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reply to arguments BY ISSUE

Just and Reasonable Rates (Fairness)

1. No party in this proceeding has disputed that a central mandate of the Commission when designing price caps is to ensure that end-user rates are just and reasonable, pursuant to s.27 of the Telecommunications Act.  

2. “Just and reasonable” is another way of saying “fair”.  Fairness to ratepayers thus entails, first and foremost, just and reasonable rates.  

3. ILECs have attempted throughout this proceeding to distort the concept of “fairness”, or “justness and reasonableness”, (at least when it comes to end-user rates) to the benefits of their shareholders.  CLECs have done likewise, substituting ease of competitive entry for just and reasonable rates.

4. Subsection 27(5) states:

In determining whether a rate is just and reasonable, the Commission may adopt any method or technique that it considers appropriate, whether based on a carrier’s return on its rate base or otherwise.

5. This does not mean that the Commission can abandon all common sense, rigour, and rational thinking when determining whether rates are just and reasonable, as suggested by the ILECs.

“Just and reasonable” is not the same as “affordable”

6. ILECs continue to try to steer the Commission’s focus away from the “just and reasonable” test for end-user rates, toward a very different test: that of affordability.
  While belatedly acknowledging that end-user rates must be reasonable as well as affordable, The Companies continue to focus on affordability as the central concern for residential ratepayers in this proceeding.  For its part, TELUS continues to treat affordability as the only relevant ratepayer concern.

7. Affordability is an issue for low income subscribers, regardless of the level of the price cap.  It is a serious issue, an issue that demands attention now, but it is not an issue that will be resolved via the price cap mechanism.  If the Commission wants to address the issue of affordability, it should initiate a separate proceeding, following up on its findings in its Decision 96-10 and the monitoring that has occurred since that time. 

8. Let there be no doubt that the primary concern of residential customers in this proceeding is the justness and reasonableness of rates, not their affordability.  For the same reason, the Commission’s primary concern in this proceeding should be justness and reasonableness of rates, as explained in ARC et al/BCOAPO et al’s Final Argument.  

The “just and reasonable” test is not met by international comparability or percentage of household income

9. While not giving up on affordability as the key element of the ratepayer interest in this proceeding, The Companies have now shifted their position in a rear-guard attempt to co-opt the concept of “justness and reasonableness”.  Without having changed the substance of their argument one iota, they now attempt to define “fairness” and “reasonableness” in terms of international comparability and percentage of household income.  In so doing, they completely ignore the fundamental concept of “justness”, which lies at the heart of fairness: that rates be justified on the basis of costs (target costs in an incentive-based regulatory regime).

10.  That Canadian rates compare well to those in other countries, while possibly relevant to Canada’s international competitiveness, says nothing about their justness and reasonableness. There is no evidence, for example, that rates in other countries are just and reasonable.  And even if they are just and reasonable by the standards of that country, they are not necessarily just and reasonable by Canadian standards.   

11.  Similarly, the proportion of household income consumed by expenditures on local telephone service, while relevant to affordability, says nothing about the justness and reasonableness of local telephone rates.   

12.  For the Commission to adopt international comparability and/or percentage of household income as method by which it determines “justness and reasonableness” of end-user rates would amount to an abandonment of its mandate to ensure just and reasonable rates.

The “just and reasonable” test is not met by a “rate freeze in real terms”, without cost justification

13.  Putting aside arguments relating to affordability, international competitiveness, quality of service,
 and consumer rights, it becomes clear that The Companies have failed to provide any meaningful justification for their rate proposal.  Instead, they are hoping that their proposal of “a freeze in real terms” will sound so reasonable, in light of past rate/cost realities, that it will be accepted by the Commission without any regard to present rate/cost realities.

14.  The Companies’ argument for inflationary increases (i.e., a freeze in real terms) for residential rates in non-HCSAs lacks any cost justification whatsoever. It is entirely circular: a “freeze” in their view is reasonable, merely because it sounds so.

15.   Not only do The Companies assiduously avoid any discussion of their non-HCSA PES costs, they object strongly to any examination of their Utility segment profit levels – a key indicator of how far apart their Utility rates and costs are.
  Clearly, they do not want the Commission to examine the underlying justness and reasonableness of their proposed residential rate constraints.

16.  Yet, when it comes to “just and reasonable” rates for competitor services, the Companies are more than willing to accept the relevance of costs.  Under their proposal,

“prices for services that competitors must take from the incumbents will be required to reflect underlying costs.”

17.  In its Final Argument, Aliant argues that maintaining rural rates below cost “is inconsistent with moving to market based pricing models where the price will reflect the underlying costs”.
  Even TELUS admits the relevance of costs, arguing that the ILEC needs “a reasonable opportunity to recover its costs in a competitive market”.

18.  Clearly, the ILECs cannot have it both ways: either costs are relevant to the justness and reasonableness of rates, or they are not.  ARC et al/BCOAPO et al submit that there is no question but that costs remain highly relevant to any determination of “justness and reasonableness”.
  

19.  Inflationary increases to residential telephone rates in non-HCSAs should not be permitted unless they reflect the expected trend in ILEC costs.  In ARC et al/BCOAPO et al’s submission, the record is clear that they are not so justified.

“Competitive market rates” are meaningless where competition is lacking

20. TELUS’s position is the most simplistic.  In TELUS’s view, “competitive market prices are just and reasonable by definition”.
  This may be true, but it doesn’t provide much help to regulators in respect of markets that are not yet competitive.  This became eminently clear when the TELUS witnesses admitted inability to identify the “competitive market price” for basic residential service.
  

21. The record is resoundingly clear that we don’t yet have a competitive market for residential local service, and that we are unlikely to have one by the end of the next price cap term.  The problem is not that residential rates are too low.

22.  The Commissioner of Competition provides a detailed summary of the impediments to effective competition in the local services market
 and concludes as follows:
The conclusion today, based upon current pricing structures, is that wireline competition may be viable in business markets in the core of downtown major metropolitan centers.  It may not be so viable for suburban and, residential customers or those living in High Cost Service Areas.  Customers living in these geographic areas will continue to need protection from price increases if market forces are not forthcoming.  Indeed, further action may be necessary by the Commission to ensure that competition comes to these markets at all.

23.  The evidence clearly demonstrates that a price cap regime that permits increases in residential rates will not facilitate competition; it will only permit the ILECS to more fully exploit their market power. Hence, TELUS’s proposed test for “just and reasonable” rates is inapplicable.

There is nothing “artificial” about cost-justified rate constraints

24. The Companies take a similar approach to TELUS, arguing against cost-justified residential rate constraints on the basis that such constraints would somehow be “artificial”:

Particularly in these uncertain economic times, it is important to ensure that money is not taken out of the industry through artificial means.

If the Companies’ proposals are accepted, the market will be given the right signal that prices will not be artificially depressed.

25. ARC et al/BCOAPO et al submit that there is nothing artificial about monopoly regulation in the context of monopoly (or near-monopoly) service provision, as is the case with residential telephone service.  There is nothing artificial about price caps that are based on a rigorous assessment of just and reasonable rates.  On the other hand, there is something artificial about relying on market forces that do not yet exist.

Just and reasonable rates must be based on just and reasonable costs

26. Having belatedly recognized that its bold effort to advance a merit-less argument is likely to be remembered for its boldness alone, TELUS now presents an entirely new proposal for the Commission’s consideration.
  (See below, under “TELUS”, for more reply to this proposal.)  Under this new proposal, TELUS argues that residential basic service rates should be based on actual Company Phase II costs plus a 34.4% mark-up.  

27. ARC et al/BCOAPO et al submit that neither TELUS’s “actual Phase II costs” nor its proposed 34.4% mark-up have been justified, and therefore cannot be accepted as the basis for just and reasonable rates.  Indeed, under incentive regulation, the Commission should be basing rates on benchmark or target costs, rather than actual costs.  Otherwise, the efficiency incentives inherent in price cap regulation will be seriously compromised.  ILECs with inefficient cost structures should not be compensated for such inefficiencies under price caps.  To do so would be contrary to the very purpose for adopting price cap regulation in the first place.

Just and reasonable rates decline with costs

28. TELUS’s new proposal, while purportedly based on cost, also includes a “one-way”, upward ratchet feature: the price cap is permitted to increase, but not to decrease, even where decreases are warranted on the basis of costs.
  Such a feature guarantees that rates will be unjust and unreasonable once the margins they provide to ILECs are higher than would be produced in a competitive market.  

29. Unless the Commission sees fit to eliminate the explicit, competitively-neutral HCSA subsidy which it just recently established, and revert to implicit subsidization by ILEC ratepayers only, the justness and reasonableness of non-HCSA rates must be considered separately from that of HCSA rates.  The evidence on the record of this proceeding is clear that residential rates in non-HCSAs are now providing positive profit margins to ILECs, and that the cost of providing this service is declining.
  Residential customers in non-HCSAs are therefore entitled to reductions in rates that reflect associated reductions in cost. The price cap regime must be flexible enough to deliver rate reductions to consumers where warranted.

ILEC margins on residential local service in non-HCSAs

Rates for non-HCSA residential service are now well above cost

30.  Ignoring the residential cost and revenue evidence produced (reluctantly) by ILECs in this proceeding, Call-Net bases its proposal on the premise that “the rates for residential services are generally near or below the associated costs”.
  Other ILEC and CLEC proposals are based on the same outdated notion.

31.  As noted in ARC et al/BCOAPO et al’s Final Argument, the evidence shows otherwise, especially once the costs and revenues associated with EAS and optional local services are included, as they should be.
  When all relevant service revenues are included, and when reasonable costs are used, the record is clear that rates for residential service in non-HCSAs are now well above costs.

The Relevance of ILEC Earnings

ILEC Earnings are relevant, regardless of the form of regulation adopted 

32.  Both TELUS and The Companies argue that their earnings are irrelevant under price cap regulation.  This is wrong on many counts.

33.  As noted in ARC et al/BCOAPO et al’s Final Argument, as well as the Submissions and Final Arguments of other parties, ILEC earnings are an important indicator of how well price cap regulation is performing in simulating competitive market results and in balancing the interests of stakeholders.  Without this indicator, regulators would be unable to determine how well ILEC shareholders fared, and by implication, how well ILEC ratepayers fared.

34.  Surprisingly, The Companies appear to have misunderstood the purpose of price cap regulation.  They argue, wrongly, that:

price cap regulation is not another means of achieving the results of rate of return regulation.  Rather, the regime is intended to provide the regulated companies with incentive to increase their efficiency.

35.  In fact, price cap regulation is just another method of achieving the same results as rate of return regulation (or any other form of regulation, where competition is insufficient to protect the interests of users).  In both cases, the goal is to simulate results that would be produced in a fully competitive market.  

36. Price cap regulation is preferred during the transition to competition because it provides better efficiency incentives than does rate of return regulation.  This relative advantage of price cap regulation is not the same as the purpose of price cap regulation.  The Companies have thus confused the advantage of price cap regulation with the purpose of price cap regulation. 

37.  As TELUS points out, “regulation should attempt to emulate a competitive market outcome”.
  No party disputed this point.  The Companies’ expert witness, Dr. Taylor, also agreed that price cap regulation should simulate competitive markets:

MS LAWSON: Thank you. Dr. Taylor, on a more general matter of principle, I take it you would agree that the price cap regulatory regime should rely on full competition where it can and should otherwise attempt to approximate a competitive market as closely as possible.

DR. TAYLOR: Yes, that is fair.

MS LAWSON: So when it is emulating a competitive market, should the price cap regime provide incentives for productivity gains that are similar to those generated by market forces in a competitive market?

DR. TAYLOR: Ideally, yes.

MS LAWSON: If this simulated competition model of regulation is working, should it also produce similar results to competitive markets in terms of earnings returns?

DR. TAYLOR: That is hard to say. If it were working perfectly, which it never does, and all else was equal, which is a mouthful, the answer would be yes.

38.  As noted by TELUS, 

The objective in determining the offset is to ensure that capped service prices change in a way that emulates a competitive market outcome......if the X factor is set too low, .....capped services are delivering above normal profit.
  

[when prices are] at market levels, service providers will earn a normal profit”.
  

39.  The obvious inverse of this proposition, with which ARC et al/BCOAPO et al agrees, is that when ILECs are earning above normal profits, the X factor has likely been set too low, and prices are at above-market levels.  If there are other factors explaining the above-normal ILEC profits, the onus is on the ILECs to explain them.  ILEC profit levels remain the best and most appropriate measure by which to judge the reasonableness of the X factor and retail prices.

40.  ILEC earnings are as relevant to ratepayers as they are to shareholders in a regulated industry.  For the same reason that ILEC shareholders would not tolerate sustained industry-wide sub-normal returns in a regulated environment, ILEC ratepayers should not be forced to tolerate sustained industry-wide supra-normal returns.  

A review of ILEC earnings does not undo the advantages of price cap regulation

41.  The Companies further argue that considering ILEC earnings at the time of the price cap review “may well undo the advantages of price cap regulation”.
  True to form, TELUS is even more alarmist: in its view, reviewing ILEC earnings would “transform price cap regulation into a disguised form of rate of return regulation....re-introduc[ing] the negative incentives of rate of return regulation”.
 With all due respect, this is hyperbole.  

42.  First, the ILECs are confusing the issue of reviewing earnings during the term of the price cap with reviewing earnings at the end of the price cap term.  To do the former would be contrary to the pure price cap regime established by the Commission.
 To do the latter, however, is entirely consistent with pure price caps, and indeed essential to the success of any price cap regime.

43.  No party in this proceeding has suggested that rates be reduced in order to compensate ratepayers for ILEC over-earnings under the current price cap regime.  Rather, consumer groups and CLECs both refer to past ILEC performance in the context of evaluating the current price cap regime and deriving lessons for the future.

44.  Second, the advantages of price cap regulation, as set out in Decision 94-19, remain intact when ILEC earnings are reviewed at the end of the pre-established price cap term.  In that Decision, as well as in Decision 97-9, the Commission noted that “price caps could eliminate the need for regulatory assessment of investment, expenses and earnings between price cap reviews.
 (emphasis added).  Clearly, such assessments at the time of the review were contemplated and are a normal part of price cap regulation.  Otherwise, the review will have no bearing on just and reasonable rates.  Indeed, the “self-correcting” nature of the price cap term depends upon the thoroughness of the review undertaken at the end of the term.  If ILEC earnings are not reviewed, the regime loses a key “self-correcting” element. 
45.  Finally, it is surely instructive that other price cap regulators consider ILEC earnings to be relevant and indeed a key component of their periodic reviews of the price cap.  As noted by Messrs. Matwichuk and Todd under cross-examination, Oftel, the UK regulator, looks closely at ILEC earnings, and makes a judgement call about an appropriate ILEC rate of return, when setting the price cap formula for BT.
  

46.  Interestingly, given the apparent importance of this issue to the ILECs, neither The Companies nor TELUS supported their argument on this point with examples of other price cap regimes in which ILEC earnings are considered irrelevant at the time of the review.
  

 The issue of ILEC earnings relevance has already been resolved

47.  Indeed, this issue has already been thoroughly argued by interested parties and decided by the Commission in the context of Public Notice 2000-99, the forum in which issues regarding the scope of this proceeding were examined.  Public Notice 2001-37 is the outcome of that proceeding.  Public Notice 2001-37 clearly confirms the relevance of ILEC earnings to price cap regulation, both in terms of the objectives and the review of price cap regulation. 

48. In terms of the review process, the Commission clearly stated that:

Utility segment financial results will be one of the factors examined in re-setting the price cap parameters.

49.  For the ILECs now to resist examination of their Utility segment financial results by the Commission is for them to ignore the clear ruling of the Commission in Public Notice 2001-37.

50. In terms of objectives, the Commission reiterated that ILECs should be provided with “a reasonable opportunity to earn a fair return for their Utility segments”.
  Clearly, the achievement of such an objective is difficult to evaluate without reference to ILEC Utility segment results (achieved and forecast), or to the issue of what constitutes a “fair return”.  

51.  With respect to the latter issue, ARC et al/BCOAPO et al note that the ILECs presented little evidence in this proceeding to support an ROE of higher than the 11% set by the Commission in 1997.  Only at the end of the proceeding, when other parties have no opportunity to cross-examine or otherwise test the evidence, do the ILECs present arguments (a) explaining the high ROEs achieved over the past four years, and (b) suggesting that future economic conditions will lead to lower returns.
 (See below for further reply to these new arguments).

Affordability

$35/mo. for basic service is not affordable and is not necessary

52.  Both TELUS and AT&T propose that rates for basic service, at least in HCSAs, be permitted to rise to $35/mo.  This rate, they argue, must be affordable because subscribers in some areas pay similar rates now.
 

53.  For this, they rely on the highest rate currently approved by the Commission: a Télébec rate of $34.43, which includes EAS to Montreal, one of the largest metropolitan areas in Canada.  Télébec customers in exchanges without EAS to Montreal pay a rate of $26.93.
 Clearly, the $34.43 rate referred to is an anomaly and cannot be compared to rates for much lower value service.

54.  In any case, ARC et al/BCOAPO et al submit that $35/mo. is not an affordable rate for basic service.  As noted in their Final Argument, affordability cannot be measured by penetration rates, as people cannot afford to be without this service.  Penetration and drop-off rates tell us nothing about the extent to which a household has had to cut back on other essentials in order to keep telephone service.  They tell us nothing about the difficulties a household has faced in order to maintain that service.  

55.  What is instructive is the evidence from individual Canadians provided to the Commission in this case about the affordability of telephone rates.  Individuals on lower incomes are telling the Commission that rates are already unaffordable for many of them.
  Clearly, $35/mo. is well beyond the threshold of affordability for a significant proportion of the Canadian population.

56.  Moreover, it is not necessary to “rebalance” HCSA rates in such a drastic manner.  The HCSA subsidy has been whittled down to a relatively small, sustainable level, and will continue to diminish as costs decline. 

57.  Contrary to the assertions of Aliant,
 market forces do not require cost-based pricing in HCSAs.  The evidence in this proceeding is clear that competitors are a long way from even indicating an interest in serving residential customers in HCSAs, regardless of rate levels.
  

58.  ARC et al/BCOAPO et al therefore urge the Commission to reject calls for unnecessary rate increases in HCSAs, as well as in non-HCSAs.  

The rate component of the subsidy requirement calculation should not be set at an arbitrary and unaffordable level such as $35

59.  AT&T proposes that the rate component of the subsidy requirement calculation be set at $35.
  The Companies and TELUS, on the other hand, propose that it be equal to “the average allowable price in a band”.
 

60.  ARC et al/BCOAPO et al agree with SaskTel that, instead of setting the rate component of the subsidy calculation at an arbitrary and high level such as $35 for all companies, the rate component of the subsidy calculation should take into account the value of service provided, as well as the “all-in” rate actually applicable.
  Only in this way will fairness among subscribers in different areas be achieved. 

Productivity: The X Factor

An X Factor applied to residential retail rates is essential in order to achieve the goals of price cap regulation

61.  Both The Companies and TELUS argue against the application of an X factor to retail prices on the basis that it “would be harmful to the development of local competition and is not necessary for maintaining affordability”.
 Neither of these arguments has merit.  

62.  As noted above, the issue of affordability is secondary to the issue of fairness, or just and reasonable rates.  The purpose of the X factor is not to maintain affordability; rather, it is to ensure fairness between ratepayers and shareholders – in other words, to ensure that rates are just and reasonable.  Rates that are so far above their associated costs that they deliver supra-normal profits to ILECs are not just and reasonable.

63.  With respect to competition, ARC et al/BCOAPO et al note that the goal is not competition of any sort, at any cost; rather, it is efficient, sustainable competition – competition that can be sustained at rate levels which will ultimately prevail, given the cost structure of the lowest cost competitor in the market.  Allowing retail rates to rise to artificially high levels (i.e., levels which produce supra-normal margins for ILECs) is a recipe for inefficient and unsustainable competition.

64.  Thus, it remains appropriate to apply an X factor to retail rates, as the Commission did in the past price cap regime.  However, this time around, the X factor should be applied to a separate basket of residential rates, in order to prevent a continuation of the anti-competitive pricing practices experienced under the current price cap regime, as well as to ensure that residential rates are just and reasonable.

65.  Failure to apply an X factor to residential retail rates would guarantee that the price cap mechanism fails to mimic competitive markets in that prices would not follow costs.  It would ensure that ILEC shareholders continue to benefit unduly, at the expense of ratepayers and competitors.
  As the Commissioner of Competition states:

...the focus of price cap regulation in these geographic markets [where rates are compensatory] turns to constraining the market power of the ILECs until such time that market forces can replace regulation.   This includes maintaining the X factor in the price cap formula for residential rates.

In the Bureau’s view, failure to subject residential rates to a positive X factor will lead to increased exercise of ILEC market power and to allocative inefficiency.  As the above discussion on business rates pointed out, when prices are above costs, competition is desirable when it leads to reductions in prices, not increases. If the new entrants are unable to compete against the ILECs when the prices of the ILECs are compensatory, then their entry is likely inefficient and not socially desirable.  Relaxing the price constraints on the ILECs to increase margins for new entrants risks giving the ILECs excessive profits if entrants fail to enter as quickly as anticipated.   Relaxing the X factor should only take place when the Commission is satisfied that effective competition will place a meaningful constraint on ILEC pricing.

ILEC concerns about “double-counting” are misplaced

66. The Companies argue that “a formulaic approach to price constraints in a competitive market may well have the result of taking revenues out of the industry twice, once through market forces, and again through regulatory prescriptions”.
  This argument is without merit.

67.  If competitive forces push rates downward at the same time that the price cap regime requires downward adjustments of the same rates, the two forces (regulatory and competitive) merely duplicate each other.  If competitive forces push some rates downward, while regulatory forces push other rates downward, again there is no “double-counting” as suggested by The Companies.  Rather, the regime is working as intended, protecting those rates that need to be protected, and allowing competitive forces to discipline other rates.

A TFP methodology for determining the productivity offset portion of the X Factor continues to be appropriate

68.  The Companies and TELUS argue that the TFP methodology is inappropriate for an X factor which applies to a sub-segment of company services, because of its inclusion of Competitive segment results.  ARC et al/BCOAPO et al agree that TFP is not perfect in this regard.  However, they submit that it is the best measure available.

69.  In the absence of any perfect measure of efficiency gains that can be expected of an ordinary firm, Total Factor Productivity remains the most rigorous and relevant measure of productivity gains available, even for the Utility segments alone.  It is based on actual achieved output and input figures, rather than estimates of cost and/or forecasts of productivity. This is why it continues to be used by regulators across many jurisdictions.

TFP represents a lower bound for the X factor

70.   In their critique of TFP methodology, the ILECs also conveniently ignore that fact that TFP growth understates the efficiency gains achievable by ILECs, because of its failure to incorporate other important sources of efficiency gains such as greater pricing and marketing freedom, increased sales, and reduced regulatory costs.
  

71.  In the same way that “the Commission must take care to ensure that it not impose an overall X factor that could drive rates below levels at which efficient entrants could enter the market”,
 the Commission must also take care to ensure that it not impose an X factor that could allow rates to remain at levels which encourage inefficient competitive entry.

The ILECs’ proposed “marginal cost” methodology is flawed

72.  Instead of using TFP methodology to evaluate ILEC productivity growth, The Companies and TELUS propose a service-specific marginal cost methodology.  

73.  The ILECs’ proposed approach to measuring productivity flies in the face of widely accepted practice, and has apparently been adopted by no other regulator.
  It suffers from numerous deficiencies, including the following:

a) it focuses on input prices only, and fails to adequately incorporate efficiency gains attributable to output gains;
 and

b) it is based on Phase II studies which are incomplete,
 which measure forecast rather than actual realized costs
, which involve a significant amount of judgement by company officials,
 and which are neither tracked, audited, nor reconciled with the ILECs’ overall costs.

Dr. Roycroft’s study of US TFP gains is rigorous and instructive

74.  In Appendix C of their Final Argument, The Companies attempt to discredit Dr. Roycroft’s testimony on the experience with productivity gains under price cap regulation in the USA.  ARC et al/BCOAPO et al’s reply to that attack is provided in Appendix C to this Reply Argument.  

75.  As explained in Appendix C, Dr. Roycroft’s study of the US experience with TFP growth of ILECs under different forms of regulation is rigorous and instructive to other regulators facing similar challenges.  Specifically, it confirms The Companies’ own evidence that TFP growth is significantly higher under price cap regulation than under rate of return regulation, and that these high levels of TFP growth can be expected to continue during the second term of price caps. 

A stretch factor (or “consumer dividend”) continues to be appropriate

76.  A “stretch factor” or “consumer dividend” must therefore be added to expected TFP growth, when one bases the X factor on TFP or other similarly narrow measures of productivity.  Otherwise, the Commission will fail to incorporate important sources of efficiency gains not captured by TFP or other similarly narrow measures of productivity growth.

77.  Both TELUS and The Companies resist the application of a stretch factor, arguing that “the one-time efficiency gains that the Commission anticipated have been achieved and are now built into rates”.
  This argument not only fails to recognize other elements of the stretch factor, as discussed above, it flies in the face of both common sense and empirical evidence.  Moreover, the ILECs provide no evidence to support their position.

78.  From a common sense perspective, it is highly unlikely that the ILECs have, in four short years, squeezed out all of the inefficiencies attributable to decades of rate base, rate of return regulation.  For example, any inefficiencies attributable to capital investment choices under rate of return regulation remain, to the extent that such capital has not been fully depreciated.  Moreover, decisions regarding human resources and refocusing of the business after rate of return regulation were surely not without error; efficiency will improve as these errors are eliminated.  

79.  While the ILECs provide no evidence to support the notion that they have managed to identify and get rid of embedded inefficiencies attributable to rate of return regulation, there is strong evidence to the contrary.  Dr. Roycroft’s analysis of the TFP of US telephone companies clearly shows that high levels of productivity gains continue even after the first term of incentive regulation.

80.  For all these reasons, ARC et al/BCOAPO et al submit that an X factor reflecting the full range of expected efficiency gains is an essential part of the next price cap regime, if the goals of price cap regulation are to be realized.

The Competition Experiment

81.  It has been widely acknowledged in this proceeding that the opening up of the local telephony market to competition is an experiment.  As Dr. Taylor stated,

It’s an experiment.  We don’t know what the true scope for competition is going to be.

82. In Mr. Nicholson’s words,

In terms of letting competition come in, or what is the best way of doing it, I guess the way I would characterize it is over the last four years we have been running an experiment.......what we are proposing is that we allow the experiment to continue to run..... 

83.  It is inappropriate and fundamentally unfair to force ratepayers to fund such an experiment against their will.  The Commission should continue to encourage competition in local telephony through accommodative entry policies and constraints on wholesale and retail prices that are based on the “just and reasonable” principle.  Forcing ratepayers to subsidize competition would be contrary to the public interest.

Competition cannot be relied upon to protect residential customers for the foreseeable future

84.  The Companies assert that “competition, which has progressed considerably since the first price cap regime was established, will have much of the same effect that an “inflation minus X” offset would have, albeit in a different way for any given service or at any given time than a formulaic offset, to a degree that is difficult to predict.”
  

85.  ARC et al/BCOAPO et al respectfully submit that this statement obscures the clear realities of competition in the residential market, and the likely pace at which such competition will develop over the next few years.  The record in this proceeding could not be clearer that residential customers will not benefit from sufficient competition to protect their interests over the next price cap period.  This is why they must be protected instead by a price cap regime which passes on to them their fair share of ILEC efficiency gains. As Canada’s Commissioner of Competition states:

.... failure to subject residential rates to a positive X factor will lead to increased exercise of ILEC market power and to allocative inefficiency.

86.  He therefore goes on to recommend that:

The X factor for residential services in non-High Cost Service Areas must be positive if consumers are to benefit from ILEC efficiencies during the term of the price cap.

87.  TELUS’s attempt to paint a rosy picture of competition in the residential market, while valiant in a self-serving way, flies in the face of reality.
  While the Canadian telecommunications industry may be “more competitive today than it has ever been”,
 this is not saying much – especially when it comes to the residential market.

The slow development of local competition in the residential market is not the result of CRTC policy

88.  While the current price cap regime did not result in instant, vibrant competition in the residential market, this was not attributable to the CRTC’s regulatory regime.  Instead, it is largely attributable to the highly capital-intensive, technology-dependent nature of local residential telephony, and the enormous benefits of incumbency enjoyed by the ILECs.  As Mr. Watt stated for RCI, “we cannot predict when the technology will be ready”.

89.  Healthy, sustainable competition cannot develop overnight in such an industry.  The Commission cannot speed up the pace of technological development on which facilities-based competitive alternatives depend.  If there was a mistake in 1997 regarding residential service competition, it was the unrealistic vision of those who expected facilities-based competition to roll out more quickly and thoroughly than it could possibly have done.

Retail rates are not the barrier to competition in local telephony

90.  The Companies argue that:

While low rates for basic residential service represent a benefit for consumers, the level of rates, and associated margins, have also been a barrier to entry.

91.  In the absence of any cost justification for the non-HCSA retail rate increases proposed in this proceeding, both The Companies and TELUS have seized upon competition as a justification.  In doing so, they can safely count on CLEC support, for obvious reasons.  They can also count on the Commission’s concern about the slow development of local competition, contrary to hopes.  ARC et al/BCOAPO et al trust, though, that they cannot count upon the Commission adopting the myopic and flawed reasoning that acceptance of this argument requires.

92.  As noted in ARC et al/BCOAPO et al’s Final Argument, the “competition” justification for local rate increases put forward by both ILECs and CLECs is based on two flawed premises:

a) that inefficient competition is as desirable as efficient competition; and

b) that competition is a goal in itself, to be attained even if its achievement requires the forfeiting of other goals, including those (such as lower rates) that competition is intended to deliver.

93.  Contrary to these premises, the public interest is served neither by inefficient competition nor by competition for competition’s sake.  

94.  Instead, the Commission should focus on the ultimate goals of Canadian telecommunications policy, and in doing so should recognize the reality that efficient competition in this industry will take a long time to develop. If competition cannot be attracted and sustained at just and reasonable rate levels, then ARC et al/BCOAPO et al question why we are pursuing it so feverishly.  Healthy, sustainable competition should be allowed to develop at rates that meet public policy goals, and at a pace that reflects the capital-intensity of the industry.  It should not be rushed.  

95.  It is instructive on this point that parties advocating retail rate increases (including inflationary increases) in this proceeding did not point to a single real world example to prove their point.  Given that higher local rates prevail in many other jurisdictions – a point that The Companies have gone to great lengths to make - one would have expected the ILECs (or CLECs) to show that such higher retail rates have led to greater levels of competition.  One can only infer that such evidence does not exist.

96.  Moreover, an examination of the evidence offered by CLECs in this proceeding clearly suggests that retail rates are not the problem when it comes to barriers to competition in the residential market.  Instead, the key problems for CLECs are:

a) the enormous capital investment required for facilities-based provision of local service;

b) “exogenous financial market factors” related to huge capital needs of CLECs;

c) rates paid to ILECs for facilities needed in the provision of local service;

d) below-cost promotions by ILECs;
 

e) “the effectiveness of the ILECs in using ‘bundles’ and win-back strategies and incentives (including cash promises) to lure back customers even before they have generated a dollar of revenue for a competitor”;

f) sub-standard quality of service provided by ILECs to CLECs;
 and

g) “strategic dominant behaviour by ILECs” (i.e., ILEC ability to target required rate reductions on more competitive services, while raising rates for less competitive services).

97.  Indeed, none of the CLECs participating actively in this proceeding cite residential retail rates as a barrier for them.  AT&T focuses almost entirely on the rates it must pay to ILECs, and urges the Commission to “recognize that ILEC residential rates are largely rebalanced”.
  Group Telecom, while cautioning the Commission regarding constraints that place downward pressure on rates generally, makes no recommendation about residential rates, and instead focuses its argument on the need to ease upward pricing constraints on services in the current business and “other capped” baskets.
  Call-Net’s inventory of “problems with the current regime” doesn’t even mention residential rates.
  

Competition does not require rebalanced HCSA rates

98.  It is clear from the record in this proceeding, as well as from obvious market realities, that new entrants in the local residential market are not interested in serving high cost areas for the time being, regardless of residential rate levels.  As stated by Mr. Linton:

what matters is I make the most money off my capital investment which is geographically focused.
 (emphasis added)

99.  Given the tremendous capital cost of rolling out local facilities, and the limited amount of capital available for such investments, CLECs are understandably focusing on more densely populated areas, where their revenue potential is higher.  Rebalancing residential rates in high cost areas over the next 4-5 years will have no effect on the availability of competitive alternatives to these customers.  

ILEC concerns about competition are inherently inconsistent

100.  The arguments put forward by The Companies and TELUS in support of their proposals in this proceeding are inherently inconsistent.  ILECs express grave concern about encouraging inefficient entry when it comes to competitor service rates, but have no such concerns when it comes to retail rates.  Likewise, they express deep concern about discouraging competitive entry when it comes to retail rates, but have no such concern when it comes to competitor service rates.  

101.  ARC et al/BCOAPO et al submit that the solution to encouraging efficient, sustainable competition in a market which is not yet competitive requires that rates for both wholesale and retail services be set at just and reasonable levels, as set out above, and in ARC et al/BCOAPO et al’s Final Argument.

Investment

ILECs deserve a reasonable opportunity to earn fair returns on their Utility segments, but no more than a reasonable opportunity, and no more than fair returns

102. The Companies argue that “The scarcity of capital in the midst of the increasing need for investment makes it important to establish a pricing regime that will, at a minimum, not exacerbate the problems facing the industry.  Gradual price increases, in contrast to forced price reductions, enhance the prospects for sustained investment.”
    

103.  It goes without saying that increased revenues in this industry “enhance the prospects for sustained investment”.  But the Commission’s mandate is to accommodate the ILECs’ need to be able to attract capital for investment in their Utility segments through ensuring that ILEC rates are just and reasonable.  Investment considerations do not justify excessive returns.

104.  The Companies state: “Particularly in these uncertain economic times, it is important to ensure that money is not taken out of the industry through artificial means”.
  Equally, in a market undergoing transition to competition, it is important to ensure that ILECs are not unduly enriched at the expense of competitors and ratepayers.  Yet, this is exactly what the ILEC proposals in this proceeding would accomplish.

ILECs’ ability to raise capital for Utility segment investments is affected by their activities in non-Utility markets

105. The Companies argue that “the current economic environment creates serious challenges for the ability of telecommunications service providers to raise the capital required to fund these investments.”
  While ARC et al/BCOAPO et al do not dispute the existence of such challenges, they note that The Companies fail to distinguish between their Utility segment investments and their investments in non-Utility facilities.

106. It is not at all clear that the investment woes of ILECs are related to their Utility segments, and in particular to the capital needed to ensure delivery of the “basic service objective” defined by the Commission in Decision 99-16.  Neither the evidence of The Companies’ capital markets expert nor The Companies’ argument provides guidance in this respect.

107.   Indeed, the capital market views ILECs within the context of their integrated parent corporations.  Hence, it is difficult to separate out risk related to Utility segment investments vs. non-Utility segment investments.  The Commission should exercise caution before attributing to ILEC Utility segment investments risks that are more appropriately attributed to Competitive segment investments.

The Companies are asking the Commission to approve recovery of their broadband investments through basic rates, contrary to past CRTC rulings.

108. As The Companies state,     

[Telecommunications] services themselves are being redesigned and configured within the context of what is called the "converged" marketplace where players deliver voice, data and video services over common platforms and through devices, such as personal computers, that were never before used for these purposes.  These changes in the industry require major investments in new plant and equipment.
  

109. In other words, The Companies want higher basic service rates in order to fund their new broadband investments.   However, there has been no determination by the Commission or the government that such an approach to recovery of broadband investments is appropriate.  Indeed, the Commission specifically ruled against recovery of broadband investments through PES rates in Decision 95-21:

Utility subscribers must be protected from bearing the risk associated with the telephone companies’ new broadband investment.
 

110. More recently, in Decision 99-16, the Commission chose to define the “basic service objective” as narrow-band functionality only, reasoning that:

....the benefits of upgrading the local network must be balanced against the subscriber’s ability to pay for these upgrades.
  

111. By arguing that higher rates are needed in order to fund investment in broadband facilities, The Companies are effectively asking the Commission to reverse its past decisions.  Moreover, by implication, such a change in policy would require a re-examination and change of the “basic service objective” to reflect “the converged marketplace” which now demands so much investment.  

112. Such a radical change in Commission policy, which was not contemplated by other parties in this proceeding, should not be effected without a full public proceeding focused on the issue of funding of broadband investment.

New evidence from ILECs regarding future economic conditions and their effect on ILEC ROEs should not be accepted uncritically

113. Throughout this proceeding, the ILECs have studiously avoided raising issues related to their earnings, past, present and future.  Having taken the position that earnings are irrelevant, they could not at the same time and with a straight face argue that earnings are relevant when it comes to future economic conditions, for example.  

114. Only late in the proceeding, when other parties have no opportunity to question or cross-examine, do the ILECs raise new evidence regarding the expected impact of future economic conditions on their revenues, and hence ROEs.
  If this new evidence is to be given any weight, it should be subject to the same scrutiny as was given other evidence in this proceeding.  

115. Indeed, to the extent that this issue, along with that of the appropriate level of ROE for ILECs going in to the next price cap regime, has not been adequately examined in this proceeding, ARC et al/BCOAPO et al submit that a follow-up proceeding focused on these specific issues would be appropriate.

Basket Structure and ILEC Pricing Flexibility

Baskets should be structured so as to prevent anti-competitive and inefficient pricing, as well as to achieve public policy goals

116. The only party that recommending the retention of significant pricing flexibility across a broadly range of capped services, including local business and residential services, is the Commissioner of Competition (Competition Bureau).  ARC et al/BCOAPO et al submit that the most important consideration in designing the basket structure is the extent to which pricing flexibility should be constrained.

117. The Bureau is arguing that continued pricing flexibility will not only allow the companies to maximize profits by adjusting prices in response to competitive developments, technological change and other factors, but will also result in prices that serve the interests of customers.  In the view of ARC et al/BCOAPO et al, giving the ILECs the flexibility to rebalance rates across a broad base of capped services, as proposed by the Bureau, will enable the ILECs to exploit their dominant position in the market segments that are least attractive for competitive entry to the disadvantage of the captive customers in those market segments and to the disadvantage of CLECs. 

118. Both the goal of enhancing competition and the goal of ensuring that capped rates fairly balance the interests of shareholders, customers and competitors will not fare much better under the proposals of the Bureau than they will under the deregulation proposals of the ILECs.

The Competition Bureau’s support for substantial ILEC pricing flexibility fails to recognize Ramsey pricing distortions caused by differences in the ease of entry into different market segments.

119. The Competition Bureau relies on the Ramsey Pricing concept to support its recommendations regarding the basket structure, which gives the ILECs pricing flexibility.  It states:

There are at least two significant problems with targeting the productivity gains by direct application of a (GDP-PI)-X adjustment to a narrowly defined basket.  First, it reduces one of the main advantages of price cap regulation — delegating pricing flexibility to the ILECs. Delegating pricing means that the ILECs will use their pricing flexibility to increase profits. In doing so, they also make consumers (in aggregate) better off.  Increasing profits by adjusting relative prices is possible because the ILEC will raise the price of inelastic products and services and lower the price of elastic products and services, moving to a relative rate structure that is similar to Ramsey pricing. Targeting the price reductions to a narrower basket than the firm’s entire product line means that ILEC pricing will not be as responsive to demand.
  

120. Consistent with these comments, the Bureau supports what it refers to at paragraph 106 of its Comments as a “Global Price Cap”.  It nevertheless recommends that “[t]he single basket of capped services should be divided into five sub-baskets subject perhaps to additional pricing constraints.”  This approach appears to emphasize allowing pricing flexibility among sub-baskets, while allowing some limits to be placed on this flexibility.  The Bureau, however, recognizes that the pricing flexibility it is recommending would be used to respond to competition:

Pricing flexibility allows the ILECs to use their superior information regarding costs and demand to implement efficiency enhancing prices that benefit both the firm and its consumers.  This flexibility also means that it can respond to changes in demand, costs, and competition quickly as market conditions change.  In industries subject to a rapid pace of technological change and industry restructuring, like telecommunications, the social value of pricing flexibility is substantial.  The development of competition makes demand for the ILEC's products more elastic and the profit maximizing and welfare improving response by the ILEC will be to reduce its prices where it faces competition.

121. The Bureau’s theorizing leads it so far as to conclude that the ILECs’ pricing flexibility should extend to essential facilities, a rejection of the Commission’s well established principles for pricing of these facilities:

The reasoning behind a global price cap is that access to the essential facility should be treated exactly like any other product in the ILEC's product line.
  
122. The Bureau has concocted a blend of theoretical arguments that lead it to conclusions that are surprisingly naïve in respect of the competitive realities of the Canadian telecommunications market (and that contradict other recommendations in its Comments).  As a result, the Competition Bureau seeks to defend competition through theoretically-based recommendations that in practice will undermine the Commission’s goal of enhancing the competitiveness of the telecom market in Canada.

123. Three flaws in the Bureau’s reasoning are readily apparent.  A detailed explanation of the conceptual flaw in the Bureau’s application of Ramsey pricing is set out in Appendix B.  A more concise explanation follows.

124. First, the Ramsey pricing model shows that where prices exceed marginal cost in order for firms to recover their total costs, economic efficiency is optimized when pricing reflects the “inverse-elasticity rule”.  The implication is that markups over incremental cost are in an inverse proportion to the price elasticity of market demand.  Hence, a service with relatively high price elasticity would have a low markup, while a service with a relatively low elasticity will have a relatively high markup.

125. William Baumol offers a useful intuitive explanation of the Ramsey Theorem:

The objective is to cause the pi [prices] to deviate from the mci [marginal costs] in a manner that satisfies the profit constraint and yet distorts consumer purchases from their optimal level as little as possible.

126. It is apparent from this explanation, and the Bureau’s own explanation at paragraph 198, that the “inverse-elasticity rule” must be based on market elasticities in order for prices to be optimally efficient. The ILEC’s incentives clearly will diverge from this pricing rule if barriers to entry differ across market segments.

127. The Bureau’s Global Price Cap will not achieve this result where the relative elasticities of demand for the various ILECs’ services differ from the relative market elasticities, as they do in the Canadian telecom market.  The flaw in the Bureau’s analysis can be demonstrated with a simple example.

128. Assume for illustrative purposes that the demand for business NAS is less elastic than demand for residential NAS.  Hence, if prices decrease for both services by 10%, quantity demand for residential NAS will increase more than for business NAS.  Given this assumption, the Ramsey Theorem shows that optimal efficiency will be achieved if the mark-up on business NAS is greater than the mark-up on residential NAS.  This approach optimizes efficiency by minimizing the resulting distortion of consumer purchases.

129. Further assume that competitors find it profitable to enter the business market if business NAS rates of ILECs are 25% or more above Phase II costs but entering the market for residential NAS is not profitable for CLECs unless ILEC prices are marked up at least 100% above Phase II costs.  Also assume for illustrative purposes that there is roughly an equal number of business and residential NAS and that going-in rates embed a mark-up of 50% on average. 

130. As noted above, optimal efficiency results when rates for business NAS are marked up proportionally more than residential NAS (Ramsey prices).  However, the ILECs clearly will maximize their profit by marking up business services by less than 25% and residential services by more than 75%. By adopting that strategy, the ILECs can utilize all of the headroom permitted under the price cap, while maintaining price levels that are below levels that will sustain competition in each segment of the market. 

131. Hence, assuming ILECS have full pricing flexibility as suggested by the Bureau, ILEC profit maximization will not result in the optimally efficient Ramsey prices as suggested by the Bureau.  Instead of marking up the prices for the relatively low elasticity business NAS most heavily, they will mark-up the prices of residential NAS, where the threat of competition is weakest.  This result violates the Ramsey Theorem.

132. In summary, the first flaw in the Bureau’s analysis is that it fails to recognize that ease of competitive entry is not the same in all segments of the telecom market.  In high density markets, such as the downtown business core in major urban centres, CLECs are able to duplicate most of the local facilities of the ILECs at a competitive cost.  In smaller and less dense market, however, CLECs require much higher mark-ups over Phase II costs to be able to recover the fixed costs of infrastructure, marketing, etc. and compete profitably.  

133. The Bureau itself identifies an extensive list of entry barriers at paragraphs 147-148 of its Comments.  Going through the Bureau’s list it is readily apparent that the magnitude of the barriers relative to the potential benefits differs across market segments.  It is these differences that cause the profit maximizing pricing for the ILECs to deviate from Ramsey prices.

134. The second flaw in the Bureau’s analysis is that it ignores the distorting effect of market power that the ILECs enjoy in the market for local services.  Even if ease of entry were consistent in all market segments, the only practical way for CLECs to enter the local market is to focus on selected geographic areas.  Barring deeply discounted prices for Competitor Services, which the Bureau like ARC et al/BCOAPO et al oppose as they will encourage uneconomic competition, CLECs will need to invest in some basic infrastructure (e.g., co-located switches in the in the central offices in the areas they wish to serve) in order to enter a market with the ability to differentiate their products on either the basis of functionality or price.  As a result, to the extent that the price cap regime allows ILECs flexibility to adjust the capped rates, they will have an incentive to rebalance rates between markets that CLECs enter and markets that are less attractive to CLECs.  Again, pricing flexibility will not be used to adjust rates to optimize efficiency by reflecting Ramsey pricing principles. It will be used to discourage or defeat competitive entry.  

135. Put simply, Bureau’s second flaw is that its analysis is only valid if the ILECs must be equally concerned about competitive entry in all market segments.  It ignores that practical reality that even if mark-ups were homogenous across all market segments, the business market would be more enticing than the residential market, major urban centres would be more attractive than smaller urban centres and rural areas, and intensive users of telecom services would be more lucrative customers than those with minimal telecom requirements.

136. The third flaw in the Bureau’s analysis is apparent in its position on the pricing of essential facilities, which is noted above.  The essence of the Bureau’s comments at paragraphs 112-114 is that if the ILECs have full flexibility in setting prices under the cap, including the price of essential services, they will set prices that will remove the incentive to provide the CLECs with an inferior quality of service. The Bureau implies that once that happens CLECs will not be disadvantaged in the marketplace.

137. The Bureau’s conclusion is only valid in a market where prices reflect marginal cost.  Curiously, after discussing Ramsey pricing at length, a discussion that is based on the need to set prices above marginal cost in order to recover total costs, the Bureau neglects to consider this feature of the market in this discussion of the pricing of essential facilities.

138. The shortcoming of this position can be demonstrated by considering the pricing of essential facilities that will make an ILEC indifferent between selling the essential facility to a CLEC that provides a retail service and providing the same retail service on its own behalf.  In a market characterized by mark-ups that result in prices that are above incremental cost, it is clear that an ILEC would not be indifferent to between selling a wholesale service to a CLEC and selling the same retail service to an end-use customer unless the wholesale service generates the same level of mark-up as the retail service. 

139. Hence, if a CLEC requires only the ILEC’s essential facilities (i.e., it uses its own non-essential facilities) to offer the retail service to customers, the mark-up on the essential facilities that would make the ILEC indifferent would be prohibitively large.  For example, if the ILEC’s mark-up on the retail service were 25% and the essential service accounted for 1/3 of the Phase II costs of the retail service, the ILEC would require a 75% mark-up on the Phase II cost of the essential facilities in order for it to be indifferent between selling the essential facilities to the CLEC and selling the retail service to retail customers.  A mark-up of this magnitude on essential facilities would almost certainly make it uneconomic for CLECs to offer competitive services that require the ILEC’s essential facilities.  They cannot compete if they have to pay the ILEC its foregone mark-up on the retail service as well as recover its own costs.

140. Finally, with respect to the pricing of essential facilities, it may be noted that there is a logical inconsistency between the Bureau’s recommendation at paragraph 112 that essential facilities be treated exactly like other services (i.e. included in the Global Price Cap so mark-ups will be determines by Ramsey pricing considerations) and the recommendation at paragraph 22 that going-in rates for essential facilities include no mark up (unless as paragraph 25 suggests at existing retail price levels there is a shortfall in revenues to be recovered). It appears that the Bureau itself recognizes that pricing flexibility will in fact enable the ILECs to use strategic pricing behaviour to defeat competitors. 

141. The implication of extending the Bureau’s analysis to the more realistic assumption of regional and service-specific differences in costs of competitive entry is that it is necessary to maintain distinct baskets for services with different competitive conditions.  This is the basis of the proposal of ARC et al/BCOAPO et al that the business and residential local services should be in separate baskets, with no pricing flexibility between them. 

142. The foregoing analysis is also consistent with the Bureau’s recommendation that HCSA and non-HCSA areas be in separate baskets,  and that at least some of these sub-baskets, including that for non-HCSA residential rates, be subject to a positive X factor.
 

143. Finally, the foregoing concerns also highlight the importance of maintaining a strict cap on price increases for individual service elements within each cap.  This will constrain the extent of inefficient shifting of mark-up from more competitive services within each basket to less competitive services.  Until there is ubiquitous competitive entry, there can be little doubt that pricing flexibility will be used primarily to gain competitive advantage.  For this reason, pricing flexibility will undermine the Commission’s goal of facilitating competition as well as result in excessive markups being paid by those consumers who are the least attractive to potential competitors. 

The Companies’ Proposed “Competitiveness Test”

144. It appears that The Companies have garnered no support from other non-ILEC parties for their proposed “competitiveness test”.  Most instructively, Canada’s competition authority recommends that the Commission “reject the ad hoc proposals by TELUS and Bell et al”, and that it instead “apply the forbearance criteria set out in its Regulatory Framework decision.

A “competitiveness test” is not needed as a competitive safeguard

145. The Companies cite a purpose of their proposed “competitiveness test” as “to function as a competitive safeguard”.
  Specifically, they state that the incentive to fund rate decreases in more competitive areas with rate increases in less competitive areas “is removed if the services subject to competitive pressures are removed from the capped services baskets.”

146. This is simply untrue.  The incentive for ILECs to engage in anti-competitive pricing will always exist, as long as there is any competition.  All that the regulator can do is limit the opportunity for ILECs to act on this incentive. 

147. The Commission can limit this opportunity, as the Companies suggest, through the application of the price cap to a smaller basket or baskets of services.  In this way, the ILECs cannot meet the price cap through price reductions for, say, optional services while at the same time increasing rates basic local service.  This is, in fact, what ARC et al/BCOAPO et al have proposed.  

148. The Companies’ proposed “competitiveness test” is completely unnecessary for the purpose of preventing anti-competitive pricing.  The only purpose it would serve is to reduce regulatory protections for ILEC subscribers.  

Specific Retail Rate Constraint Issues

Regulatory treatment of “discretionary” services should be based on an empirical measure of the discretionary nature of the service: price elasticities of demand

149. The Companies and TELUS argue that upward pricing constraints are not required for “discretionary” services.  In The Companies’ words,

...when a service is discretionary, customers choose to purchase or not purchase the service according to their tastes and their evaluation of the value provided by the service relative to its price.  For such services, there is no fundamental policy requirement that is met through the imposition of upward pricing constraints.  Local options and features are an example of such services.
 

150. What this argument fails to appreciate is that, while some services are clearly essential and others are clearly discretionary, many services fall somewhere in the middle: they are neither entirely essential nor entirely discretionary.  

151. In other words, the price elasticity of demand for these services is neither highly elastic nor highly inelastic; rather, it reflects a less simple market reality, in which any of the following pertain:

a) for some consumers, the service is essential (e.g., Call Forwarding for a small business, or Call Display for an individual being stalked);

b) the service is so highly valued that it becomes more than a mere convenience and instead is treated by many consumers as more like an essential service;

c) consumers forget that the service can be discontinued and/or are unaware of the price they are paying for it;

d) while the initial decision to subscribe to the service reflected its discretionary nature, once having subscribed, consumers “get hooked” and no longer treat the service as discretionary;

e) once having subscribed, the effort involved in giving up the service (e.g., replacing voice mail with an answering machine), even where rational to do so, constitutes an insurmountable barrier such that consumers continue to subscribe even though they no longer need or want the service.

152. While customers are technically able to discipline prices of “discretionary” services by giving them up when prices increase,
 the marketplace exhibits a reality which is much different than that suggested by the ILECs.      

153. The challenge for the Commission is how to categorize and treat such “semi-discretionary” services.  ARC et al/BCOAPO et al submit that the appropriate approach is to use empirical measures of the discretionary nature of a given service – i.e., the price elasticity of demand for the service.  

154. Penetration levels provide a market-wide indication of the essential vs. discretionary nature of a given service, but they say nothing about the nature of the service from a consumer-specific perspective.  As noted above, Call Display may be essential for some consumers, but completely discretionary for others.  As long as a service is essential for some subscribers, failure to constrain its price would open the door to monopolistic pricing by ILECs.
155. ARC et al/BCOAPO et al requested price elasticity of demand figures from The Companies in this proceeding.   Apparently, “the only elasticity study available” is one performed in 1995 by Bell Canada on Call Waiting, using 1992 data.
  ARC et al/BCOAPO et al find it hard to believe, given the importance of these services to the ILECs, and the relevance of price elasticities of demand to their pricing strategies, that the ILECs have no more empirical information on this point.  At a minimum, they surely have internal estimates of the price elasticity of demand for optional local services.  
156. In any case, ARC et al/BCOAPO et al submit that the Commission’s decision on the treatment of optional services should be based on the most relevant empirical measure of the discretionary nature of the services in question, which measure is price elasticity of demand.

All users of basic toll service require protection from unjustified basic toll rate increases

157. The Companies argue that “while a small minority of customers may decide for a variety of reasons not to take advantage of [discount toll plans], in the Companies' view, it is the customer's choice with respect to whether or not they opt to subscribe to the various alternatives available to them.”

158. The Companies’ argument is relevant to the 5% of customers who have not subscribed to a discount toll plan.  It does not however address the predicament of discount toll plan subscribers who need to make toll calls outside the hours of the discount toll plan. 

159. In fact, the evidence produced in this proceeding shows that the vast majority of basic toll users are discount toll plan subscribers.
 As Bell’s own data shows, 81% of its customers made at least one toll call using the basic tolls schedule in the period Sept.2000 to Aug.2001, and 43% did so during a one month period.
  Subtracting the 5% of customers not on a discount toll plan, 76% and 38% of Bell subscribers who subscribe to a discount toll plan made use of the basic toll schedule during these periods, respectively.  

160. For these subscribers, use of basic toll service is clearly not a matter of failure to take advantage of a toll plan.  Instead, it is usually more in the nature of a necessity, given the significantly higher prices charged for such calls.  They have no choice, other than not to make the call at that time.

The surcharge for credit card usage at pay phones needs to be regulated

161. The Companies also argue that “use of the credit card billing option [at pay phones] is purely discretionary”.
  ARC et al/BCOAPO et al respectfully disagree.  As noted above, the discretionary nature of a given service is not a “black and white” matter.  Whether or not a given use of the credit card billing option, for example, is truly discretionary will depend on the individual circumstances.  In some cases, it may be “purely discretionary”.  In others, however, it may well be discretionary only to the extent that the consumer could have chosen not to make the call.
  It is hardly fair to characterize the latter scenario as “purely discretionary”.

Quality of Service

162. The Companies address Quality of Service in s.4.1.2 and Appendix A of their Final Argument.  TELUS does so in s.2.7 of its Argument.  ARC et al/BCOAPO et al respond to this part of the ILECs’ arguments in Appendix A to this Reply.

REPLY TO SPECIFIC PROPOSALS

None of the industry proposals in this proceeding regarding residential rates fairly balances the interests of the stakeholders

163. A number of parties to this proceeding have not addressed the appropriate treatment of local residential rates under price caps, presumably because their interests lie elsewhere.
  ARC et al/BCOAPO et al do not address these arguments.

164. Of those industry players that do make proposals for residential rate constraints, none balances the interests of stakeholders; all are biased in favour of their own shareholders.  ILECs want to keep all the benefits of declining costs and increased efficiencies under price caps to themselves. CLECs want efficiency gains funnelled their way, leaving consumers to the theoretical “trickle down” benefits of competition, should it ever materialize.  Others who are subject to the contribution levy but who are not yet providing local service propose, not surprisingly, a regime centered around the elimination of contribution, and the funnelling of efficiency gains to competitor services.
  

165. ARC et al/BCOAPO et al reply below to the specific proposals of The Companies, Aliant, SaskTel, TELUS, AT&T, Call-Net, RCI, and the Commissioner of Competition.  Failure to address any particular argument of these or other parties does not necessarily indicate agreement with that argument.

The Companies

The Companies’ proposal is based on a distorted definition of fairness (just and reasonable rates)

166.  The Companies’ submissions display a surprising ignorance of the meaning of fairness from the ratepayer perspective.  While they belatedly recognize that the issue for consumers in this proceeding is not affordability but rather fairness, they appear to have recognized no more than a semantic difference between the two concepts; they simply recast under the heading “Fairness”, the same arguments put forward in their May 31st submission under the heading “Affordability”.
   

167. In both cases, The Companies fail to grasp the key feature of fair rates from the subscriber’s perspective: that such rates must be linked to target costs in order that they provide ILECs with no more than a reasonable opportunity to earn a fair return.  See above, under “Just and Reasonable Rates”.

168. Moreover, The Companies continue to rely on a hopelessly flawed study commissioned by them for their assertions that Canadian rates for residential local service are comparatively and harmfully low, and “a real bargain for consumers”.
  As ARC et al/BCOAPO et al showed in cross-examination of The Companies’ witnesses on this point, Canadian residential rates are in fact at parity with US residential rates, once a purchasing power adjustment is applied to the exchange rate.
  The study relied upon by The Companies is full of so many flaws, including assumptions of usage that do not reflect actual usage patterns of Canadian subscribers, that it is not worth the paper it is written on.

The Companies’ rationale for residential rate increases lacks merit

169. Having attempted to bury the issue of fairness to ratepayers by denying its obvious meaning, The Companies continue to justify their proposal for inflationary and higher increases to residential rates on the two policy objectives of competition and investment.  As they state in their Exhibit #83,

...prices should be allowed to rise in order to encourage competitive entry into the residential market...and to further stimulate the growth of competition in the business market.

The application of an X-factor...would be entirely inappropriate as it would hinder the development of local competition and discourage investment in facilities and other inputs needed to ensure that the benefits of competition can be more widely distributed.

170. Now that they can no longer justify residential rate increases (other than in HCSAs) on the basis of costs, The Companies are clearly grasping for other rationales to support their profit-maximizing mandate.  However, neither of these purported justifications support The Companies’ proposal, as explained above, under “Competition” and “Investment”.

171. Indeed, The Companies’ proposal, by permitting anti-competitive pricing by and undue enrichment of ILECs, is more likely to have the effect of stifling competition and hence investment in competitor facilities. 

172. The Companies argue that:

The establishment of a separate residence services basket should also allay any concerns on the part of competitors that the incumbents would "fund" price decreases in more competitive areas (e.g., in business markets) with price increases in less competitive areas (e.g., in residential markets).
  

173. This argument holds only if the price increases in less competitive areas are fully cost-justified.  Yet, under The Companies’ proposal, they would not be cost-justified.  Hence, the establishment of separate baskets does nothing to allay concerns about anti-competitive pricing.

174. Clearly, The Companies’ attempt to justify their proposal on the basis of competition and investment in competitor facilities has no merit.

The Companies’ proposal would permit unjust and unreasonable rates

175. For all the reasons set out in their Final Argument and above, it is clear that The Companies’ proposal would result in unjust and unreasonable rates for residential consumers over the next price cap period.

176. In sum, The Companies’ proposal is based on one sole objective: maximizing shareholder value, and hence investment opportunities for ILECs.  It would accomplish this to the detriment of competition and consumers.

Aliant

Explanations of ROE results should have been provided earlier

177. Like the other ILECs, Aliant failed to fully address the issue of its ROE performance in its evidence in this proceeding, presumably as part of the ILEC strategy to divert attention away from these results.  Only now, once it has become clear that ILEC earnings may well be considered relevant in the design of the next price cap regime, does Aliant belatedly attempt to explain away its supra-normal profit levels during the current price cap regime.  With respect, ARC et al/BCOAPO et al submit that Final Argument is not the time to provide such important evidence.

1997 ROE results do not speak to performance under price caps

178. The first explanation Aliant provides is that 1997 results were anomalous.
   ARC et al/BCOAPO et al do not dispute this claim.  However, the price cap did not commence until Jan.1, 1998.  Hence, Aliant’s 1997 results are not at issue.

Aliant’s supra-normal returns are not explained by toll contribution

179. Aliant argues further that, under the toll contribution regime, “the bulk of the Utility segment earnings exceeding the so-called allowed rate of return were contributed by the Companies’ shareholders and did not represent “real revenue” from customers, or competing long distance providers.”
  However, Aliant provides no empirical analysis to support this assertion, which conflicts with the Commission’s ruling in Decision 99-20 that:

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.
  

Changes to the calculation of the TSR in 2002 reflect over-estimated costs in the past

180. Finally, in respect of ROE, Aliant argues that “recent changes in the Contribution mechanism to a tax on revenues will have the effect of lowering the Company’s Utility segment earnings significantly in 2002 by about $80 million.  This translates into a negative ROE impact of between 500 and 600 basis points.”

181. ARC et al/BCOAPO et al do not dispute this calculation, which would, all else equal, bring Aliant’s ROE down to a much more reasonable level of 12.0% compared with expected 2001 returns.  It is important to note in this regard, though, that the changes in question have not been disputed by Aliant, and that they represent a correction in terms of appropriate cost estimates for regulatory purposes.

Aliant’s proposal for rate increases in 2002 is unjustified

182. In addition to inflationary increases for non-HCSA rates, Aliant proposes to increase residential local rates as necessary throughout its territory so as to match the currently highest local rate (MT&T’s) of $25.00/mo.  This requires increases of $0.55 in PEI, $3.00 in New Brunswick, and $3.05 in Newfoundland.  Such increases are unjustified.

183. Aliant’s justification for these increases is not entirely clear.  Under cross-examination, Aliant witnesses seemed to be saying that they would be entitled to the proposed increases under the current price cap, assuming an inflation rate of 4.3% or 4.4%.
  Yet, even assuming that inflation reached that level for 2001, the current price cap does not permit increases to individual rate elements of over 10%/year, as Aliant is proposing for New Brunswick and Newfoundland.  Hence, the proposal would not comply with the current price cap.

184. In any case, this proceeding is not about increases permitted under the current price cap.  Rather, it is about rate constraints that should be applied in the new price cap regime.  In that respect, Aliant attempts to justify its proposed increases on the grounds that:

a) they will “achieve various marketing objectives”,
 by which Aliant is presumably referring to its desire to “bring more standardization throughout the region”;
 and that

b) they are “entirely consistent with a market-based pricing model where prices move to recover their underlying costs plus an appropriate mark-up”.

185. ARC et al/BCOAPO et al respectfully submit that “various marketing objectives” and “standardization” of rates do not constitute adequate justification for rate increases.  Indeed, Aliant could just as easily achieve standardization of rates at a level lower than $25.00/mo. 

186. With respect to Aliant’s second argument, suggesting that the increases are cost-based, ARC et al/BCOAPO et al submit that the evidence shows otherwise.  

187. Moreover, Aliant and other ILECs were explicitly invited by the Commission to propose cost-justified rate increases to take effect at the outset of the next price regulation regime.
  Aliant (and other ILECs) chose not to do so.  It should not now be permitted to bypass the Commission’s requirement for cost justification of rate increases by simply asserting that the proposed increases are cost-justified.

188. If indeed Aliant’s proposed increases to non-HCSA rates were cost-justified, the company should have provided the cost-justification for them.  In the absence of such justification (in the form of a revenue requirement analysis) being offered by Aliant in this proceeding, it can only be assumed that there is none.

SaskTel

Consumers do not support SaskTel’s proposed residential rate increases 

189. SaskTel argues that “the overwhelming lack of customer and competitor response to SaskTel’s rating proposal during the oral hearing phase of this proceeding confirms that the appropriate balance of interests has indeed been struck [by SaskTel in its proposal].”

190. While it is true that consumer representatives paid little attention to the SaskTel proposal in this proceeding, it is not true that this reflects acquiescence or comfort with the proposal.  Rather, it simply reflects the limited resources available to consumer representatives, and the need to focus on issues that cut across all ILECs at the level of issues, rather than at the company-specific level.  ARC et al/BCOAPO et al’s Final Argument applies to SaskTel as much as any other ILEC.

191. Let there be no doubt that SaskTel subscribers, at least those represented by ARC et al/BCOAPO et al, oppose further increases to basic residential service rates.  As SaskTel itself notes, its rates for basic residence local service have increased by nearly 75% over the past four years – a phenomenal increase by any measure.
 In this respect, ARC et al/BCOAPO et al agree entirely with SaskTel that:

Recognition should be given to the balance of public policy goals to promote competition and customers’ interests in the implementation of the proposed price changes.

192. However, in ARC et al/BCOAPO et al’s view, such recognition means not only that increases in 2002 are unwarranted.  It also means that any further increases, in 2003 and later, should only be granted if they are clearly cost-justified.  It is not clear from the public record in this proceeding that such cost-justification exists.

193. ARC et al/BCOAPO et al do however support the revenue-neutral replacement of mileage charges with basic rate increases, as SaskTel appears to be proposing.  As SaskTel suggests, it is misleading to judge residential rates based on a “stripped down” rate that excludes mandatory mileage and/or EAS charges.
  At a minimum, it would make sense to replace mileage charges with basic rate increases that are revenue-neutral, such that there can be no pretense of rates being lower than they actually are.

194.  ARC et al/BCOAPO et al also support SaskTel’s proposal to place “below-cost business services” in a separate basket, and to move rates for these services closer to cost through a series of price increases.

TELUS

TELUS's proposal reflects a simplistic understanding of economics and a seriously distorted view of market realities

195. "TELUS believes that rates should be allowed to find their market levels, subject only to constraints that will address the Commission's affordability objective.....TELUS faces discipline from the Commission's accommodative entry policies."
 

196. TELUS's proposal for "market-based" rates portrays a simplistic view of economic theory and a denial of market realities.  According to TELUS, there are no shades of grey; once a market has been opened to competition, deregulated rates will quickly find their "competitive market levels" regardless of how competitive the market actually is. For TELUS, issues of market dominance, strategic pricing and consumer inertia have no import; even the mere threat of competition is sufficient to discipline ILECs.

197. While perhaps warranting a passing grade in first year university economics, TELUS's argument that contestability of a market is sufficient discipline on ILECs fails the test of more sophisticated economic analysis as well as of market realities, as the evidence of Dr. Roycroft illustrates.
  
198. One gaping deficiency in this theory is its failure to account for customer inertia, a well-known, widespread and significant market phenomenon.  Dr. Weisman, the key proponent of accommodative entry theory for TELUS, admitted to being unfamiliar with studies regarding customer inertia,
 a critical factor in the real marketplace that flies in the face of his theory.  In response to questioning by Commissioner Cram, Dr. Weisman stated:

“I think that with regard to customer inertia in the studies that I have seen, there is some degree of that and I’m not an expert in that area......”
 

199. Other barriers to entry unaccounted for by the theory on which TELUS relies include economies of scale, product differentiation, bundling opportunities, and other strategic behaviour that raises the switching costs of customers.
 As the Competition Bureau points out,

Without an empirical assessment of the importance of these barriers, reliance on a policy of accommodative entry alone to discipline ILEC retail pricing may not be sufficient.

200. In ARC et al/BCOAPO et al’s submission, Dr. Weisman’s lack of expertise on consumer inertia seriously undermines the credibility of his theories about the ability of market forces to adequately discipline dominant players.  His admission highlights the frailty of TELUS’s case.  This admission alone is evidence of why regulatory policy should be based on empirical reality, not unproven economic theory.
201. As the Commissioner of Competition notes, accommodative entry policies do not constitute sufficient competition to discipline incumbent monopolists:  

While the Bureau agrees with the comments by Dr. Taylor and Dr. Wiseman with regard to their analysis using contestability theory, it disagrees that the only barrier into local telecommunications relates to sunk costs.  In the Bureau’s view, other barriers to entry continue to exist – regulatory and economic – and basing accommodative entry policy solely on contestability theory would be inappropriate.

202. TELUS further argues that "Price increases will invite entry"
, suggesting that its proposal will result in greater competitive entry.  

203. While in simple terms, price increases will increase profit margins, thus attracting entry, TELUS's proposal is to increase its pricing flexibility, not to mandate price increases.  Because TELUS's interest is to maintain market dominance, the Commission can be assured that TELUS will raise rates where it faces minimal competition, while lowering rates where and when sufficiently threatening competition materializes.  

204. TELUS's proposal would not pave the way for sustainable competition; on the contrary, it seems to have been designed to offer the mere semblance of competition while maintaining TELUS's market dominance.

205. TELUS further displays its distorted view of market realities when it states that "residential basic service prices has increased only marginally under the cap".
  In fact, residential basic service prices have increased under price caps by 27.5% in Alberta and by 35.6% in B.C, according to TELUS's own data.
  Such increases can hardly be characterized as "marginal".  

206. TELUS's position is further premised on its view that "residential basic service prices remain capped at below market levels".
  Yet, the record is clear that residential rates in non-HCSAs are now compensatory, while those in HCSAs are made compensatory through the subsidy.  Moreover, in the few pockets where competition has emerged in the residential market, new entrants are offering service for rates that are lower than those currently charged by ILECs.  It would appear that to the extent that "market rates" can be determined, they are no higher than those currently in place.

207. Like the economic theory (contestability) on which it is based, TELUS's proposal is clearly premised on a perception of market forces which does not accord with reality.

TELUS's new alternative proposal would also produce unjust and unreasonable rates

208. Having belatedly realized that the flaws of its "market-based" pricing model are too obvious to hide, TELUS has now presented a completely contrary approach to the pricing of residential local service: to base prices on actual company Phase II costs + 34.4% mark-up.  

209. Parties do not have the benefit of testing this new proposal through interrogatories and cross-examination, as they should have had.  The weight given by the CRTC to TELUS’s late submission should reflect this fact.

210. Nevertheless, a number of deficiencies of the proposal are evident.  On the basis of these deficiencies alone, ARC et al/BCOAPO et al submit that the proposal should be rejected. 

211. First, by using actual company-specific and company-determined costs rather than benchmark or target costs, TELUS's "back-up" proposal is inconsistent with incentive regulation.  Rather than encouraging companies to reduce costs and improve efficiencies, the proposal would simply entrench inefficiencies such as those that appear to exist in TELUS (given its purportedly necessary 34.4% mark-up).  

212. Indeed, TELUS's allegedly necessary 34.4% mark-up for fixed and common costs has not been justified, and therefore cannot be accepted without a further process to examine and test it. 

213. Second, the proposal would not require rate decreases, even where such decreases are warranted on the basis of cost.
  Instead, it would operate like a ratchet, in one direction only: rate caps would move upward, but never downward.  This arbitrary approach to price constraints is clearly contrary to the principle of just and reasonable rates.  The sole comfort that this regime would offer to captive residential customers of ILECs would be:

"that until direct competition was present, residential primary exchange service rates could not rise to levels significantly above a public utility just and reasonable standard."
 (emphasis added)

214. Even if one were to accept TELUS's alleged costs as the appropriate basis for determining just and reasonable rates in the context of incentive regulation, this proposal fails the test of fairness since it offers no possibility of mandated rate reductions where justified.  

TELUS's argument is internally inconsistent.

215. The core of TELUS's argument is that "prices should be allowed to be determined in the market and not according to regulatory design".
  Not only is this argument inconsistent with the fact that no competitive market yet exists for residential local service, it is inconsistent with TELUS's own admission that some limit is necessary on residential rates.  If the fundamental premise of TELUS's case (that market forces are sufficient to discipline ILEC pricing) had any merit, there would be no need for the $35 limit proposed by TELUS.

216. Contrary to TELUS's proposal, ARC et al/BCOAPO et al submit that as long as retail rate constraints are needed, they should be set on the basis of benchmark costs, not some largely arbitrary notion of "affordability" or "reasonableness".

217. In the very same paragraph, TELUS states on one hand that its proposal "does not consider cost recovery or earnings issue"
, but on the other hand, that its proposal "assumed that the Commission would begin the next price cap period by using the actual Phase II costs and actual required average mark-up on a company-specific basis." 

218. While repeatedly dismissing the notion that rates should be linked to costs, TELUS can be found arguing for cost recovery when in its interest to do so: for example, in reference to the application of an X factor to its Utility segment, TELUS argues that "This would not provide the ILEC with a reasonable opportunity to recover its costs in a competitive market."
    

219. TELUS's alternative proposal serves as a further admission of the relevance of costs. As TELUS's response to a CRTC undertaking shows, the company is severely conflicted as between its market approach and its actual cost approach.
 Clearly, TELUS is not sufficiently confident in the "market-based" pricing approach to let it stand on its own.  
220. ARC et al/BCOAPO et al submit that TELUS can't have it both ways: either costs are relevant or they aren't.
AT&T

AT&T’s proposal would encourage uneconomic competition at the expense of ratepayers

221. Under AT&T’s proposal, CLECs would enjoy a 70% discount on the total expenditures for competitor services they purchase from ILECs.
  In contrast, consumers would be subjected to significant rate increases in HCSAs (to $35/mo. across the board), and to inflationary increases in non-HCSAs.
  AT&T provides no justification for the non-HCSA residential rate increases that would be permitted under its proposal.  

222. AT&T’s proposal for a massive discount on competitor services fails the “just and reasonable” test.  While it would no doubt result in improved financial results for CLECs, and hence, increased market entry by CLECs, much of that entry would be inefficient and unsustainable once the discounts are removed.  This would not meet the Commission’s goal of sustainable competition, and would in fact retard the development of facilities-based competition.  

223. Nor would AT&T’s proposed rate increases for residential customers accord with the Commission’s mandate, for the same reasons that the similar ILEC rate proposals fail the test of “just and reasonable rates”, at least in respect of non-HCSA residential rates.  As explained above, further HCSA “rate rebalancing” is unnecessary, and further increases to non-HCSA rates would merely increase already healthy profit margins on these services.  

224. The price cap regime must ensure that its benefits are shared fairly among stakeholders.  It is not enough to reflect productivity gains in competitor service prices alone.  Such gains must also be reflected in consumer prices.  As the Commissioner of Competition states:

the [price cap] formula should be designed in such a way as to ensure that ILEC prices to consumers and competitors reflect the gains in productivity that they receive.
  

Call-Net

Call-Net’s proposal would unfairly divert ratepayer benefits to competitors 

225. While significantly different from AT&T’s “discount expense” model, Call-Net’s proposal to use productivity gains resulting in part from residential rate increases for the purpose of financing competitor services priced at cost and waivers of residential loop charges, fails to properly balance the interests of stakeholders in this proceeding.
  

226. Call-Net is explicit about the fact that residential customers would receive no direct benefits under its proposal; instead, it argues that consumers will benefit indirectly from the impetus to competition that its proposal would offer, and that this indirect benefit is sufficient.
  

227. ARC et al/BCOAPO et al respectfully disagree: ratepayers are entitled to direct benefits during the course of the price cap regime.  They should not be forced to invest further in competition, the benefits of which have yet to reach and may never reach many, if not most, of them.

228. Indeed, Call-Net’s current residential service offering is tailored exclusively for heavy users: the lowest price alternative is based on 100 minutes of long distance calling per month, voice mail, and an additional calling feature.  As Mr. Linton admitted,

“We are targeting people who use optional services and they either use or perceive they use 100 minutes of long distance a month.

229. As the ILECs’ data on median usage shows, such users are a relatively small minority of residential subscribers: median long distance usage is app. 40% of mean usage.
  Using the mean average usage figure of 125 used by the CRTC in its recent “Status of Competition” report, median usage can be estimated as 50 minutes per month – half of the amount on which the Call-Net service offering is based.

230. While Mr. Linton suggests that Call-Net “might be interested” in marketing to lower-usage customers once its “geographic footprint” is established,
 there is no guarantee that the benefits of competition will in fact ever reach such customers.  Rather, the benefits of local competition remain elusive to the majority of residential customers in Canada, who have been required to invest large sums of money through their rates in this “experiment”.

231. Call-Net’s proposal would force residential consumers to continue to invest in this experiment without any say in the matter, and without any guarantee of benefits at the end of the day:

MS LAWSON:  But basically, Mr. Scott, what you are asking in your proposal, you are asking ordinary consumers to forego their share of the productivity gains from the move to price caps in order to get competition.

MR. SCOTT:  Not forego.  Competition will come about under our proposal, we hope very quickly.  I would rather characterize it as an investment in competition.

MS LAWSON:  It's an investment in competition.  Do you have any idea of the percentage of consumers who would choose to pay more than otherwise in order to get more choice?

...... 

MR. SCOTT:  Well, the short answer is no, I don't.....

I think we have got to come back to first principles here.  Under our proposal we are putting a great deal of trust, confidence if you will, in competitive markets.  You know, I think it's a calculated investment.

232.  In fact, Call-Net’s proposal requires a leap of faith on the part of the Commission, a leap that ARC et al/BCOAPO et al submit is inappropriate to take when it involves the denial to ratepayers of their fair share of the benefits of price cap regulation during the course of the price cap plan, not to mention a denial of just and reasonable rates.  As Call-Net witnesses admitted under cross-examination:

MR. SCOTT:  Under our proposal we are putting a great deal of trust, confidence if you will, in competitive markets.  You know, I think it’s a calculated investment.

.......

MS.LAWSON:  But your proposal, you are saying in your proposal that consumers will be better off –

MR. SCOTT: I believe consumers will be better off.

MS. LAWSON: --foregoing the productivity rate increases [sic].

MR. SCOTT:  I do believe that.

233.  ARC et al/BCOAPO et al submit that residential consumers deserve more than the theory or prospect of competition; they deserve some tangible benefit now in the form of just and reasonable rates.

234.  Moreover, Call-Net’s proposal is based on its view that “rates for residential services are generally near or below the associated costs”.
  As explained in ARC et al/BCOAPO et al’s Final Argument, this is in fact not the case in respect of non-HCSA residential rates.  Hence, Call-Net’s proposal to share productivity gains exclusively between ILECs and CLECs is premised on two flawed and inconsistent assumptions:

a) that continued increases to non-HCSA residential rates would be “just and reasonable; and

b) that residential customers will necessarily benefit from competition, to an extent that equals or betters the benefit they would have received from otherwise lower rates.

235.  Call-Net can’t have it both ways: either residential rate increases that would be permitted under its proposal meet the “just and reasonable” test, or they don’t.

RCI

236.  While RCI’s proposal is unacceptable for the reasons stated below, ARC et al/BCOAPO et al endorse the arguments put forward by RCI in this case regarding the need for an X factor, the appropriate magnitude of the X factor, the need to adjust the PCI for expiry of negative exogenous factors as well as new positive exogenous impacts, and the appropriate treatment of “bundled” ILEC services.

237.  In ARC et al/BCOAPO et al’s respectful submission, RCI’s proposal, while superficially attractive, suffers from three serious deficiencies.

RCI’s proposal favours competitors over ratepayers

238.  RCI proposes that, while competitor service rates should be subject to a productivity offset from day one of the regime, retail rates should not.  Instead, the productivity gains that would normally have flowed to residential and/or business customers would be applied against the HCSA subsidy, until the subsidy is eliminated.
  Only once the subsidy is eliminated would retail customers start to see any financial benefit from the price cap regime.

239.  This approach is fundamentally unfair, in the same way that AT&T’s and Call-Net’s proposals are unfair.  It fails to balance the interests of stakeholders, by clearly favouring competitors over ratepayers.

RCI’s proposal would permit anti-competitive pricing

240.   RCI also proposes to maintain the link between business and residence rates under price caps, such that ILECs would be free to continue to target price reductions on business services, while increasing residential rates by up to the rate of inflation.  As described above and in ARC et al/BCOAPO et al’s Final Argument, allowing such price flexibility to ILECs in the context of a highly differentiated market will result in inefficient as well as anti-competitive and unfair results.

RCI’s proposal would result in a potentially unsustainable implicit cross-subsidy within ILECs

241.  Finally, RCI’s proposal to aggressively eliminate the HCSA subsidy (using productivity gains to which ratepayers are entitled) would take the regulatory regime backward to implicit ILEC subsidies – the very situation which the explicit, competitively neutral, portable contribution regime was designed to correct.  Indeed, to adopt RCI’s proposal for the rapid elimination of contribution would fly in the face of the Commission’s recent establishment of an even more competitively-neutral and sustainable subsidy regime.  

242.  As Mr. Watt agreed under cross-examination:

MS LAWSON:  Well, essentially under your proposal, after the two years of the rapid reduction of the subsidy, the incumbents are going to be paying the subsidy, others won't be.  Correct?

MR. WATT:  That's correct.
 

243.  RCI is also forthright about the implications of its proposal:

MS LAWSON:  ....You would agree, though, would you not, that if this Commission wanted to hold out the possibility of competition in those ‑‑ in that 10‑12 per cent of customers in rural and remote areas, then it would need to maintain an explicit competitively neutral subsidy scheme such as it has just recently established?

MR. WATT:  Well, I think ‑‑ I don't think that type of hope is something that the Commission would want to hold out for the high‑cost serving areas.  I harken to a quip, I guess, it was Michael Sabian made in another context, but people who think the competitors are going to be rushing by Toronto, Hamilton, et cetera, to serve Baffin Island are mistaken.

244.  It is not clear to ARC et al/BCOAPO et al how such implicit subsidization would be sustainable in a competitive market, or how it fits in with the Commission’s vision.  It certainly does not meet the principle of competitive neutrality.

245.  In ARC et al/BCOAPO et al’s view, the new subsidy mechanism is sustainable and should not be aggressively reduced either through rate reductions or a retreat to implicit subsidization.  

Commissioner of Competition (“The Bureau”)

Canada’s competition authority finds insufficient competition to discipline ILECs now and over the next price cap period

246.  It is surely instructive, as noted above under the section on Competition, that Canada’s official authority on competition disagrees with the ILECs about the level of market discipline that can be expected either of accommodative entry policies or of competition itself over the next price cap period.

247.  As the Bureau concludes, after a review of the current state of local competition and the prospects for its development:

...local telephone competition is in its infancy in Canada...... 

....competition in local markets is likely to continue at a relatively slow pace through much of the next price cap period.  Absent evidence of effective competition, the Commission should deny requests from ILECs to remove price ceilings on residential and business services.

Residential customers should be guaranteed a share of the productivity gains from price cap regulation

248.  Despite its comments regarding the appropriateness of ILEC pricing flexibility under price caps, the Bureau recommends that residential rates in non-HCSAs be subject to a positive X factor,
 stating that:

...failure to subject residential rates to a positive X factor will lead to increased exercise of ILEC market power and to allocative inefficiency.
 

249.  ARC et al/BCOAPO et al agree entirely with the Bureau on this point.

The Bureau’s analysis of Ramsay pricing is flawed, and hence does not support its conclusion about the appropriateness of ILEC pricing flexibility

250.  See above, under “Basket Structure”, for an explanation of how the Bureau’s arguments regarding ILEC pricing flexibility are flawed.

The ARC et al/BCOAPO et al proposal

General Criticisms

251.  AT&T argues that ARC et al/BCOAPO et al’s proposal would “serve to begin to reverse the process made to date rebalancing rates and to eliminate all possibility of local competition”.
 This allegation suggests that AT&T does not understand ARC et al/BCOAPO et al’s proposal.  Contrary to AT&T’s suggestion, ARC et al/BCOAPO et al’s proposal fairly balances stakeholder interests and paves the way for healthy, sustainable competition.   

252.  In particular, ARC et al/BCOAPO et al does not propose that residential rates be reduced below cost; rather, their proposal is that those residential rates which are already well above cost and providing a fair profit margin to ILECs, be reduced as costs decline.  Hence, there would be no reversal of rate rebalancing.

253.  As for local competition, ARC et al/BCOAPO et al propose that rates for competitor services be set at just and reasonable levels, and that they also be reduced as costs decline.  This can be done either through regular auditing and updating of Phase II costs (where competitor service rates are based on Phase II costs + mark-up), or through the application of an X factor to competitor service rates.  

254.  That ARC et al/BCOAPO et al did not take a formal position on this issue does not mean that it opposes the latter approach.  Either way, it is ARC et al/BCOAPO et al’s position that rates for competitor services be just and reasonable.  In this way, competition will develop, perhaps more slowly than under a “discount rate” approach suggested by AT&T, but in a much more robust form.

Dr. Roycroft’s Evidence

ARC et al’s expert evidence regarding the US experience with productivity gains under price caps is rigorous and robust

255.  In Appendix C of their Final Argument, The Companies attempt to discredit Dr. Trevor Roycroft’s evidence on the US experience with TFP gains under price cap regulation.  ARC et al/BCOAPO et al’s reply to that argument is provided in Appendix C.

Quality of Service

256.  As noted above, ARC et al/BCOAPO et al’s reply to arguments on the appropriate treatment of quality of service under the next price cap regime is provided in Appendix A to this Reply.

Consumer Information and Bill of Rights

A follow-up proceeding should be initiated for the purpose of designing and implementing a “Consumer Bill of Rights” and to improve the Terms of Service

257. ARCetal/BCOAPOetal refutes the proposition of TELUS and The Companies that the Terms of Service and other information on consumer rights currently found in the introductory White Pages provide adequate information for consumers
, and repeats and relies on paragraphs 288 – 315 of the ARCetal/BCOAPOetal Final Argument. 

258. ARCetal/BCOAPOetal also refutes TELUS’s assertion that its Terms of Service and introductory pages contain the same information proposed in the ARCetal/BCOAPOetal Consumer Bill of Rights
, and repeats and relies on paragraphs 288 – 315 of the ARCetal/BCOAPOetal Final Argument.

259. ARCetal/BCOAPOetal agrees with TELUS’s statement that having the Terms of Service rewritten in plain language is a “good starting point”
.   However, as noted by TELUS, the review of the TELUS Terms of Service in 1995 focused on making the content and the presentation more consumer-oriented and more useful
.  

260. There has been not been a substantive review of the Terms of Service since its inception.  Since 1986, there have been many changes in the telephone industry, the most important being the introduction of competition.  ARCetal/BCOAPOetal submits that the current information provided to customers in the Terms of Service and introductory pages is not sufficient.  As outlined in the ARCetal/BCOAPOetal’s Final Argument, improved information on the Terms of Service and consumers’ rights is the first step to educating and informing the consumer such that market forces can be relied on.  

261. As stated by TELUS, it will not assume any responsibility for educating customers with respect to the alternative providers’ local service and it will not assist customers in comparing rates for competitive services.
   Accordingly, the Commission must ensure that consumers obtain the information they need.  

262. The introduction of competition in the long distance markets has led to the removal of consumer information from the telephone books.  Long distance rates and optimum times to call are no longer available in the introductory pages.  Removal of this information by the ILECs means that consumers have less information about the services they pay for and less ability to assess competitive alternatives.  

263. While consumers have always needed accurate and accessible information on the Terms of Service and their rights, the introduction of competition in local phone service makes it imperative that consumer information be improved for two reasons.   First, accurate and accessible information protects the consumer and gives them the tools to effectively advocate for themselves.  Secondly, consumer information allows the consumer to effectively assess their competitive alternatives as they appear.  

264. ARCetal/BCOAPOetal notes that TELUS would agree to participate in a similar process to the Bill Management Tool Industry Working Group in order to establish a Consumer Bill of Rights
 and that The Companies are prepared to work with the Commission and others to construct a Consumer Bill of Rights.

265. Accordingly, ARCetal/BCOAPOetal submits that the Commission should issue a public notice on the date that the decision in this proceeding is issued.  The public notice should commence the Consumer Rights proceeding.

Essential Elements in the Consumer Rights Proceeding
266. The primary focus of the Consumer Rights proceeding should be the creation of a Consumer Bill of Rights. This document will provide an important enhancement to the current relationship between consumers and ILECs

267. ARCetal/BCOAPOetal advocates that the Commission consider in the Consumer Rights proceeding the creation of a mechanism to provide to individual consumers rebates for specific incidents of transgressions to the rights established in the Consumer Bill of Rights.  These rebates to individual customers would, of course, be supplementary to the service quality incentive plan

268. The Consumer Rights proceeding should revisit the Terms of Service.  The goal here would be to ensure that these basic contractual terms of the ILECs fulfil the following key goals: 

· except in the case of material regional differences, they should offer the same rights and obligations to all customers across the country; 

· they should be rewritten in plain language, without technical terms and in a consumer-friendly format;

· they should offer an appropriate balance between the rights of consumers and the rights of the ILECs; and 

· they should provide complete alignment with the over-arching Consumer Bill of Rights.

269.  The Consumer Rights proceeding should establish standards for the Commission quality of service indicators that currently do not have standards and should consider the appropriateness of the inclusion of these indicators in the quality of service incentive plan.

270. Finally, the Commission should explore in the Consumer Rights proceeding the desirability of adopting the methodological refinement suggested by Group Telecom to separate the reporting of results for quality of service indicators between residential and business subscribers.
  Currently, results are reported on an aggregate basis to include both classes of subscribers.  In many jurisdictions, the reporting is disaggregated by customer class.

Pay Phones
Affordability of payphone rate increases has not been adequately addressed in this proceeding 

271.  TELUS states that the market rate of up to $.50 is affordable and repeats and relies on PayTel’s comments in its submissions that since the Consumer Price Index has increased 97.14% since 1981, that a rate of $.50 would be affordable today
.

272. ARCetal/BCOAPOetal submits that the Consumer Price Index is irrelevant to the determination of affordability.  The payphone industry is in decline because people are using wireless and two-way paging.  Persons who can afford payphone rate increases are increasingly less likely to use payphones.  

273. Payphones serve two significant purposes for low-income consumers.  For some, it is the dominant form of public communication, and for others it is their only access to phone service.   Accordingly, it is low-income persons who continue to use payphones and ARCetal/BCOAPOetal submits that it would be more appropriate to look at the affordability of persons who are still relying on payphone service and who do not have alternatives: low-income consumers. 

274. While affordability of telephone service has not been examined in this proceeding, there was some information introduced in the proceeding that addressed affordability; the average welfare income for persons in Ontario decreased by 17.6% and decreased by 4% in Quebec between 1992 and 1999
 and The Companies’ 2000 Monitoring Report shows that the average before-tax income of households without telephone service decreased between 1997-1998
.

275. In contrast to the Consumer Price Index relied on by TELUS and Paytel, both of these exhibits show that low-income persons likely cannot afford an increase in the payphone rates.   

276. This proceeding has not addressed the affordability of payphone rates for low-income consumers, other than in a superficial way through the two-tier pricing system proposed by Bell.  There is not sufficient information on the record to determine whether the TELUS or Bell proposals preserve affordability.

Fostering competition will be unlikely to provide consumers with any benefits in the payphone industry 

277. With respect to promoting competition, TELUS states that the Commission must allow pricing flexibility in order to achieve the benefits of competition
.  In the payphone market, competition would not likely ever lead to decreased prices from the information provided to us by the Companies and by TELUS.  

278. ARCetal/BCOAPOetal submit that the current proposals mean that consumers will see an increase in prices without an improvement in service and decreasing numbers of payphones, while the ILECS and the competitors protect their revenues.

The issue of pay phone rates and availability should be addressed in a separate, follow-up proceeding

279. Throughout the history of the Commission’s work in telecommunications, pay telephones have been considered a key component to the service offerings of the telephone companies.

280. Profound changes to the rating structure for pay telephones do not belong in this case.  They should be carefully studied in a separate proceeding where more attention can be given to the issues of like rate treatment across the country and the constituencies that would be seriously disadvantaged by significant rate increases.

281. Accordingly, ARCetal/BCOAPOetal submits that the Commission should issue a public notice on the date that the decision in this proceeding is issued.  The public notice should address the issues raised in this proceeding, namely the continued viability of the payphone industry, the impact of rate increases on low-income persons, the establishment of public interest pay telephones, differential pricing to address affordability concerns and other matters which fall within these topic areas.

Scope of Next Review

The Commission should clarify in this Decision the scope of the next price cap review.

282.  No party appears to have addressed in their Final Argument the issue of the scope of the next price cap review.  ARC et al/BCOAPO et al urge the Commission to clarify that scope now, so as to avoid unnecessary argumentation at the time of the next review, and to ensure that the term of this price cap indeed serves as a “self-correcting mechanism” by including ILEC earnings within the scope of the review (assuming that earnings sharing is not ordered).
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