costs and you can see why Manitobans are sceptical [sic].

93. In particular, there has been overwhelming opposition to Aliant’s proposal in the Atlantic Provinces.  The Governments of Newfoundland and Labrador, Nova Scotia, New Brunswick, and Prince Edward Island and the Union of New Brunswick Indians made presentations at the hearing.  A sampling of some of the comments are provided below.

94. The Honourable Walter Noel, Minister, Government of Newfoundland and Labrador stated that: 

Aliant's proposal to charge higher rates in high cost areas such as small, remote or widely dispersed exchanges, is flawed from a public policy perspective and contrary to our concept of national interests.

Basic telephone service is a necessity for all citizens and should be available to all at equitable rates. It is not acceptable for residents in our province who live in rural areas to pay more for this basic service than those who live in urban areas.
 

95. Mr. Paul Jelley, on behalf of the Honourable Mike Curry, Government of Prince Edward Island, stated:

…differential rates for telephone service violates the principles of equity, fairness and universality that are the hallmark of Canadian life.

This country prides itself on providing universal services to its citizens. The principles of universality, fairness and equity are respected in all facets of Canadian life. Telecommunications should be no exception.

96. Mr. Greg Thompson, MP for New Brunswick Southwest stated: 

The last thing our people need is another price hike for an essential service.  Ranking right up there with the category of things they don't need is this proposed discriminatory price structure which penalizes people for where they live, not for how much they use the service or because the service is better, but strictly for where they live.

97. Mr. Darrell Paul for the Union of New Brunswick Indians stated:

It is our position that one cost should be charged for telephone service regardless of where the service is provided, and, in this way, the larger population centres -- urban centres -- can assist in ensuring that their rural neighbours pay the same fee for service as they do. Any other approach would be unfair and discriminatory.

98. Wendy Lill, NDP candidate, Nova Scotia stated:

I will now come to the question of high-cost service areas and the request from Aliant to make rural Canadians pay more for basic services. As a Canadian and as a New Democrat, I fundamentally disagree with any kind of two-tier services in this country. I believe that we are a country based on comparable levels of health care, transportation and communication services at comparable costs. That should be our goal and we should always be striving for it.

A question is: why would we say that Canadians living in Toronto, where there is more service and real local competition available, why should they be granted guaranteed lower monthly phone rate than the good folk of Ecum Secum, Nova Scotia where there is poor service and real economic hardship?

99. Alice Radley, citizen from Nova Scotia stated:

They are making money, we are not. Why are they hitting us in rural areas.

100. Quebec municipalities have rallied around this theme as well.  ARC has been provided with copies of some resolutions sent to the Commission from various municipalities and counties in Quebec which oppose disparity between rural and urban rates.  The numerous municipalities and counties adopting this resolution include Asbestos, Bedford, Beloeil, Black Lake, Boischatel, Bromont, Brownsburg-Chatham, Buckingham, Compte de Joliette, Granby, Lachute, La Malbaie, Lavaltrie, Montcalm, Otterburn Park, Pocatiere, Rigaud, Sainte-Cecile-de Milton, Shawiningan, Shefford, Sutton, and Vanier.

101. In addition, many participants have called for hearings on this issue to be held in the communities affected.  Wendy Lill had this to say on subject:

If Aliant really wants an increase only for rural customers, then once you, the CRTC, has extended the price cap, ask them to apply for a rate increase for only their rural customers. Then hold hearings in the affected areas. I dare them to try. It is one thing to apply for a rate hike behind the closed doors of the CRTC hearings and quite a different thing to apply for one in the community centres in Moser River or Ingonish. I dare say they would think again if they were forced to face the affected consumers in these communities.

102. It is surely clear that, however controversial the topic of regional subsidies in Canada, the predominant desire of Canadians is to maintain reasonably comparable rates and quality of service in rural and urban areas of the country.

The HCSA subsidy is sustainable and should not be prematurely eliminated

103. Just over two years ago, the Commission initiated a proceeding to revamp the contribution collection mechanism with a view to making it more competitively-neutral and sustainable.
  After a long proceeding in which all interested parties participated, and in which a variety of options were examined, the Commission issued Decision 2000-745, in which it replaced the company-specific toll contribution mechanism with a national revenue-based mechanism which does not suffer from the same avoidance problems as did toll contribution.  In so doing, the Commission ruled that “the new regime will be more equitable and will create incentives to maintain affordable local residential service rates in high-cost serving areas”.

104. Less than one year later, some parties are suggesting that this new mechanism be eliminated, either through aggressive rate rebalancing or the application of all ILEC productivity gains against the HCSA subsidy.  Such radical changes are neither necessary nor appropriate.  The former would further jeopardize affordability in high cost areas, and would be contrary to the principle of rural/urban equity so highly valued by Canadians.  The latter would simply take us backward to the era of implicit subsidization, with concordant pressures from ILECs to raise rural rates.
  Moreover, as Mr. Watt acknowledged in response to Commissioner McKendry’s questioning, avoidance is no longer a problem under the new contribution regime.
 
105. In ARCetal/BCOAPOetal’s view, the high cost area subsidy is likely to be needed for some time to come.  It is now sustainable in the longer term, and does not need to be eliminated for competitive or other reasons.  

Regulation where required

Retail price constraints are needed as long as there is insufficient competition to protect users

106. TELUS’s case is based on the theory of “accommodative entry policy”: that retail price regulation should be removed (or at least relaxed) now that accommodative entry policies
 are in place for competition.  TELUS relies on Dr. Weisman’s theoretical argument that once accommodative entry policy is in place, retail price regulation will only serve to distort outcomes.  Instead, according to TELUS rates should be allowed to rise to “market levels”, despite the fact that no market yet exists for most retail customers.  

107. As pointed out by ARC et al’s witness, Dr. Roycroft, the basic problem with these arguments is that they substitute the existence of policy for the existence of competition. As Dr. Roycroft testified, it is a fundamental mistake to assume that the desired results of a policy naturally follow from the implementation of that policy.  Rather, what must be evaluated are actual outcomes that can be observed in the marketplace.

108. This is because theory rarely accords with reality, as even Dr. Taylor (a slave to theory when it comes to the relevance of earnings to price cap regulation) acknowledged under cross-examination by Mr. Koch.
  Like other economic theories, accommodative entry theory as propounded by TELUS assumes, against the tide of reality, that markets work perfectly.  As Dr. Emmerson admitted, competition operates to protect consumers only when consumers have full information, which is not the case in practice.
  

109. It would be folly to abandon retail price regulation on the basis of pure economic theory, without assessing how the policy is working.  An accommodative entry framework may be established, but entrants may not choose to serve all customers.  Alternatively, customers may choose to not switch providers.  Rivals may be small and poorly capitalized relative to the incumbent.  The incumbent may consistently increase prices by the maximum amount permitted by the price cap plan.  The incumbent may maintain high market share.  If these outcomes are observed, accommodative entry cannot be viewed as disciplining prices.

110. As noted by Dr. Roycroft, the FCC, when evaluating whether AT&T’s long distance services should be removed from price cap regulation, did not simply consider whether entry barriers had been removed.  Rather, the FCC recognized that AT&T still possessed market power, in spite of the improved market environment for long distance rivals of AT&T that resulted from the divestiture.  As a result, the FCC continued to regulate AT&T’s retail prices, in conjunction with the policy of equal access in the interLATA market.

111. Dr. Roycroft further testified that when realistic assumptions are applied to Dr. Weisman’s mathematical model of accommodate entry theory, the model in fact shows that price cap regulation may improve efficiency where accommodative entry policy exists.

112. Clearly, it is not enough to rely upon theory to ensure just and reasonable rates, as well as a fair return for ILECs.  The Commission must instead recognize the reality of the markets in which it is regulating, and the scope for monopolistic abuses therein.  Accommodative entry policies are essential for competition to be achieved in the still highly monopolized telecommunications market.  However, they cannot substitute for regulation before competition has matured to the point of providing adequate market discipline to protect all users.

EVALUATION OF THE CURRENT PRICE CAP REGIME

Stakeholder interests have not been balanced

113. It cannot be more obvious that the current price cap regime, despite the Commission’s best intentions and efforts, has failed miserably in terms of balancing the interests of the three main stakeholder groups: ILECs, CLECs, and consumers.

114. As ARC et al Exhibit #7 graphically illustrates, ILECs have earned consistently higher than normal returns on equity over the last four years, in stark contrast to their performance under rate base, rate of return regulation.  At the same time, residential consumers have been subjected to ever-increasing rates for basic telephone service, and competitors have been failing.  This cannot be coincidence.  

115. As noted by Todd and Matwichuk,

One of the fundamental attractions of price cap was the prospect of achieving enhanced productivity in the industry. The hope was that increased productivity would be realized and translated into lower rates to consumers. Unfortunately it would appear that while productivity has improved, the level of benefit seen by different categories of customers has varied significantly. For residential customers in particular, the promised benefit of price caps appears to be more chimera that reality. 

116. Even when the benefits of long distance rate reductions are added into the equation for residential customers, it is far from clear that the overall rates faced by residential customers reflect the productivity trends observed in this industry.  (See above, under “Affordability”)  As Todd and Matwichuk note,

Significant questions must be asked in relation to the apparent use of the unexpectedly high productivity to flow benefits exclusively to larger volume customers with competitive alternatives and to the companies who have used these benefits to increase shareholder returns and to undermine competitive entry.

IMPROVING THE PRICE CAP REGIME

Ensuring that residential ratepayers obtain their fair share of benefits from price cap regulation

117. This proceeding presents the Commission with an opportunity to correct the imbalances inherent in the past regime, and specifically to ensure that some of the benefits of productivity gains generated in this declining cost industry under incentive regulation accrue to residential ratepayers.  

118. Now that residential rates have been “rebalanced”, are at the same level as US rates, and are providing ILECs with healthy profit margins,
 it is time for residential customers to reap the benefits of their “investment” in this still largely monopolized business.  Residential customers want, and indeed deserve, more than the prospect of competitive alternatives.  They want, and deserve, lower prices and better quality of service.  They deserve prices that reflect the declining cost trend in this industry, and that do not provide ILECs with supra-normal profits.  

Time-limited exogenous impacts should be reflected in time-limited exogenous adjustments

119. Under both The Companies’ and TELUS’s proposals, increases to the PCI for time-limited exogenous factors would continue to be embedded in the PCI after expiration of the exogenous impact.   This is inappropriate and unfair;  time-limited exogenous impacts should be reflected in time-limited exogenous adjustments.  Once the total dollar amount in question has been recovered, the PCI should be reduced accordingly.  The expiration of a negative exogenous impact is equivalent to the creation of a positive exogenous impact.  Failure to adjust for the expiration of negative exogenous impacts is thus equivalent to failure to account for positive exogenous impacts.  

120. For example, the PCI was increased in 2001 to permit ILECs to recover the new 4.5% revenue levy from local rates.  As of Jan.1, 2002, this levy will be reduced by a substantial amount.  The PCI must also be reduced accordingly.   As well, once local competition start-up costs have been recovered, the PCI should be reduced by the amount of the increase attributable to that exogenous factor. 

121. Under cross-examination by the Commission, Mr. Farmer acknowledged that exogenous factors should be symmetric, i.e. if there is a financial impact that was positive to the company as opposed to negative, that there would be an exogenous adjustment decreasing the price cap index
.  However, Bell and the other ILECs do not propose to reduce their PCIs once the impact of a given exogenous factor ends.  Instead, they want to be able reap a windfall from this potential lapse in the price cap regime, without any justification other than inducing more competitive entry:

MR. ENGELHART:  Now, I understand that you do not propose to reduce the price cap index in May 2002 when these amounts are recovered.  Is that correct?

MR. FARMER:  That's right.

MR. ENGELHART:  If the expenditure has been completely recovered, what is the rationale for retaining that 1.7 per cent factor in your price cap index?

MR. FARMER:  For many of the reasons that we discussed yesterday, and a little bit this morning, as well, if one is trying to balance these various objectives, the three objectives that we have talked about before, what we are saying is:  Given that the prices, where they are today, which includes the adjustment that was made for LNP/LNI cost recovery, when you look at those prices and draw the conclusion, as we do, that prices are affordable and are very reasonable on an international basis, then it is not required, from an affordability perspective, to lower the price, that prices, generally speaking, to ‑‑To effect at least some general increasing in margins in the market which might be conducive to allowing more competitive entry, then it would seem, on the basis of that, that it would be better, rather than to reduce prices further ‑‑ and then, of course, it is the absence of the reduction in price that we are looking for here ‑‑ it would be better not to reduce the prices, just move from the levels at which we sit and move prices going forward in the manner that we have discussed.

122. TELUS defends its position on the basis of its position that rates should move to market levels;  hence, in its view, any reductions to the PCI are undesirable, even where clearly warranted in order to reflect the expiration of an exogenous impact which increased company costs.
.  Of no surprise, however, is Telus’s inconsistent position that “If costs associated with an event extend beyond a given plan, the ability to recover those costs should also extend into the next price regulation plan.“
.

123. With all due respect, the ILECs’ position on this straightforward issue of fairness and consistency with price cap methodology flies in the face of logic and fairness. 

When comparing costs and revenues of local service, the total package, including optional local services, should be examined

124. Implicit in the ILECs’ positions in this proceeding is the notion that the rate for basic local/access service should cover the full cost of local and access service, as well as a regulatory approved mark-up.  This notion is a remnant of pre-price cap times, when the Commission approved a series of “rate rebalancing” decisions designed to transfer revenues from the long distance (competitive) side of the business to the local (Utility) side.  In those days, the revenues from optional local services were explicitly maximized so as to contribute to covering the cost of local/access services.  

125. Now that optional local services have been uncapped, the ILECs wish to avoid having the high margins from those services recognized.  But the contribution from these services to ILEC Utility segments is as important as ever.  The Commission has recognized as much in its decision to impute $5/mo/NAS of optional service revenues for the purpose of computing the Total Subsidy Requirement.
  Similarly, it is essential that net revenues from optional local service in non-HCSAs are recognized when determining the reasonableness of ILEC rates for basic local service.

126. Such an approach is not only appropriate from a regulatory perspective, it is entirely consistent with business practices in competitive markets.  As Dr. Taylor acknowledged:

MS LAWSON: .....Firms in competitive markets attempt to maximize their profits through revenues over the totality of services that they offer.

DR. TAYLOR: Yes, that is correct.

MS LAWSON: And if we are looking specifically at optional services here, the revenues and costs of optional services, for example, are just part of the big pot of the incumbent's overall revenues and costs of providing phone service to consumers.

DR. TAYLOR: Yes.

127. The Companies also admit that their focus is now on recovering their costs from the totality of their services, not from any particular service, as the discussion between Ms. Lawson and Mr. Farmer in vol.3 of the Transcript makes clear:

MS LAWSON:  .... If we are looking at the recovery of all of its costs, the company has to consider that on the basis of all of its related services.

MR. FARMER:  That's right.

128. Indeed, as Todd and Matwichuk state:

Basic service can be viewed as being similar to a “loss-leader” that gets customers into the store where they will then buy the higher margin items. It is consistent with competitive market behaviour for companies to earn a normal return by offering a product mix that includes low margin products that are the foundation of the customer relationship along with high margin products.
 

129. This approach reflects the new reality in the converging telecommunications market, as set out in Call-Net’s recent Part VII Application regarding ILEC “win-back” activities.
  Under the heading “Service Bundling – the New Market Reality”, Call-Net states:

As the margin on individual service offering declines, companies have learned that “owning” the end-user is the only way to be viable.....CLECs will never cover their costs by selling simple local exchange service.   (para.29)

“Owning” the end-user means being the supplier of preference for the end-user’s entire gamut of telecommunications needs.  ILECs and CLECs market their local exchange services with LD and other services.  In January 2001, Bell announced that it is building a single-bill platform worth $200 million which will facilitate the company’s strategy of owning the total customer experience.  TELUS is reputed to be working on a similar platform.  (para.30)

and, quoting Jean Monty,

For us, value creation is in owning the customer relationship.  Our strategy flows from that belief, a strategy that treats the customer as a single, total entity with integrated communication needs and wants … (Remarks to the Canadian Media Directors Council: “The Convergence Advantage:  Simplicity, Convenience and Value for our Customers” – April 3, 2001) (para.31)

130. Clearly, a regulatory approach which focuses on one particular service (basic local service), with the intent that the price of that particular service should cover its total causal costs (including common costs that also are causal to other services), is at odds with competitive market practice.  Hence, instead of comparing the costs and rates for “stripped down” basic local service, the Commission should be comparing the costs and rates of local services as a package, including EAS and optional services.

ILEC pricing flexibility should be constrained so as to limit anti-competitive pricing

131. In order both to protect ratepayers from monopolistic pricing and to protect competitors from anti-competitive pricing by dominant incumbents, it is essential that the price cap baskets and other constraints be carefully structured.  Otherwise, ILECs will have both the incentive and the opportunity to exploit captive customers and forestall competition.  For example, if a price cap index is applied to a basket of basic residential services with full pricing flexibility within that basket, ILECs would be free to lower prices in areas where competitors enter, while raising prices in areas where competitive entry poses no threat.    

132. Indeed, experience under the current price cap regime proves this point:  while free to lower residential rates in order to meet the price cap, the ILECs instead applied 100% of their productivity gains to business rates, going so far as to “bottom out” in some cases.  It is not surprising that ILECs chose to apply required price reductions exclusively to the most competitive side of their local business. 

133. Because local competition will roll out gradually, with more densely populated areas and heavy telecom users being targeted first, this concern is heightened.  If the Commission wants to ensure that all subscribers of basic local service enjoy some of the benefits of price cap regulation, it must structure the regime so that ILECs cannot selectively target non-competitive services and locales for rate increases while decreasing rates where the threat of competition is real.

134. One way to address the problem of undue pricing flexibility by ILECs is to require ILECs to apply any retail price changes uniformly across the Band in question, or across their entire territory.  CallNet has proposed such a rule, with its “Tag-Along Mechanism”.  The problem with this approach is that, while it may adequately protect competitors, it does not adequately protect consumers from otherwise unjustifed rate increases.

135. Instead, the appropriate way to prevent anti-competitive pricing is to limit ILECs’ ability to raise individual rates, through an individual tariff or rate element constraint within the service basket.   Currently, a 10% per year limit applies to individual rate elements.  Todd and Matwichuk propose an individual rate constraint of inflation.
 ARCetal/BCOAPOetal submit that the Todd/Matwichuk proposal should be adopted, as it meets the needs of both competitors and subscribers.

Reliance on market forces requires fully informed consumers

136. Perfect competition, as stated by Dr. Weisman, is characterized by a situation:

…where consumers are perfectly informed, the market sets quality levels, the market sets prices and provides the consumer with an ideal outcome, from the perspective of economic theory

137. This topic was returned to during cross-examination of the Telus panel 2, when Mr. Koch had a discussion with Dr. Emmerson on the 2001 Nobel Prize-winning economic theory, which focuses on the problem of asymmetric information in competitive markets.  Dr. Emmerson agreed that markets do not operate perfectly, stating:

That is correct, in particular with respect to the availability of information to firms and consumers, which is not always consistent with our perfect competition assumptions.

138. In fact, competitive markets are typically characterized by asymmetric information, where parties on one side of the market have much better information than those on the other.  Hence, reliance on the theory of perfect competition for policy making can lead to seriously distorted results. 

139. Consumer education and access to information are critical to overcoming this asymmetry.  Once a consumer has been educated and has access to information about the Terms of Service and their rights, they will be able to effectively assess their competitive alternatives as they appear. Improved information on consumer’s Terms of Service and rights is the first step to educating and informing the consumer, such that market forces (i.e. consumer willingness and ability to switch providers when it is rational to do so) can be relied upon.  

140. See below, under “Consumer Information and Bill of Rights”, for more discussion of this topic.  

RESIDENTIAL RATES AND COSTS

Revenues from residential local service in non-HCSAs are not only compensatory but highly profitable

141. The record in this proceeding clearly demonstrates that:

(a) Residential rates in non-HCSAs are now compensatory (on average); and

(b) Residential Primary Exchange Service (PES) costs in both HCSAs and non-HCSAs will continue to decline.  

142. Hence, if the prices for capped services do not decline by an amount that reflects a reasonable productivity target, ILEC profits will increase to a level that is even higher than their current supra-normal level.  If this is permitted, ILECs are likely to have an insurmountable unearned competitive advantage.

143. The consequences of allowing rates for local residential services to increase, even by the rate of inflation, can be illustrated by considering Bell’s rates and PES costs. 

144. Bell’s current (2001) average rate for residential PES in non-HCSAs is $22.34/mo.
   On top of this, Bell’s average optional local services revenue per residential NAS for 2001 is $9.07/mo.
  Hence, total average local revenues for Bell’s non-HCSA residential NAS in 2001 is over $31/mo.

145. Furthermore, additional benefits accrue to ILECs as a result of their incumbent and dominant status in the market.
  Even if these additional benefits are ignored, the average non-HCSA contribution to Bell’s bottom line can be conservatively estimated as $31.00 per NAS per month. This is Bell’s basic service revenue plus net revenue from related services that are attributable to the basic service relationship. 

146. Since HCSA service is compensatory by definition when contribution is taken into account, it follows that any excess revenues gained from non-HCSA rates will flow through to ILECs as additional profit.

147. Bell’s evidence shows that current average PES costs per NAS in non-HCSAs ranges from $13.29 to $19.07, depending on the cost scenario assumed.
  Only the lowest cost scenario has been accepted by the Commission. 

148. Only PES costs need be considered in assessing the per-NAS profitability of basic local residential service since other contributions to revenue (e.g., optional services) are treated on a net revenue basis.  However, it is appropriate to add two additional items in determining total PES costs in Bell’s case.  

149. First, if Bell absorbs costs associated with its SIP plan without seeking an exogenous factor adjustment, an additional $0.06 will be borne on a monthly basis per NAS.
  Hence, direct PES costs plus the SIP “subsidy” will total $13.35 to $19.13, depending on the PES cost figures used.Hence

150. Second, basic local residential service must generate a mark-up in order to be compensatory.  Decision 2000-745 recognized a 15% mark-up for residential basic service in HCSAs. In our view, it would be inconsistent to recognize a larger mark-up for the same service in non-HCSAs. Based on a 15% mark-up on both direct PES costs and the SIP “subsidy”, total costs with mark-up for the four scenarios would range from $15.35 to $22.00.  

151. Using Bell highest PES cost scenario, it follows that Bell is realizing a margin on local residential service in non-HCSAs of at least $9.00 above the 15% mark-up of direct costs.  Based on a non-HCSA residential NAS figure of 6.6 million,
 this margin amounts to $60 million monthly, or $713 million annually.  

152. Using the lower PES costs that have been accepted by the Commission, Bell’s additional margin above direct and SIP costs plus 15% mark-up, would be $15.65 per NAS - a whopping 100%!  This translates into app.$103 million monthly or $1.24 billion annually of profits from non-HCSA residential services.

153. Clearly, the tables have turned: residential local service in non-HCSAs is no longer subsidized.  On the contrary, it is providing Bell Canada at least with a healthy profit margin.

ILEC profit margins on residential service in non-HCSAs will continue to grow

154. Bell Canada’s Phase II costs for residential primary exchange service are declining (by 0.7% since 1988, and by 3.6% per year over the past four years).
  There is no reason to expect that this decline in costs will not continue over the next price cap period.  Indeed, no party has suggested otherwise in this proceeding.  Nor is there any evidence to suggest a different trend in costs for other ILECs.

155. At the same time, ILECs have and will likely continue to have many opportunities to increase revenues from optional local services over the next price cap period, as they have during the past four years.
  The evidence in this proceeding suggests that competition in the residential market will not pose a significant challenge to ILECs over the next 4-5 years; their market share loss is likely to be minimal.

156. As a result of the combination of these factors, ILEC margins on residential local service are likely to grow over the next 4-5 years.

The Companies’ proposal would lead to even higher ILEC profits and less scope for competition

157. As noted above, ILEC market share loss in the residential sector over the next 4-5 years is likely to be negligible (i.e., comparable to market growth). This is especially so if The Companies’ or TELUS’s proposal is accepted, giving ILECs a substantial advantage over competitors in terms of pricing flexibility and higher profits (hence, lower cost access to capital).  Under this scenario, the trend in the contribution to profits of local residential service can be estimated as follows.

158. Bell is proposing that residential non-HCSA rates be allowed to increase by inflation (GDP-PI).  Assuming 2% inflation, the average residential non-HCSA rate could therefore increase from $22.34 to $22.78, a $0.44 increase. 

159. Assuming that productivity gains only offset inflation (i.e., costs are flat in nominal dollars), the margin on local residential service would increase by $0.44 per NAS per month.  This equates to a margin increase of $34.8 million in 2002, using the non-HCSA NAS data provided by Bell
. With subsequent annual inflationary increases, this incremental margin would increase to over $70 million in 2003, $105 million in 2004, etc.

160. If, however, actual productivity is double the inflation rate (e.g, inflation of 2% and productivity gains of 4%), these annual incremental margin would be doubled.  We consider this to be a conservative estimate of the incremental margins that can be expected over the next price cap period (see below, under “Productivity”).

161. The financial impact of The Companies’ and TELUS’s proposals have been further confirmed through Bell Canada’s own estimates of the potential revenue impacts of its pricing flexibility proposals for the period 2002 to 2005. In response to questioning by Mr. Engelhart and Ms. Moore, Bell has provided data showing that, assuming that its proposal were accepted, and under its best estimates of how the market will unfold, Bell would be $169m. richer relative to 2001, and $324m. richer relative to a scenario under which capped services were subject to a PCI of inflation less 4.5%.
 In order to break even, the Companies have to assume wildly unrealistic scenarios of competition and price reductions.

APPROPRIATE DESIGN OF THE NEW PRICE CAP REGIME

Productivity

Introduction
162. A clear understanding of the role of the productivity factor is key to the development of a second price cap regime that will balance the interests of the three main stakeholder groups identified by the Commission.  In this respect, there appears to have been a concerted attempt by the ILECs in this proceeding to introduce concepts inconsistent with the historical development of regulatory techniques in Canada and elsewhere.
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163. The critical distinguishing feature between a price cap technique and the older technique of rate-base rate of return regulation lies in the incentive given to the ILEC to operate in an efficient manner.  The improvement that a price cap model brings to bear is simple: beyond the anticipated improvement in productivity anticipated by the Commission, the ILEC may keep part of further gains in productivity, thereby increasing shareholder wealth.  At the same time, the productivity gains anticipated by the Commission are translated into rate reductions, to benefit customers.  In this way, everyone gains from the introduction of an incentive for the ILEC to be more productive and more efficient.
  

164. The choice of the productivity offset is therefore key to meeting the Commission’s own test set out in Public Notice 2001-37 for price cap decisions: to balance the interests of these three constituencies.

165. Almost invariably, experience shows, regulators tend to set too conservative a productivity target the first time a price cap regime is established.
  While not optimal, this tendency is understandable, given pressures on the regulator to ensure that ILECs can continue to attract capital on reasonable terms. This appears to have been the case in Canada.

Productivity Performance of the ILECs during the First Round

166. The evidence clearly demonstrates that the ILECs have been able to achieve Utility segment productivity gains over the initial price cap period that exceed the 4.5% target productivity that was embedded in the Commission’s Decision 97-9.  The above-target performance of the ILECs is demonstrated in at least two separate measures: total factor productivity (TPF) results, and returns on average common equity (RACE).

167. The companies that report TFP results for the price cap period show productivity gains in excess of 4.5%.  Achieved returns on equity over the same period exceed 11%, even after adjusting net income for excess contribution revenue.  Each of these measures is discussed below.  

Total Factor Productivity

168. TFP growth over the period 1988 to 2000 for The Companies has increased significantly over the price cap period – see Table 1 below.  

Table 1:  Total Factor Productivity Estimates


As Reported in Response to Interrogatory (CRTC) 16Mar01-102 (20 July, 2001 Update) 

Year
Bell Canada
Island Tel
MTT
NBTel

1988
4.90%
5.10%
1.70%
5.50%

1989
7%
-0.60%
1.70%
3%

1990
4.60%
-0.10%
2.30%
6.50%

1991
4.20%
3.40%
2.60%
5%

1992
3%
7%
8.60%
6.70%

1993
0.60%
-0.70%
1.40%
8.10%

1994
3%
5.30%
1.60%
6.60%

1995
3%
5.20%
1%
9.10%

1996
5.30%
5.10%
3.40%
5.30%

1997
8.20%
6.20%
11.30%
4.40%

1998
6.70%
7.10%
10.10%
3.20%

1999
7.20%
6.20%
8.30%
5.40%

2000
7.10%
20.10%
3.70%
14.50%

Average 1988 to 2000
4.98%
5.33%
4.44%
6.41%

Average 1988-1997
4.38%
3.59%
3.56%
6.02%

Average 1998-2000
7.00%
11.13%
7.37%
7.70%

Increase in Average TFP
2.62%
7.54%
3.81%
1.68%

169. Like TELUS, The Companies argue that TFP is an inappropriate measure because it covers the company as a whole, rather than focusing on the Utility segment. Nevertheless, company-wide TFP results offer a good indicator of Utility productivity gains, in the absence of clear evidence to the contrary.   

170. Telus reports marginal cost growth rates for the regulated industry,
 which while not the same methodology associated with TFP, does shed some light on efficiency changes.  The results produced by Telus show that the rate of growth of marginal cost for Utility services has declined by app. 2.3% since the imposition of price caps, also indicating significant efficiency gains under price cap regulation.

Table 2:  Regulated Industry Marginal Cost Growth Rate for the Regulated Industry

(Table 3.2, page 29 of Telus' Evidence.)




1989
-0.0288

1990
0.0658

1991
-0.0336

1992
-0.06

1994
0.0595

1995
-0.0093

1996
0.0307

1997
-0.0171

1998
-0.0262

1999
0.0106

2000
-0.107

2001
0.0263




Average 1989-2001
-0.00743




Average 1998-2001
-0.02408

Average 1989-1997
0.0009

Note: Telus does not report for 1993

171. The TELUS marginal cost growth rates, like Bell’s PES unit cost changes, understate TFP trends. This is because declining marginal cost is only one of the factors contributing to TFP gains. TFP is a more comprehensive and hence, more realistic, measure of productivity gains, than is growth in marginal cost.  TFP considers changes in outputs that reduce common costs as well as direct reductions in input costs.  Hence, TFP reflects scale and scope economies, as well as reductions in the cost of factor inputs.  Given the consistency between the TELUS and Bell marginal cost numbers, it is reasonable to assume that TELUS’s TFP costs are in line with Bell’s TFP results. 

ILEC Returns on Average Common Equity

172. In addition to reviewing TFP results and marginal cost trends, the productivity performance of the Utility segment on its own can be cross-checked by examining the trend in the Utility segment RACE through the initial price cap term.  

              Table 3: Utility Segment RACE (%)



1997
1998
1999
2000
2001

Bell Canada
10.2
13.0
15.0
15.4
14.3

MTS
10.4
13.6
16.4
16.8
13.4

    NBTel
11.4
13.8
16.3
21.1


    MTT
9.4
9.7
11.6
14.1


    Island Tel
10.6
12.1
9.8
20.2


    NewTel
12.2
12.3
12.3
15.4


Aliant



16.6
17.4

    BC Tel
10.3
12.9
15.5
13.2


TELUS
9.0
13.3
23.2
27.0
16.2

Source: Responses to ______(CRTC)16Mar01-405 PC.

173. The high and generally increasing RACE levels of ILECs over the past four years clearly demonstrates that they have been able to outperform the productivity target set in 1997.  If, instead, Utility segment productivity had reflected the 4.5% target level, all other things being equal, ILEC RACE results would have revolved around the 11% ROE that was allowed in Decision 97-9.

174. It has been suggested that these high returns are attributable to growth in contribution-eligible minutes within the fixed per minute toll contribution regime which operated until 2001. This issue was addressed in Telecom Decision CRTC 99-20, Review of Frozen Contribution Rate Policy.  In that decision, the Commission found that contribution revenue was not out of line with the level of revenues anticipated at the time of Decision 98-2:

Based on the above, the Commission finds that, over the remaining price cap period, contribution revenues will not be significantly in excess of what could reasonably have been anticipated at the time of Telecom Decision 98-2. This finding takes into account the materiality of any differences in the level of contribution revenues now expected to be realized on both a total ILEC basis and by individual ILEC territory.

175. The price cap formula uses GDP-PI as a proxy for the change in the ILECs’ input prices.
  To the extent that the actual trend in Utility segment input prices varied from GDP-PI, the achieved ROEs of the ILECs would also vary.  For example, if actual increases in input prices were less than GDP-PI, the difference would increase the achieved ROE.  However, GDP-PI was used in the price cap formula because it was considered to be the best available indicator of the trend in input prices. As a result, it is not practical to quantify the difference between the actual trend in input prices and GDP-PI.  It is therefore appropriate to use the trend in the ILEC ROEs as an indicator of their productivity performance, relative to the 4.5% target, without attempting to make an adjustment for the difference between actual input prices and the GDP-PI.

176. ARCetal/BCOAPOetal therefore submit that the ILEC ROEs achieved over the past four years can be attributed largely to productivity gains, including those resulting from increases in output (Utility segment scale and scope economies) and those resulting from reductions in input costs. 

Factors to be Included

177. Under traditional earnings regulation, all factors that increased Utility segment earnings would have been taken into account in setting rates.  Whatever the cause, if an ILEC’s ROE rose above the earnings band, rates would be adjusted downward to flow the benefit through to customers.  It was not the intention of the introduction of the Price Cap regime to transfer any category of benefits to the exclusive benefit of shareholders by excluding them from consideration in setting the productivity target. 

178. Specifically, productivity gains attributable to increases in output (Utility segment scale and scope economies), not just those attributable to reductions in input costs. should be considered.

179. As suggested by Messrs. Todd and Matwichuk, all factors that contribute to increased utility segment net income should be recognized as benefits of the replacement of the traditional earnings regulation regime with price cap regulation.
  In particular, any calculation of productivity to be expected in the ILECs Utility segments over the next price cap period should incorporate gains resulting from the following factors:

· Reductions in the Phase III costs of providing Utility segment services through efficiency measures such as staff reductions, more intense utilization of capital assets, etc.

· Reductions in the Phase III unit cost of providing Utility segment services through volumetric increases (economies of scale), where the incremental cost of additional service quantities is less than the price of the services.

· Reductions in the Phase III unit cost of providing Utility segment services through the introduction of new services that utilize facilities in common with existing utility segment services (economies of scope), thereby reducing the share of the costs borne by existing utility segment services.

Expected Future Trends: The Second Term of Price Caps

180. ILECs argue that there is less scope for productivity gains in the next price cap term.  The evidence to date, however, does not support this hypothesis.  In the USA, as Dr. Roycroft’s study shows, productivity gains remain high in the second term of incentive regulatory regimes.
  The empirical data therefore suggests that ILECs continue to find sources of productivity gains at the same rate as they did shortly after the institution of incentive regulation.

Recommended Productivity Offset Figure

181. There is no indication that the ILECs will not continue to outperform the current target productivity factor of 4.5%.
  To accord with its statutory duty, the Commission should therefore select a productivity offset that is significantly higher than the present target of 4.5%.  We advocate that the productivity offset be set at a minimum of 5.5%.  This increase of one percent over that selected in the previous price cap regime is fully supported by the record of this proceeding.  

Test for Uncapping

The test for uncapping Utility services should require the presence of sufficient competition to protect users of the services in question

182. The Companies have proposed a new test for uncapping Utility services in this proceeding.
 This “competitiveness test” is modeled on the view that, as long as there are competitive alternatives available to customers, upward pricing constraints are unnecessary.
 The proposed test contemplates removal of upward pricing constraints where two criteria are met: First, a competitive alternative must be available to at least 30% of customers in the relevant market.  Second, 5% of the market must actually be lost to competitors.

183. ARCetal/BCOAPOetal submit that the Companies’ proposal lacks the requisite protection for consumers of basic local service.  Instead, it seeks to establish a test of illusory competition, so as to avoid regulatory constraints on the pricing of services which continue to be provided in a largely monopolistic environment.  Ignoring the tremendous market power generated by incumbency and dominance in a newly opened market, as well as the important reality of customer inertia, the proposed test lacks credibility as a meaningful test for competition.  

184. The Companies describe their proposed test as a kind of “half-way house”
 between full regulation and forbearance pursuant to sec. 34 of the Telecommunications Act .  It is unclear to ARCetal/BCOAPOetal what policy objective will be achieved by creating this special class of somewhat deregulated services, apart from affording the Companies additional revenue opportunities. From the perspective of the small customer, the upward pricing constraint is perhaps the central most desirable feature of regulation. 

MR. JANIGAN:  Now, from a customer's standpoint, the upward pricing constraint is an important feature of regulation.  Would you not agree?

MR. FARMER:  I would, where regulation is required, absolutely.

185. The Companies acknowledge that the test for removal of the upward pricing constraint is less stringent than that for forbearance from regulation entirely:

MR. JANIGAN:  Now, presumably the grounds for seeking forbearance from regulation are more stringent from the regulated companies' standpoint.  Would I be correct in that?

MR. FARMER:  Yes, I would say that is true.

MR. JANIGAN:  There would have to be greater evidence of competition?

MR. FARMER:  Again, I don't disagree with you.

186. ARCetal/BCOAPOetal submit that ILECs should not be permitted to strip away the most important elements of regulation through application of a test for competitiveness that falls well below the standard provided in the Act.  The Companies do not ask for a scheme of regulation that addresses the protection of consumers of basic local service in an alternative fashion, but rather seek to gut the existing protection in a way which would eliminate the protection against pricing by a market dominant player. Indeed, in our view, The Companies’ proposal runs counter to the intent, if not the express language of the Act. 

187. However, it is not necessary to find this creation of special underclass of customers ultra vires in order to deny the Companies the relief they seek. The proposed competitiveness test also fails the test of common sense.

188. First, as the Companies acknowledge, the competitiveness test is not synonymous with the test for market power:

MR. FARMER:  Well, again it is a question of definition of market power.  If one uses as the test, if I can put it that way, for market power, that you can only conclude that a company doesn't have market power if it cannot pass the forbearance test, then I guess I would have to say, because I would expect that our competitiveness test is generally less stringent than that, then it is a possibility that there could be some at least residual market power in an area that would pass the competitiveness test but yet is not ready for forbearance.

189. Market power connotes the ability of a dominant player to price without significant loss of market share. The Companies protest that the exercise of such market power to precipitously increase prices would be contrary to their long term interests. It is clear, however, that a competitiveness test requiring that only 30% of the market be provided with a competitive alternative in order to be free from upward pricing constraints, may allow the Companies to profit handsomely from service price increases. Even substantial market share losses in the market sector served by the competitor scarcely serves to diminish the extraordinary potential profitability of this proposal. 

190. We submit that the Companies should be regulated on the basis of what it is in their financial interests to do, not simply by what they say they will do without regulatory compulsion.  This requires a test for competition that meets the same standards as the test under s.34 of the Act. As Mr. Farmer acknowledged, it’s essential that reliance on market forces be justified:

MR. JANIGAN:  But from a consumer standpoint, Mr. Farmer, when you remove the upward pricing constraint, consumers at that point in time have to rely on the state of competition to provide them with consumer protection.  It is pretty important for consumers at that point in time that you have the state of competition correct.

MR. FARMER:  I completely agree with you.  Absolutely.

191. The Commission should not retreat from effective regulation of Utility telephone services in the manner proposed by The Companies.  To do so would be a cavalier abandonment of the Commission’s consumer protection responsibilities.

192. The Companies have clearly been to school on the Commission’s decision in the matter of the deregulation of Class 1 cable distribution undertakings:

MR. JANIGAN:  To what extent were you guided, in the fashioning of this competitiveness, test by the CRTC test for deregulating basic cable rates?

MR. FARMER:  It was obviously a model that was in front of us that we were aware of.  So one could just sort of look at it and latch on to it, so to speak, in the sense that obviously the Commission had turned its mind, at least in the context of some services, to say: When is it no longer necessary to regulate?

193. The Companies conveniently ignore highly relevant differences between telephone and cable industries – differences with respect to the essential nature of the service, the availability of substitutes, the nature of basic and extended services in the two industries, and the take-up rate required for profitability of a service, for instance.  The test for effective competition in the cable market, assuming that it is appropriate for that market, is not applicable to the market for basic telephone services.

194. Most importantly, there is little to commend The Companies’ proposal in terms of system benefits, as a catalyst for competition. The dreary scenario for consumers that this proposal suggests is that we must allow unencumbered access by the Companies to the wallets of the customers so that someday there may be more choice of service provider.  As noted above, this is an offer that most consumers would quickly refuse, if they were given the choice. 

Basket Structure and Price Constraints

195. ARCetal/BCOAPOetal propose the following basket structure and price constraints, consistent with the Todd/Matwichuk evidence:

(a) Three separate baskets for residential, business and optional services. (Alternatively, if easier to administer, four separate baskets, for residential HCSA services, residential non-HCSA services, business services, and optional services.)

(b) For the Residential Service Basket, PCIRSB = GDP-PI – X, where X = 5.5%.  Additionally, an individual rate element constraint on each basic residential service = GDP-PI.

(c) For Business services, no PCI; instead, an individual tariff item (or rate element) price constraint of 10% per annum.

(d) For Optional local services, PCIOLS= GDP-PI on the basket of optional local services, with an individual rate element constraint of 10% per annum. 

Residential and Business rates should no longer be linked

196. There is virtual consensus among otherwise opposing parties in this proceeding that business rates and residential rates should be treated separately under price caps.  The current structure, which links business and residential rates, has allowed ILECs to focus required price reductions on the business side only, while increasing residential rates.  As The Companies acknowledge in their submission, this link “has inhibited competitive entry” and should therefore be removed.
  

197. Given the very different policy concerns that apply to residential and business rates and the disparate extent of competition in each market, it would be inappropriate to continue this link.  Instead, the new regime should include two separate baskets for each of business rates and residential rates.

All residential services that are currently capped should continue to be capped

198. There seems to be little dispute among the parties that all currently capped services should continue to be subject to price constraints of some form.  At a minimum, no party has provided adequate justification in this proceeding for removing constraints from any currently capped residential service. 

199. Messrs. Todd and Matwichuk propose that all capped residential services (with the possible exception of optional local services, on which they do not provide an opinion) be placed in a single basket, and that individual rate element constraints apply so as to limit the ILECs’ ability to engage in anti-competitive pricing.
  ARCetal/BCOAPOetal submit that this is an appropriate approach, assuming that the individual rate element constraints are sufficient to protect basic ratepayers from anti-competitive pricing by ILECs.  

200. An alternative approach, which ARCetal/BCOAPOetal also support, is to treat basic residential services separately from other residential services.  As noted below, optional services should be subject to a separate basket in any case.  Under this basket structure, stricter constraints can be applied to the basic service basket than to the non-basket(s) of non-basic services.  

The cap on residential basic service should include the full productivity offset.

201. For all the reasons set out above, it would be inappropriate and contrary to the objectives of price cap regulation for the Commission to apply a price cap (or other constraint) to basic residential service alone that does not incorporate a productivity offset.  ARCetal/BCOAPOetal submit that the Todd/Matwichuk proposal for GDP-PI – X, where X is significantly higher than 4.5%, constitutes the only fair approach to residential price constraints in the current and future 4-5 year environment.  This is the only way to ensure that residential ratepayers enjoy their fair share of the benefits of price cap regulation, now that non-HCSA residential rates are “rebalanced”.

202. ARCetal/BCOAPOetal acknowledge that reductions in HCSA rates are inappropriate to the extent that those rates continue to be subsidized.  Hence, instead of price reductions in HCSAs, the dollar value of the otherwise required price reductions should be applied against the total subsidy requirement.  In other words, the same price cap formula should apply to non-HCSA and HCSA rates, but the required reductions should flow to rates in non-HCSAs and to the subsidy in HCSAs.  

203. If necessary in order to achieve this end, separate baskets for residential HCSA rates and non-HCSA rates should be constructed, as proposed by Todd/Matwichuk.

Non-competitive residential local services should be capped

204. As noted above, retail price constraints are needed as long as there is insufficient competition to protect users.  ILECs remain the monopoly providers of most so-called “discretionary” services, such that they are able to exploit consumer demand for these services without fear of competitive losses.

205. The fact that a given service is “discretionary” – i.e., not a mandatory part of basic local service – does not mean that consumer protection is unnecessary.  To the contrary, many “discretionary” services have become essential or semi-essential services for many consumers.  In economic terms, the price elasticity of demand for many “discretionary” services is low: because consumers perceive the services as essential, or part of their necessary basic service, they do not easily give up the service as prices are increased.
 

206. While The Companies claim that they cannot separate out price elasticity of demand impacts from customer churn impacts,
 Mr. Farmer did admit under questioning by Commissioner Langford that Bell’s data:

“does show that demand continues to rise, for some of [the optional services] at least, and ... that those new customers actually see, even at the higher price, the value of the service.

207. It is important that ILECs not be permitted to exploit their dominant market position in respect of such services, to the detriment of consumers.  This can be accomplished by ensuring that all non-mandatory ILEC local services for which price increases result in net revenue gains to the company (i.e., services which exhibit relatively low price elasticities of demand) are subject to some form of price constraint(s).

Residential extra listings should be capped

208. Under the current regime, residential extra listings (in the directory) are in the basket of uncapped services.  It is not clear why the price for this important service was left out of the price cap.  It meets both tests of monopoly-provided and non-discretionary.  

209. Clearly, in today’s social environment, family members do not always share the same surname.  In order to be available in the directory, both surnames of a couple, for example, need to be listed.  For the same reason that one listing is necessary, so is the other listing.  An extra listing per family, if not provided free of charge, should at least be capped.  

Credit card surcharges should not be uncapped

210. People are at the mercy of the payphone company when placing a call. In cross-examination, Bell stated that credit card surcharges are totally discretionary, in that a customer has a choice of using a credit card or not
.   However, persons using a payphone often have no alternative before them at the time.  If they have to make a call and they are without cash, a plan or a calling card, then they must use their credit card. Essentially, the person needing to make the call will make it.  Bell agreed that persons would be unlikely to phone the operator in these urgent circumstances: 

You are correct, they may not decide to do that. So they may be placing a call where they are not sure of the exact amount of that call, yes. For that limited base of customers, that is correct.

211. Persons are likely aware that they will be charged for long distance and for assistance by an operator.  However, persons may not be aware of credit card surcharges, unless they happened on the information sometime prior to needing to use a credit card at a payphone.  Bell agreed that a customer would not be able to make informed choices based on the information in front of them at a payphone
.

212. Bell has not identified any charges that it incurs that are different from other merchants accepting payment via a credit card.  Further, Bell agreed that other merchants accept payment by credit card as part of the cost of doing business.

213. Bell maintains that their competitors can install payphones without constraints on pricing or on payment options
, however, Bell estimates that it has approximately 95% of the market.   Accordingly, there is insufficient competition to protect users of credit cards of payphones. ARCetal/BCOAPOetal urge the Commission to refuse Bell’s application. 

Optional local services should be capped

214. Under the current regime, optional local services have not been subject to price caps.  As a result, consumers of these services have been subjected to significant rate increases over the past four years.
 It would appear that ILECs have taken full advantage of their dominant, and in many cases, monopoly, status in respect of these services.  

215. Under rate base rate of return regulation, revenues from optional local services were used to subsidize rates for basic local service.  Moreover, in the past, optional local services were fewer in number, far less pervasive, and valued much less highly by customers.  Hence, residential consumers supported the Commission’s policy of maximizing net revenues on these services.

216. Times have changed, however.  Under price caps, increased revenues from these services (above those revenues taken into account at the time of the last ILEC revenue requirement assessment) now flow solely to ILEC shareholders.  Moreover, as Commissioner Langford so eloquently pointed out in questioning of The Companies, many of these services are so necessary and/or highly valued by consumers that it would be inappropriate to continue to treat them as purely discretionary, especially once a customer has started to subscribe to them.

217. It is worth noting as well that regulators in the USA have seen fit to constrain prices for optional services, as Dr. Taylor testified.

218. The Companies and TELUS argue that it would be inconsistent and unfair for the Commission to cap optional services at the same time that it imputes a certain amount of revenue from these services for the purpose of the total subsidy requirement.
  ARCetal/BCOAPOetal submit that, while the level of imputed revenue should recognize the pricing constraint, the ILECs’ argument that capping is inconsistent with imputation per se is without merit.   

219. As long as the cap allows ILECs to price optional local services above the imputed value, there is no unfairness.  ILECs would still be permitted to increase their overall margins on these services through marketing initiatives designed to increase take rates for existing services and through the introduction of new services.
  Moreover, they would be free to increase rates as permitted under the new cap.  

220. In both cases, all revenues above and beyond the imputed amount would go to shareholders.  In other words, ILECs would continue to be much better off in respect of these services than they were under rate base rate of return regulation.  

Optional local services should be capped separately from basic residential services 

221. ARCetal/BCOAPOetal agree with The Companies and TELUS that, if the Commission considers it appropriate to cap optional local services, these services should be placed in a separate basket and subjected to a unique pricing constraint.  Otherwise, if optional local services are simply added to the basic residential basket, ILECs would be free to increase basic residential rates through reductions in optional local service rates.  This would be contrary to the public interest, to the extent that basic local service warrants specific protections given its more essential nature.

222. The Companies propose that, should optional local services be capped, an upward pricing constraint of “no less than 10% per year” should be applied, with no individual rate element constraints.
  TELUS proposes a cap that would permit increases of “at least the rate of inflation”, also with no individual rate element constraint.
 ARCetal/BCOAPOetal submit that an appropriate constraint on a basket of optional local services would be no higher than the rate of inflation.  In addition, additional pricing constraints should be structured so that ILECs cannot trade-off large increases for less competitive optional services with large decreases for more competitive optional services.  A 10% constraint on rate increases for individual services would be appropriate.

Basic Toll Constraints should not be uncapped

223. In Decision 97-19, The Commission provided that basic toll services be subject to pricing constraints, notwithstanding its decision to forbear from regulation of the remainder of the long distance toll market. The Commission noted in its decision that basic toll price constraints were necessary “to protect the interests of users“.

224. The Companies now seek to dispose of basic toll constraints on the grounds that the current level of competition in the long distance market is sufficient to protect users.
  As Mr. Farmer stated:

Our objective here isn't to increase the price of the basic toll schedule.  Our objective here is just to remove regulation where regulation isn't required.  It's really as kind of simple as that.

225. The Companies have failed to justify elimination of the basic toll constraints on the basis of changes in the toll market since 1997 .There is, indeed, no indication that the level of competition in the basic toll market has changed so significantly since 1997 as to justify elimination of this minimal regulatory protection.  In fact, as AT&T points out, ILECs have regained a significant share of the toll market in some cases.
  A significant portion of ILEC toll service revenues continue to be generated by basic toll calls (30% in Bell’s case)
.

226. Moreover, all indications are that the current constraint is effective in keeping ILECs from raising basic toll rates: with only one minor exception, they have not reduced any North American basic toll rates over the course of the price cap period.
 

227. With this proposal, The Companies conveniently ignore the reality of customer inertia, from which they alone benefit as incumbents. While the percentage of customers that use basic toll services may be small, it is not inconsequential.  Customers apparently inert to the “advantages” of competitive long distance alternatives available to them continue to number in the hundreds of thousands.  Many of these customers likely do not fully understand the options available to them in terms of toll service.  

228. Moreover, as The Companies’ Exhibit #21 shows, the percentage of Bell customers using basic toll for at least one call per month is significant (over 40%).
 ARCetal/BCOAPOetal submit that it would be inappropriate and unfair to punish these customers for their indolence or inability through elimination of basic toll constraints.  Such constraints continue to provide an important safeguard for a small but significant number of customers. 

Pay Phone Rates

229. The payphone rate proposals of Bell Canada and TELUS have significant implications for low-income consumers and have not been given a thorough examination in this price cap review. 

The Application 

230. The telephone companies are not asking for price flexibility, they are asking for price increases.  In cross-examination, Bell stated:  

We are raising the rates to ensure that we can continue to keep phones in the business and to ensure that our customers have the convenience that payphones offer, and all the other business reasons that I have cited.”
 

231. Bell states that without pricing flexibility, it will need to remove a number of its payphones and may be forced to close its operations entirely
.  With this threat, it is clear that Bell is not just asking for pricing flexibility, it is asking for a price increase without a full examination of the revenue requirement as required by paragraph 13 of the Public Notice 2001-37.   

What is the true picture on the viability of the payphone market and competition?

232. In this proceeding, Bell states that its local payphone service is in decline and that competitors have not made “significant inroads into the payphone market”

233. In The Companies’ Part VII application dated August 22, 2001, it asks for the removal of credit card surcharges from the Companies’ Basic Toll Schedules.  No where in that document, written nine months prior to their submission in this price cap review, does it mention that the industry is in decline and the Part 7 Application states that competition is established in the payphone market
.

234. It is difficult to reconcile these positions, however, the common thread through them is the request to raise rates for both payphones and for credit card surcharges, although the information presented to the Commission is different.  

235. A further troubling point is why only Bell and Telus have requested increases to the rate for pay phones.  If the payphone market is in such dire straits that an increase to prices is necessary or the payphone operations will be shut down, why aren’t the other companies asking for increases as well?  These are questions that could be examined in a separate proceeding on the viability of the payphone market and the implications for low-income people.  

Payphones are a vital service to low-income consumers

236. The Companies’ 2000 Monitoring Report reports that 163,000 households out of Canada’s 11.5 million households did not have basic residential telephone service, including cellular phone service in 1998.  The average before-tax income of households without service decreased on a year-over-year basis from $15.1 thousand in 1997 to $13.6 thousand in 1998.   The average income of those without telephone service is less than a third that of those with service and the gap grew slightly between 1997 and 1998
. 

237. Shockingly, in a country as rich as Canada, people are doing without basic essentials such as telephone service.  In the event of an emergency at home, 60.2% of these people rely on payphones
.

238. The ability to pay for phone service is becoming increasingly difficult for some segments of society.  Mr. Harold Dyck, a leading anti-poverty activist in Winnipeg, Director on the Board of National Anti-Poverty Organization, Chair of the Poverty Advisory Committee of the Social Planning Council of Winnipeg, and member of the Steering Committee of Community Action on Poverty stated:

Part of the concern that I keep running into -- and I think it's fairly common amongst people living in poverty and working on poverty issues -- is the whole idea that there seems to be a slowly evolving change in the provision of telephone services such that it's becoming more and more a factor that it's only available to those who can afford it and that it seems to be slowly undermining the concept which had been an underlining principle of the CRTC that telephone service should be regulated in a way to ensure affordability to all sectors of the community.

My view and the view of many of the people I work with is that there needs to be a maintenance of a certain social responsibility by the telecoms across Canada. It would be nice if the telecoms could take on that responsibility without interference of a regulatory agency. That does not seem to be happening at this point.

But if they fail to do so, then simply it is our view that the regulatory agency should then simply say that "Listen, part of the cost of doing business in Canada is recognizing that there are needy parts of our community that must be respected and that we are maintaining this mandate that as far as is reasonably practicable phone service must be maintained as affordable and accessible to most, if not all, citizens in our community.

239. Payphones serve two significant purposes for low-income consumers.  For some, it is the dominant form of public communication, for others, it is their only access to phone service.

240. As the gap between rich and poor widens, it is vitally necessary that low-income persons continue to have access to payphones and not just for the purposes of dialing 911.  Low-income people need to stay in contact with relatives, friends, work, government offices, hospitals and schools.

241. Both Telus and Bell state that the payphone service is in decline
.  Bell has a compensatory model in that it monitors the revenue collected from each payphone and will decommission a set if the revenues are not recovering its causal costs
.  On cross-examination, Bell stated that it will decommission sets where there is less traffic as these sets will not be compensatory
. 

242. Pursuant to Decision 98-8, all telephone companies have filed information with the Commission indicating where pay telephones were located in July 1998 and have filed annual reports since then indicating where pay telephones were removed and the reasons why
.  Telus has claimed that these filings are confidential.  From the information on record, we cannot assess whether access to telephones for low-income persons is threatened by the general decline in the industry itself.
It is time for a review on the establishment of public interest pay telephones. 

243. To continue to provide the public with access to payphones, Bell proposed raising rates to $.50 indoors, introducing a $0.50 charge for local directory assistance, and leaving the rate of outdoor payphones at $0.25.  In response to an undertaking requested by Commissioner Langford, Bell looked at four different price levels, before deciding on the indoor/outdoor split proposed
.  Telus had no proposal to address these public policy concerns.  The situation in other jurisdictions is not on the record. 

244. The affordability of payphones to low-income consumers and Bell’s threat that if rates aren’t raised that they will move out of the payphone market requires a balancing of public policy goals that was not adequately canvassed in the price cap review.  

MS MacDONALD: And there might be other ways to balance those two particulars goals. This is just Bell's submission that we are looking at?

MS HIGHET: Of course there are other obviously social issues. I'm not sure that this is the right forum to address those or that we are necessarily the right body to address that. But we recognize it, and through that recognition this is what our proposal is with respect to the convenience and accessibility.
 

245. ARCetal/BCOAPOetal submit that this issue should be examined on industry-wide basis to ensure that these public policy goals are addressed and to avoid a patchwork of solutions from jurisdiction to jurisdiction.

246. In CRTC Decision 98-6, the Commission stated its intention to hold a review within a three-year time frame in regards to the establishment of public interest pay telephones. Considering Bell’s evaluation of the possibilities for the future of their payphones service and the seriousness of the matter, we urge the Commission to initiate a proceeding on this issue with all ILECs. 

Quality of Service Incentive

Introduction

247. In this section, we propose the mechanism that we suggest the Commission consider as the most efficient and effective incentive for the ILECs to meet the service quality objectives of the Commission.  Many competing considerations have been put before the Commission in the record of this proceeding. 
Quantum

248. By far the most important of the parameters of the mechanism is the consideration of the amount of money that will constitute the “perfect incentive”
 for the ILEC to adhere to the Commission’s standards. The starting point in the enormously important task of determining the amount to be at risk in a penalty scheme must be the following words of the Companies:

Any service quality guarantee must balance the objective of, on the one hand, providing sufficient incentive to attain the quality standards with, on the other hand, the objective of ensuring that the penalty is not so large or punitive as to provide incentives for the Companies to overprovision the network and operational processes in an attempt to avoid the penalty.

249. The Companies continue in their text to specify one of the two bookends implied by this passage in the following text:

Penalties that are large would result in inefficient provisioning practices and effectively raise the de facto standard.

250. Mr. Park readily admitted on behalf of the Companies that the other implied bookend is equally important, expressed in terms such as:

Penalties that are too small would accord to the company the incentive to pay the penalty as part of the cost of doing business rather than to meet the quality standards.

251. Telus has not made a proposal to the Commission on this topic.
  The Companies have proposed a cap, regardless of how poor service quality results become, of 1.5% of the annual revenues for residence basic exchange service for the previous year.
  This amount translates into $27.5 million for Bell Canada for the year 2000, for example.
  In turn the maximum translates into an impact of about 0.3% on the rate of return on average common equity.

252. In the State of Maine, which adopted the methodology of Ms. Alexander filed in this proceeding, 3.4% of retail revenues became the maximum amount at risk in the incentive scheme.
  This amount would translate into 1.9% on the rate of return on average common equity for Bell Canada for the year 2000.
 

253. It may well be the case that the most relevant consideration for the Commission in terms of a possible impact on the financial picture of an ILEC is the impact of a penalty on the rate of return. One further advantage to a discussion of a possible penalty on the basis of rate of return is that it establishes a common benchmark among the ILECs.  In the case of the Maine Public Utilities Commission, of course, there was only one ILEC at stake, and so the penalty could be expressed in revenue terms without the issue of comparability across companies arising.

254. The Commission may find of relevance the following considerations that differ among the ILECs: (a) differing ratios of revenues from the utility segment to total company revenues; (b) the differing provincial income tax rates; (c) differing ratios of company revenues to total capitalization; and (d) differing debt to equity ratios.  Accordingly, the manner that perhaps accords the greatest comparability and the greatest fairness among the ILECs would be to peg the amount at risk for poor service quality in terms of the impact on the rate of return on average common equity.  

255. In this regard, it may be of assistance to call to the attention of the Commission two cases that show the magnitude of penalties the Commission has considered appropriate for past under-performance: British Columbia Telephone Company, General Increase in Rates, Telecom Decision CRTC 81-3, 29 January 1981,
 and British Columbia Telephone Company, General Increase in Rates, Telecom Decision CRTC 82-5, 3 My 1982.
 In the 1981 decision, the Commission determined the range for the reasonable rate of return for B.C.Tel, under the difficult financial climate of the day, to be from 14.0 to 15.5 %.

256. However, the Commission set rates focussing on the bottom of the range in light of the serious service quality deficiencies that had been explored extensively on the record of that proceeding.  The Commission reasoned as follows:

[I]n prescribing this range, the Commission is not authorizing an annual return on common equity in excess of 14% unless service quality exceeds the minimum level acceptable to the Commission, having regard to the indicators and standards used in this case and, where appropriate, those resulting from the quality of service proceeding [ultimately culminating in Decision 82-13 ].

257. In its decision in that case, the Commission expressed concern in relation to: (a) meeting installation appointments; (b) subsequent trouble reports in the Northern Division alone [reports of the same trouble received prior to the company response to the initial report in one of the six divisions of the Company, as there then were], (c) repeat repair reports [further reports received within thirty days of an initial report for the same station]; and (d) service outages.  Other service indicators were explicitly considered to be within acceptable limits.

258. In the 1982 decision, the Commission found that service quality results were still unsatisfactory
and concluded that quality of service standards were not met for five of the 23 indicators then in force.
  

259. The Commission concluded that an appropriate permissible range for the rate of return would be between 16.5 and 17.5%
 Under normal circumstances, of course, it would have been appropriate to set rates to achieve the midpoint of the range, 17.0%.  However, the Commission used the lower limit of the range, 16.5%, “[a]s the company has not attained the level of service quality deemed appropriate by the Commission.”

260. One may conclude that the Commission has determined that it is appropriate to evaluate a penalty at 50 basis points to 75 basis points on the rate of return for a failure to meet four or five indicators on a continual basis over two or three years. 

261. There is no specific indication to help us in the current proceeding as to what a maximum penalty could have been. At a certain point, of course, a true inability of the company to attract capital on reasonable terms penalizes the very subscribers who have been afforded substandard service in the past.  

262. At the very least, these cases stand for the proposition that a maximum of 0.3% as proposed by the Companies in the current proceeding is much too low.  

263. As it happens, AT&T Canada in the present case proposed that the penalty per NAS for failure to meet the standard for a particular indicator be 25 cents rather than five cents, as proposed by the Companies.
  This is five times the amount in the Companies’ proposal and, accordingly, would put at risk approximately  five times the 0.3% noted above, or 1.5% on the rate of return for an ILEC.  It may be appropriate for the Commission to consider this number as the quantum at risk in the incentive scheme for service quality.  

264. It would be quite unlikely to envisage that the total penalty would apply in any single year, in light of the history of service quality results filed with the Commission over the past quarter century.  Thus, the penalty in any single year would be unlikely to interfere materially with the ability of the ILECs to attract capital on reasonable terms.

265. Accordingly, a potential penalty amount of 1.5% on the rate of return may constitute an appropriate balance between the need for a significant incentive to meet service quality standards and a desire to avoid over-provisioning. 

Methodology for Determining the Penalty

266. The actual mechanism for determining the penalty itself varies widely among jurisdictions.
 There appears to be no single ideal model that has to date emerged across a wide variety of jurisdictions.

Three Forms of Incentive Mechanism

267. Nonetheless, as is so often the case in extensive proceedings before the Commission, a number of elements seem to have attracted a form of consensus as the record has been developed, at least as between us and the Companies.  For example, there appear to be three separate types of quality of service penalty mechanisms in active use today.  

268. It would appear that two of the three are usually known as Q-factors.
 The first of these applies cumulatively through the price cap formula to all of the years of the prescribed price cap period. 
 

269. The second, a more benign variation, applies only for one year, the year immediately following the year in which service quality was below standard.
 

270. More benign still is a penalty mechanism that does not apply to a forward year at all.  Rather, it triggers a rebate to subscribers of record of the relevant year itself.  It is common ground between us and the Companies that the fairest and simplest approach is this last model.

Further Common Ground Exists

271. There appears to be common ground that the incentive mechanism should build upon the very strong history of Quality of Service thinking at the Commission.
  Specifically, it is common ground that there should not be (a) the ability of above-standard performance in one area to offset below standard performance in another indicator, or (b) a second threshold such as that found in the Rhode Island plan.
 

Annual Average Results

272. Significant differences remain.  Ms. Alexander advocates that the companies supplement their current service quality filings with the calculation of annual average performance for each indicator.
  She addresses the fact that there will naturally be some deviation from month to month in the results and that, accordingly, it would not be fair to the ILECs to penalize them financially for a single month.
  

273. The Companies address this matter in their exhibit 45, at pp. 4 and 5. They argue that the annual average method of assessing compliance is unfair, citing the following:

For example, if the standard for Indicator A were 80%, and the Company’s performance were 80% for each month during the period of January to November inclusive, but only 79% for the month of December, the Company’s average annual result for that indicator would be 79%, a result which would not meet the 80% standard and which would be punishable by a substantial penalty under Ms. Alexander’s approach.

274. With respect, the Companies are confusing two things in this passage. The Commission has selected the [hypothetical] standard of 80% for Indicator A after careful consideration and the evaluation of all available evidence.  There is no basis whatsoever for asserting that performance below 80% should be of no concern.

Reporting Requirements are not Determinative

275. What the Companies are presumably subconsciously addressing is the current reporting mechanism for the Commission to monitor the progress of the ILEC in addressing sub-standard performance.  For example, the Companies explain their proposed mechanism for the calculation of a penalty at The Companies(CRTC)16Mar01-503, Attachment 1, at p. 2.  The reporting mechanism that is in force is there borrowed for the purpose of determining when an indicator is “penalty ready” or “penalty ready”.

276. ARCetal Exhibit #9 demonstrates how difficult it is to apply the reporting mechanism to the new issue at stake in this proceeding, the calculation of a penalty.  For example, Indicator D on this exhibit attracts no penalties at all,
 and yet the ILEC has missed every second month for the entire year!

The Companies Seek a Lowering of the Standards

277. Implicit in the argument of the Companies reproduced above to justify a result of 79% is that, under the current quality of service regime, the standard set by the Commission need not actually ever be met on an average annual basis.  For the best possible example of the current regime, consider Indicator A on ARCetal Exhibit #9.  Here, the ILEC has hypothetically missed the mark for the first three months of the year, and yet is able to stave off the application of the penalty mechanism through meeting the standard for the next three months.

278. It is not at all apparent that the reporting requirements constitute an appropriate mechanism for determining a penalty provision.  Consider how very difficult it would be for a representative of the Commission to explain to customers that, in relation to this exhibit, a penalty is assessed for five months for Indicator B performance, seven months for C, and no penalty for D!

279. Moreover, the addition of the application of the current reporting requirement of seven out of 12 months, as suggested in The Companies (CRTC) 26Jun01-1503, at p.3 of 6, would make it even more difficult to explain and justify. 

280. In summary, the current triggers for reporting requirements make perfect sense in themselves; however, the translation into an incentive mechanism is most awkward indeed.

An Alternative Approach for The Commission to Consider

281. In fact, it would be much preferable to set the standard that the Commission wishes the ILEC actually to reach and apply the incentive formula to the average annual results.  To return, by way of example, to the text reproduced above in justification of a result of 79%, the Commission would be better off, in terms of consumer acceptance, to adopt a standard that is lower than 80%, and to assess results on an annual average basis, than it would be to force the reporting requirement model to fit an incentive mechanism.

282. Thus, the Commission could view the standards that it has currently prescribed as being integral with the reporting requirements themselves.  In accordance with this perspective, the Commission would in fact be determining, explicitly or implicitly, that it really is the case that the standards need never actually be met continuously.  Rather, the standards need be met only more often than not, as demonstrated graphically above in relation to ARCetal Exhibit #9.

283. This would not be an erroneous determination, just a different determination from that which is clearly implied in the current Commission quality of service jurisprudence.  Should the Commission choose this determination, it would be the recommendation of ARCetal/BCOAPOetal that the Commission accept the application of the methodology for determining penalties set out by the Companies on an interim basis.  

284. At the same time, ARCetal/BCOAPOetal  propose that at the next revisitation of quality of service measures, the Commission move to the use of average annual results as the trigger for penalties, with whatever changes to standards seem appropriate in light of that modification and other changing circumstances that may have arisen. 

Indicators

285. The Companies have proposed using 13 of the CRTC Quality of Service Indicators in the mechanism for the measurement of the penalty.  Ms. Alexander notes with approval the choices of the Companies.
   ARCetal/BCOAPOetal are of the view that the treatment of rural and urban results for the same indicator proposed by the Companies at TheCompanies(CRTC)16Mar01-503, Attachment 1, at page 3, is a most desirable methodology.

286. However, in her evidence, Ms. Alexander also recommends that the incentive mechanism for service quality include indicators for which there is currently no standard established by the Commission.  These are Community Isolation outage frequency and the two Customer Complaint indicators.

287. It is submitted that the establishment of standards for these indicators, and the relationship between these standards and the incentive mechanism for adhering to the Commission’s service quality standards, are two of the matters that are best explored in a Customer Rights proceeding, which ARCetal/BCOAPOetal advocate the Commission commence as a follow-up to the current proceeding.  The nature of that proceeding is more fully canvassed in the discussion of a Consumer Bill of Rights, below.

Consumer Information and Bill of Rights

288. As outlined above (under the section entitled “Reliance on market forces requires fully informed consumers”), informing the consumer is the key ingredient in making the market work.  It is in the customer’s best interest to have as much information accessible to them about their Terms of Service and rights with the ILECs.  As competition occurs, information on contractual terms and consumer rights must be clear and unequivocal.  

289. The primary source of information people have about their contract with the ILECs is the phone book.  However, the information is not written in one place.  The customer information is contained in the Terms of Service, introductory white pages, in tariff pages (accessed through the company, the internet or the CRTC) and by phoning the companies.  

In the current system, access to information is difficult to access and often in the control of the ILECs. 

290. Bell’s introductory pages in the London phonebook example is 58 pages long
, while Telus’s Edmonton example is 40 pages
.  Both contain similar customer headings of customer information spread throughout the pages, including: 

Title
Bell 
Telus

Contact information
page 5
pages 4, 6

Repair information
page 6
n/a

Complaints
pages 13 –14
pages 12

Billing 
Page 31
page 19

Privacy
page 33 - 34
page 22

General information
pages 32
n/a

Terms of service
pages 35 – 27
31 – 27

Long Distance terms of service
n/a
page 38

291. In cross-examination, Bell agreed that it would be important to have the information on customer rights and responsibilities in one place that is easily accessible and that the elements could be put together in an easy and user-friendly way
. 

292. Telus asserts that information contained in the Terms of Service and introductory white pages already satisfy the Commission’s desire to provide information to consumers on their right and obligations
.

293. When customer information is spread throughout the introductory pages, the customer will have to flip through pages and check for cross-references.  In addition, if the information is not there or difficult to find, the customer will be forced to phone the company to obtain the information.  Cross-examination of Bell on their introductory white pages illustrated that information on one key customer right - application for service - would be located in various pages in the phone book and often requires phoning the companies to get the information
.   An examination of these same points in the Telus introductory pages at Exhibit 3 reveals the same problems as outlined in the table below.  

Consumer information
Bell 
Telus

Obligation to provide service 
article 3
article 3

Connection charges
phone company
phone company

Paying connection charges by installments
page 31
phone company

Deposits
articles 3, 7, and page 31,
article 3, 12, and page 19

Paying deposits by installments
phone company
phone company

Fee charged to pay by installments
phone company
phone company

Toll blocking to reduce deposits
phone company
article 12

What alternatives to deposits are available
phone company
phone company

Interest on deposits
phone company or Bank of Montreal
phone company or Bank of Montreal

Review of deposits
article 7
article 12

294. Telus’s example of disconnection policies set out in the introductory white pages, entitled “Steps to follow to dispute charges on your phone bill”, is an excellent example of plain language and clear enunciation of customer rights.
  However, Telus neglected to include the information that Telus cannot disconnect phone service because the “customer fails to pay charges that are not authorized by the CRTC”
 or to cross-reference the customer to this information in the Terms of Service.  Information to customers must be accurate and complete in order for them to understand their rights. 

295. In addition, there are many potential breakdowns in a system where access to information can only be gained by phoning the company.

296. Telus provides no information on the policy of allowing customers to pay by installment in the phone book.   On cross-examination on this point, Telus states that if they become aware of a situation where the customer’s ability to pay is a problem, they discuss that payment option with them
. If the Telus customer service representative doesn’t become aware of a problem, that customer will not know that an installment plan is open to them and will not be able to take advantage of it.  

297. Telus states that their preferred approach to quality of service is to give their customer service representative the information they need to help customers and the discretion to deal with problems
.  However, there are problems with this approach.  The customer service representatives may not always have the information they need, as described by Telus in cross-examination:

I actually had a situation myself within the last few weeks where a quite rightly upset customer was referred to me.  And what I had done ‑‑ it was actually my fault ‑‑ was when we put the Commission notice with respect to this proceeding into the customer bills, I had neglected to inform frontline people that we had actually done that.

Someone had called in.  The representative really didn't know what to do to help this individual out ‑‑ this was a real inconvenience to her.  It was fairly rapidly escalated up to me.  I spoke to her.  I dealt with her concern and I very quickly made sure that all the frontline people knew what was going on.

298. Consumers may get unequal treatment and may receive different information, dependant on whom they speak to and the discretion that person decides to use.   On cross-examination, it was revealed that Telus had cut off the phone service of a disabled person
, Telus has undertaken to deal with this problem, but not many people will obtain customer assistance from the Assistant Vice-President of Regulatory and Public Policy at Telus.  Some persons will have more difficulty advocating their rights; they may be elderly, immigrants, disabled, poorly educated or lacking in economic power.  Their ability to deal with the ILECS will be improved when they have more information about their rights, without relying on the company to give them that information on a “case by case” basis. 

299. If information is presented to customers in a plain language and consumer friendly format, customers will understand their rights and be able to effectively advocate their rights to their provider.  Bell recognized this on cross-examination:  

Well, I think conceptually we agree with the notion of having customers understand their rights and also communicating easily what our obligations are.  

300. In addition, once customers understand their rights and can effectively advocate for those rights, they will also understand that they have redress to their provider or the CRTC when those rights are denied.

It is time to review the ILEC Terms of Service.

301. The Companies and Telus have different Terms of Service.  Bell’s Terms of Service may have been state of the art when they were written, but they are now 15 years old.  Barbara Alexander reviewed Bell’s terms of service and states that the terms are written in legalese, are overly broad, do not focus on key customer rights and remedies and are not in a consumer-friendly format.

302. Telus’s Terms of Service were revised in the General Regulations in Decision CRTC 95-6.  The revised Terms of Service are written in plain language and customer research undertaken by Telus shows that people prefer the way its Terms of Service are written up
.  
303. Telus has loudly extolled the superiority of its Terms of Service.  A closer examination shows that the majority of the changes provide clarity on what Telus’s responsibilities are to their customers, while shoring up its liability in numerous new areas.  In our count, changes to four articles provided substantive changes in favour of consumers (beyond providing clarity)
, while eighteen articles provided substantive and favourable changes for Telus
.  Telus’s Terms of Service may actually provide less protection to the consumer than the other ILECs’ Terms of Services, particularly when one examines Article 23 - Customer Liability and Article 24 - Limitation of TCI’s Liabilities. 

304. ARCetal/BCOAPOetal submit that there should be consistency in the Terms of Service amongst the ILECs and that the time is ripe to review the balancing of rights and obligations between customers and ILECs. 

Effective customer information can be achieved through the Terms of Service and a new document outlining customer rights. 

305. The Terms of Service continues to be of vital importance to the consumer as it contains the terms of the contract between the consumer and the service provider.  However, the Terms of Service do not provide easy access to information about customer rights. Accordingly, ARCetal/BCOAPOetal support the continued use of the Terms of Service, supplemented with a document of consumer rights.

306. We urge the Commission to initiate a Consumer Rights proceeding to identify consumer rights and create a Consumer Bill of Rights as described by Barbara Alexander
.  The document should be drafted in plain language, without technical terms, and in a customer-friendly format
.  The document could then be published in white pages, on web sites and in a brochure for distribution to community organizations and to people who request it.  

307. Simultaneously, the Terms of Service should be rewritten in plain language, without technical terms and in a customer-friendly format.  In addition, the Terms of Service should be amended to reflect changes required as a result of the Consumer Rights proceeding and other changes in the industry, e.g., inside wiring.  The Terms of Service and the Consumer Bill of Rights should be consistent and cross-referenced to one another.  In this way, the most commonly needed consumer information could be found in the Consumer Bill of Rights, with reference to the Terms of Service if more detailed information was required.  

308. Additionally, ARCetal/BCOAPOetal submit that the Terms of Service and Consumer Bill of Rights should apply to both ILECs and CLECs.  

309. In the Consumer Rights proceeding, we urge the Commission to seek input on new customer rights, in addition to those identified by Barbara Alexander.  

310. In the past year, Telus has changed their billing policies and are only accepting cash at a limited number of locations
.   Persons who do not have bank accounts will now likely have to pay a fee to pay their phone bill in cash. 

311. Another issue that came up in cross-examination was the level of detail that consumers would like to see on their telephone bills and the monthly itemization of optional services.  In cross-examination, Bell stated:

The feedback we have received from our customers is that we provide them far too much paper. So that is why we actually went away from that perspective to actually provide the detail on a monthly basis.

312. However, in a response to an undertaking on this issue, Bell notes that it provides detailed bills for all services to its customers on an annual basis and participants in recent focus groups preferred additional detail on bills, similar to the annual statement
.  
313. As recommended by Ms. Alexander, the Consumer Bill of Rights should contain information on what services are competitive and available from alternative providers and how to shop and compare rates for competitive services
. As outlined above, the market will not work when consumers are not informed.  

314. These are issues that could be reviewed in a Consumer Rights proceeding.  In addition, we submit that there are other consumer rights that could be covered in a this proceeding, including:

Billing policies
· notice of rate changes should be conspicuous, and 2 or 3 consecutive months in advance
· clear information on who to call if having trouble paying
· annual notice of services
Disconnection

· no disconnection for non-payment of toll 

· apply payment to local first

· access to 911 for a period of time after disconnection

Payment Plans

· acceptance of reasonable installment payments for connection fees and deposits

· provision for debt repayment

Application for service

· non-discrimination amongst customers

Deposits

· adherence to terms of service

· no deposit for local-only service 
Customer Credits 

- for missed appointments, delayed installation or repair

315. Telus’s approach is to arm their frontline people and give them the tools that they need in order to deal with individuals
.   ARCetal/BCOAPOetal urge the Commission to arm consumers with that knowledge and give them the tools they need to effectively advocate for themselves.  

A document outlining customer rights can be linked to the Quality of Service Indicators
316. There are two clear links between a Consumer Bill of Rights and a price cap regime.  First, the service quality incentive mechanism can include an indicator for complaints which reveal a breach by the company of a provision of the Consumer Bill of Rights. 

317. Key customer rights and remedies identified by Ms. Alexander correspond to Quality of Service Indicators 5.1 and 5.2. As noted by Bell, the companies are already set up to report on Indicator 5.1 - Customer Complaints and will soon be reporting on Indicator 5.2 - Customer Complaints Resolved
.

318. As a proposed result of the Consumer Rights proceeding, the Commission could supplement the current requirement of the ILECs to report the frequency of customer complaints by the specified categories.  It could also require the ILECs to report the frequency of violations of the Consumer Bill of Rights that occurred within each of these categories.  Ms. Alexander states that the Indicators will likely be sufficient to monitor adherence by ILECs.  Ms. Alexander recommends that there be a separate payment flowing to all customers as a supplementary dimension to the Q-factor for service quality violations 
.

319. Under her approach, the ILECs should also be required to pay a pre-established customer rebate or credit to those individual customers who actually suffered the violation of the Customer Bill of Rights.  As Telus notes, the Terms of Service already provide refunds for service problems and errors or omission in directory listings on an individual basis 
, so this is not a new approach for the Commission.  

320. Ms. Alexander’s approach would rule out unequal treatment to consumers when they have service problems.   Any individual who suffered specific harm, (e.g., requiring a deposit when not allowed to do so, unlawful termination of service, failure to offer payment arrangement, etc), would be entitled to a pre-established rebate or credit.  This would negate the need for the individual to negotiate on behalf of herself with a customer service representative, which we see as a negative aspect of customer service at Telus.  A customer who cannot advocate effectively may not be able to access information from the company, obtain the service they may need or negotiate a rebate or credit. 

321. The second link between a Consumer Bill of Rights and a price cap regime is the requirement to provide full information to consumers as a key pre-requisite to the development of meaningful local competition in the residential market.  This matter is discussed in the next section.  

322. The links can be explored more fully in the proposed Consumer Rights proceeding. 

There is no demonstrated need for an exogenous factor reflecting new initiatives to improve consumer information.

323. Telus and Bell stated that changes to billing practices should be compensated through an exogenous factor
, however in cross-examination, Bell stated that it would be premature to ask for an exogenous factor as there was no set scenario on the table and no cost study associated with it
. If any changes are required to the billing systems, that matter can be dealt with in a different proceeding.  ARCetal/BCOAPOetal submit that this same reasoning would apply to Telus’s evidence
.

324. Bell notes that providing consumers with accessible information has value to the customer and value to the company
.  The majority of the information, and therefore the power, is currently within the hands of the company.  ARCetal/BCOAPOetal submits that is incumbent on the ILECs to educate the customer on their rights in the provisioning of local exchange service.  
325. In the context of consumer information and its role in making the market work, Commission Cram asked Telus whether it should bear some of the costs of informing consumers and Mr. Brooks stated:

Now, yes, indeed, TELUS could be part of an informational program, as you would suggest, but I would also suggest that that is the very nature of competition, to then go out and inform customers as well about their alternatives.
 

326. Telus’s witness Dr. Levin also held this opinion:

If it turns out that customers aren't getting the information that they need about local competition, then I think that it's a role for the regulators to step in and make sure that they get it.  I think your example, I believe, was Pennsylvania and California.

327. For all these reasons, ARCetal/BCOAPOetal urge the Commission to initiate a Consumer Rights proceedings to address the following:

· Identify current and new consumer rights with a view to creating a Consumer Bill of Rights

· Rewrite the Terms of Service in plain language, without technical terms and in a customer-friendly format

· Review the Terms of Service to reflect industry changes and to be consistent with the Consumer Bill of Rights

· Standardise the Terms of Service among ILECs

· Review the balancing of rights and obligations between customers and ILECs

· Establish standards for Indicator 2.4 - Community Isolation Outage Frequency, Indicator 5.1 - Customer Complaints and Indicator 5.2 Customer Complaints Resolved 

· Establish the relationship between these three Indicators and the incentive mechanism 

Monitoring and Reporting Requirements

ILECs should continue to report Phase III SRB results, and these results should be audited 

328. Clearly, if earnings are relevant, they need to be reported.  Company-wide earnings, while broadly indicative of performance under price caps, include revenues and costs related to non-regulated services, and hence can present a distorted picture of the impact of price caps on the Company.  In particular, company-wide results do not show how a Company’s Utility segment alone is performing.  The ILECs’ Split Rate Base results provided in response to interrogatory ​​​​____(CRTC)-405 illustrate this problem clearly: the difference between company-wide and Utility segment RACE is significant.

329. Given that it is only the ILECs’ Utility segments that are being regulated, it follows that the RACE for those Utility segments must be reported.  Otherwise, the Commission will have no measure of how well the price cap is working in terms of providing the ILECs with a reasonable opportunity to earn a fair return on their Utility segments.  Such Split Rate Base results are necessary in order to track actual Utility segment performance, and compare against expectations.

330. In addition, ARCetal/BCOAPOetal submit that the importance of these results, which are generated by the ILECs themselves, warrant a higher level of accountability for their accuracy than currently exists.  As suggested by Messrs.Todd and Matwichuk,
 we recommend that the ILECs’ SRB financial results be audited by a neutral third party.

Phase II costs should be audited and tracked

331. Just as Utility earnings need to be tracked and audited, so too do the costs on which regulated prices are based.  Phase II costs are generated by the very companies against whom they will be used.  Clearly, there is an incentive for ILECs to overstate their Phase II costs where to do so will result in a higher price cap (or subsidy).  Because of the tremendous amount of judgement involved in Phase II costing, the ILECs also have an opportunity to take advantage of this incentive, and to always bias their judgements upwards.
  

332. Currently, the ILECs’ Phase II cost studies are neither tracked nor audited as a matter of course.
  As put by Mr. Ryan in cross-examination of Mr. Hariton, 

...one of the great weaknesses of the Phase 2 approach to costing is that there is no mechanism for tracking costs to see if the forecasts actually correspond with the actuals, and that we are dependent in cases such as this on a party realizing that something is a miss and coming forward with an application to look for relief.  There’s nothing in-built into the system that corrects for such difficulties, is there?

Mr. Hariton:  That’s correct......

333. Upon further questioning by the Chairman, both Mr. Hariton and Mr. Park acknowledged the appropriateness of tracking and auditing Phase II cost studies, “given the level of concerns and the amount of risks on both sides....”

334. To the extent that Phase II costs are being relied upon for important elements of the regulatory framework, ARCetal/BCOAPOetal urge the Commission to establish a process for ongoing tracking, reporting  and independent auditing of ILEC Phase II cost studies.

Self-Correcting Mechanism

The next price cap review should allow for identification and correction of errors in the formula

335. Under a “pure” price cap mechanism (i.e., no earnings sharing), the only built-in mechanism to correct for over-estimation or under-estimation of productivity gains is the scheduled review.   In this sense, the length of the plan serves as a “self-correcting mechanism”.  However, it is only “self-correcting” to the extent that it provides an opportunity to identify and correct biases (i.e., forecasting errors) in the formula.  For this reason, it is essential that the Commission clearly establish both the length of the next price cap term, and the scope of the review that will occur at the end of its term.

Earnings Sharing is an alternative self-correcting mechanism that should be considered if the risks of “getting it wrong” are considered too great  

336. Because the appropriate productivity factor for ILECs going forward is not known with any precision, it is inevitable that a pure price cap regime will err one way or the other.  One way of reducing the risks associated with setting the productivity target too high or too low is to establish a regime of shared earnings, either instead of or in addition to a price cap formula. 

337. In ARCetal/BCOAPOetal’s submission, an earnings sharing overlay is not needed as long as a productivity target in the range of 5.5% is adopted and applied to residential as well as business services.  Should the Commission wish to provide more assurance to ILECs and their investors, through a lower productivity target, ARCetal/BCOAPOetal submit that an earnings sharing overlay should be added so as to provide similar assurances to ratepayers (i.e., that some of the benefits of price cap regulation will accrue to them as well).

338. To adopt an earnings-sharing model, the Commission needs two tools, both of which are readily available.  First, it needs audited Phase III results for the utility segment so as to be sure of the dollars at stake.  Secondly, it needs a benchmark to determine, year by year, the level of earnings that the ILEC should have earned, without the imposition of a need to share.  As pointed out by Messrs. Todd and Matwichuk, such benchmarks are readily available, in the form for example of long term Canada bonds plus a risk premium adjustment
, or formulae adopted by other Commissions.

339. Most jurisdictions have had sufficient confidence, beyond the first round of price caps, to establish a productivity target without earnings-sharing.  We recommend that the Commission do the same, as long as an aggressive productivity target is set.  The record in this proceeding provides a sufficient basis for the Commission to set a target of 5.5% with great confidence that the ILECs will have little or no difficulty whatsoever meeting or, indeed, significantly exceeding this figure.

A “menu” approach to productivity and earnings sharing may be appropriate

340. A third option, which ARCetal/BCOAPOetal recommended to the Commission for the last price cap round, is to present ILECs with options, ranging from a high productivity offset and no earnings sharing, to a low offset with significant earnings sharing.  This approach has the advantage both of allowing for differences among companies and of uncovering true ILEC expectations as to their potential for productivity gains.  ARCetal/BCOAPOetal continue to recommend this approach to the Commission.
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