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3.0
A CAPITAL MARKET'S PERSPECTIVE
3.1
Introduction

3-1 RBC Dominion Securities Inc. (RBC DS) has been retained by Aliant Telecom, Bell Canada, MTS and SaskTel (hereinafter the Companies) to provide a capital market's perspective on the revisions to the price cap formula which are the central focus of this proceeding.

3-2 RBC DS welcomes this opportunity as the Commission's price cap decision is expected to have significant implications for the evolution of the regulatory environment as well as for the financial outlook of Canada's telecommunications sector.  As a result, the Commission's decision will be watched closely by investors.

3.2
Canadian Telecommunications Market
3-3 By international standards, Canada's telecommunications service industry enjoys an enviable reputation for its availability, quality and cost of service offerings.  Canadian consumers have become accustomed to high standards of service and enjoy one of the highest telephony penetration rates in the world.  With 19.5 million network access lines in Canada, 98% of households have telephone access compared with 95% in the U.K and 94% in the U.S.

3-4 The following chart shows that Canadian consumers pay lower prices for a typical usage basket of telecom services than do consumers in the U.S.:

Monthly Prices for Typical Usage Basket
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3-5 The above chart shows that Canadians enjoy low cost telephone service.  The chart also demonstrates that there is room to increase prices in Canada and still be one of the lowest priced service providers in North America. 

3-6 Overall, Canada has one of the highest usage levels due to the availability of unlimited free local calling within prescribed local calling areas.  Canada is one of the few countries in the world offering flat rate, low cost, local telephone service.  At the same time, Canada's network is highly modernized, with multiple fibre networks coast‑to‑coast and virtually 100% digitization in the local loop.   

3-7 With respect to broadband deployment, Canada was recently recognized by the OECD as having one of the highest level of broadband penetration in the world, second only to South Korea.  Moreover, Canada is recognized as a world leader in terms of having clear policy goals for deploying broadband service for all Canadians.  In particular, the OECD study (May 2001) states:

"Canada is ranked 2nd in the OECD in terms of overall broadband penetration.  By the end of 2000, Canada had 1.4 million subscribers to cable modem and DSL services.  As with the other leading countries a key ingredient in Canada's rapid development of broadband services is competition between different networks owned by independent actors. Canada was also one of the first countries to introduce unbundling for telecommunication networks and open access for cable networks.

…

Canada is well placed to accelerate the use of broadband Internet access.  The Canadian Government has a commitment to achieving the goal of high‑speed broadband access to businesses, and residents in every community in Canada by the year 2004.  At the end of 2000, DSL services were available to 69% of Canadian households.  By 2004 this is expected to increase to 78%. Cable modem services were available to 60% of households at the end of 2000 and this coverage will also increase.  In addition broadband access via fixed wireless is expected to be available to 60% of households by 2004."

3-8 In terms of high‑speed connectivity to the Internet, it is also interesting to note that Canada has twice the adoption rate of the U.S. with a penetration rate of 13.2% of households, compared to a rate of 6.1% in the U.S.

3-9 Despite the glowing track record in terms of usage, network modernization and connectedness in Canada, the global telecommunications sector is undergoing dramatic change which in turn, has had significant implications for the capital markets.  First, there has been a significant increase in capital spending and network capacity.  Second, the resulting increase in debt has not only reduced financial flexibility but has also increased the competition for, and cost of accessing the capital markets.

3.3
The Increase in Capacity
3-10 For example, the following charts demonstrate the dramatic growth in long haul bandwidth supply as well as the dramatic decline in long haul pricing metrics.  While trans‑oceanic STM‑1 rates and T1 prices in North America are removed from the focus of the current price cap proceeding, they are symptomatic of a free fall in competitive pricing.  This accentuates the fact that both long haul and short haul transmission rates are coming under severe pressure with increased competition.

International Long Haul Capacity by Major Route
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Source:  TeleGeography 2001.

Price Index for Long Haul Circuit Leases
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3-11 In order to meet future consumer needs, existing operators as well as new players have invested heavily in additional network capacity.  For example in Canada, at least seven nationwide long haul fibre optic networks have been deployed within the past four years.  At the same time, rapid advances in technology have increased the traffic carrying capability of each network.  The combination of these factors has resulted in excess capacity and price reductions.  In this environment, industry operators face increased uncertainty and the erosion of investor confidence. 

3.4
Increased Debt Leverage

3-12 At the same time as operators are facing an environment of excess capacity and price erosion in many product lines, the debt levels of even the most blue‑chip incumbents have risen to staggering levels.  The chart below compares the debt leverage ratios for a selection of the world's major telecom operators, including BCE, Rogers, Shaw and TELUS from Canada.  These ratios reflect announced acquisitions and dispositions as well as purchases of 3G spectrum in North America and Europe. 

Comparison of Debt Leverage Ratios (1999‑2000)
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3-13 The increased capex and wireless spectrum costs have had a direct impact on the deterioration of credit quality for many telecom operators.  As illustrated in the chart below, 
Ø

since 31 December 1999, Standard & Poor's has reduced the credit ratings of eight telecom
Ø

operators of our selected 16 operators by 23 rating levels. KPN, France Telecom and BT have been particularly affected by the capital commitments for 3G spectrum, which have resulted in rating declines of between four and five levels each.

Evolution of Credit Ratings

31 December 1999 to 26 May 2001
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3-14 As a case in point, BT which has seen its debt increase over the last year from £8.7 billion to £27.9 billion, has become the latest company to announce a restructuring, proposing plans to break itself up, sell non‑core assets, suspend its semi‑annual dividend, and launch a £5.9 billion rights issue to fix its balance sheet.  This only emphasizes how quickly a company's financial position can turn, even for the world's largest telecommunications companies.

3-15 As shown by the chart below, increased debt level ratios and the heightened level of competition for capital have had a material impact on widening telecom yield spreads from 86 basis points on 15 May 1998 to 230 basis points on 16 May 2001 for BBB+ rated companies and from 58 basis points to 167 basis points over the same period for A rated bonds.  As a result, the relative cost of debt financing has risen sharply compared to the sovereign benchmark.  At the same time, the availability of new capital (debt and equity) for the telecom industry has become increasingly limited, making access to capital at a reasonable cost one of the most important assets which a telecommunications company can possess.

Telecom Yield Spreads Over Sovereigns
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Source:
Bloomberg, RBC Dominion Securities Research.

3-16 The combination of falling prices arising from increasing capacity as well as increasing debt levels has put the telecommunications industry in the "penalty box".  Investors are looking at how the sector will emerge from this period.  The financial health of the industry will be influenced by the actions taken by the various companies, but it will also be influenced by the regulatory environment.  Consequently, the investment community will scrutinize future actions by companies and regulators very closely.

3-17 It is in this context that RBC DS offers its perspective on the importance of establishing an appropriate regulatory framework for the telecommunications markets in Canada which will help to encourage new facilities‑based competitive entry and allow existing players to access the capital markets from a sound financial base.

3.6
Canadian Regulatory Environment

3-18 As noted above, many of the problems facing the telecommunications industry in Canada today are not directly related to the regulatory framework.  Indeed the Commission has long since decided to forbear from regulating high‑speed backbone networks, dial‑up and high‑speed internet access, and the wireless sector, to name only a few.
3-19 However, as portrayed in the chart below, Canadian telecommunication companies remain small by international standards.  In order for Canadian telcos to continue to be able to access capital markets and to remain competitive on an international level, it is important to assess the role of the CRTC in terms of the important steps that need to be taken now so that Canada does not lose its momentum. 

Comparison of Market Capitalization

1 January 2000 (2) to 26 May 2001
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(1) Canadian Telcos include the combined sum of: Aliant, AT&T Canada, BCE, Call‑Net Enterprises, GT Group Telecom, Manitoba Telecom and TELUS

(2) January 1, 2000 market capitalization calculated using May 26, 2001 shares outstanding

Source: Bloomberg, RBC Dominion Securities Research

3-20 Last year, equity values of telecommunications companies were at their peak and the combined market capitalization of our selected 16 companies (see charts above) was US$1.7 trillion as at 1 January 2000.  As at 26 May 2001, the total was US$0.9 trillion, for a decline of US$0.9 trillion or 50%.  With a collapse in the market capitalization of telcos in the last year, the ability for these companies to access the capital markets has tightened significantly. 

3-21 One of the major accomplishments of Canadian telecommunications regulation in the past decade occurred in 1997 with the transition from rate base/rate of return regulation to a pure price cap regime.

3-22 The importance of a price cap environment from the investor's perspective is, first and foremost, the incentive that such a regime provides for greater efficiency and productivity in the entire industry.  The transition to a fully competitive environment is not compatible with a rate of return regime.  To the best of our knowledge the vast majority of regulators in North America have not returned to a rate of return structure once they had evolved from it.  In this context, any return to the concept of rate of return regulation through an earnings‑sharing formula would be viewed very negatively by investors.  Moreover, any reduction in price levels that might arise as a result of an earnings‑sharing formula would be counterproductive in terms of evolving to a fully competitive market and would negatively affect the entire industry.

3-23 While the existing price cap regime has provided appropriate economic incentives for the incumbent telecommunication companies, it has arguably not been as successful in encouraging competitive entry at the local level on an economic basis. 

3-24 Since the local access market was opened to competition in 1997, 21 local operators have received official CLEC status from the CRTC.  Of these, three are publicly traded (AT&T Canada, Call‑Net and GT Group Telecom) in addition to subsidiaries of TELUS, BCE/MTS Communications Inc. and Québecor/Vidéotron. 

3-25 Following the initial wave of local competition, a second wave of new, start‑up local operators emerged (including Bell Intrigna, TELUS Integrated, GT Group Telecom, Norigen, Axxent, C1 Communications, Cannect, Stream and EastLink).  Performance has been mixed and there has been a process of attrition, particularly for those operators that were not well financed or that focussed heavily on reselling unbundled local loops from the ILECs to provide voice telephony.  For example, the well‑financed ILEC‑backed CLEC operators, Bell Intrigna and TELUS Integrated, appear to be making progress as does GT Group Telecom.  But on the other hand, Cannect and Axxent are in liquidation, and Call‑Net's share price has sharply corrected and many of the small, independent CLECs have been consolidated. 

3-26 It should be noted that this situation is more reflective of poor business execution than the regulatory environment.  For example, in some cases the comparatively "easy" access to capital over the past few years resulted in weak business plans being funded.  In other cases, expensive acquisitions and imprudent reliance on debt leverage resulted in the company's demise.  By contrast, other operators which have well‑funded business plans and a facilities‑based strategy have persevered through the decline in equity markets and have made progress in establishing their market presence.

3-27 Now that the first "shoe" has dropped in restructuring the CLEC industry in Canada, it is important to create a stable environment on a going forward basis to ensure sustained competition in the local telecommunications market.  To do this it will be important, in our view, for the Commission's decision to provide an environment where all operators have the opportunity to earn an economic return sufficient to encourage future investment in telecom infrastructure and access to capital at a reasonable cost. 

3-28 While many of the reasons for the decline in equity market values of the CLEC industry were both predictable and unrelated to the regulatory environment, there may be factors in Decision 97‑9 which were a contributing factor to their financial difficulties.  In particular, the consequences of combining residential and business local pricing into the same pricing basket has created a new form of rate rebalancing where residential rates have been allowed to rise moderately at the expense of declining business rates.  The impact of lower local business prices on the business cases for new entrants has not been positive.  In combination with a weakening overall economy and a stringent tightening of world capital markets, CLECs have experienced a devastating combination of factors.

Bell Canada

Basic Local Residence and Business Services Price Changes
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3-29 The Commission should not be afraid to allow residential and business local prices to rise.  As outlined at the beginning of this submission, telephone service in Canada is priced at levels which are amongst the lowest in North America.  Moving prices to a level which would be more conducive to sustainable competition would be seen as a positive development for the industry as a whole.

3-30 From time to time, there may be a tendency among many regulators to become impatient at the scope and pace of competition.  The risk that such impatience brings is that there is a temptation to provide "quick fix" solutions such as price discounts for services used by competitors.  Recent changes in terms of revised loop rates for competitors (Decision 2001‑238) are a case in point. 

3-31 The decision has been regarded by the investment community as highly beneficial in terms of lowering the future subsidies provided by contribution rates (the percent revenue charge imposed on all telecommunications service providers), while at the same time, allowing CLECs to lower a portion of their costs by approximately 30% with the possibility of even further price reductions in the future.  In particular, the Commission noted that the adoption of the current markup of 25% to establish loop prices was used "…only on an interim basis".  However, similar to the transitional pain that accompanied contribution discounts in the interexchange market, the investment community is wary of substantial cost reductions in ILEC services provided to competitors.  First, there is the risk that the vision of facilities‑based entry which formed the underpinnings of Decision 97‑8 may not materialize as the wholesale price of local loops may indeed be so low as to stifle investment in new facilities.  Moreover, if local loop pricing is maintained at rates which artificially induces uneconomic entry, the CLEC community will inevitably face another round of "shake‑outs" once the local market becomes deregulated.

3-32 The substantial downward revision in regulated loop prices does cause the investment community to take special notice, as some of these types of short term benefits to competitors have not always contributed to the long term health of the industry.

3.7
Conclusion
3-33 In conclusion, the telecommunications industry is a very important segment of the Canadian economy.  In 2000, the telecommunications services sector generated total revenue of $33.8 billion (US$21.5 billion) or 3.5% of Canada's 1999 nominal GDP.  Canada benefits from one of the highest levels of service availability and network quality worldwide. At the same time, the cost of telecommunications service is highly affordable by worldwide standards.

3-34 But the telecommunications sector is also experiencing unprecedented change as rapid advances in technology and record levels of capital investment have resulted in: 1) over‑capacity in many service areas and 2) excessive debt levels.  The reduction in financial flexibility and increased competition for capital have conspired to increase the investment community's perception of the industry's risk profile. 

3-35 Price cap regulation has represented a major improvement over rate of return regulation, resulting in improved efficiency and incentive levels while passing on the benefits to consumers.  At the same time, the Commission's vision of facilities‑based competition in the local market will lead to healthy and innovative entrants, provided that they have well‑funded business plans.  The outcome of this hearing is expected to have an important influence on the capital markets' longer term view of the state and financial stability of the Canadian telecommunications industry and accordingly, RBC DS believes that the Commission should consider the following points in establishing the new price cap framework.

3-36 First, investors perceive that CLECs with a well‑funded, facilities‑based strategy for entering the local market have the advantage of generating long term value by: 1) stimulating innovation and quality and 2) avoiding a heavy reliance on ILEC leased facilities thereby adding stability to profit margins over the longer term.  In order to encourage such entry, prices for the ILECs' local services should be permitted to rise.

3-37 Second, the Commission should take into account the rapid development and deployment of new technologies such as DSL and VoIP in providing lower cost alternatives to CLECs.  These new technologies are likely to provide a more sustainable form of cost reduction than adjusting ILEC loop prices. 

3-38 Third, as wireline prices are permitted to rise, wireless services will be perceived as more of a substitute for basic telephone service, thereby stimulating demand in the wireless industry and increasing the attractiveness of wireless as an alternative to wireline telephony.

3-39 Fourth, the importance of maintaining Canada's leadership role in the provision of telecommunications services as well as the financial integrity of the sector cannot be overstated.  The financial health of the telecommunications sector in Canada is dependent in part on investor perception of the regulatory environment in which all players operate.  As a result, the Commission should encourage an environment where prices are determined by market forces as much as possible. 

3-40 Past decisions by the Commission have created a regulatory environment which has attempted to establish a balance between stakeholder groups.  While change is required in the evolution of the price caps regime, it will be important for the Commission to balance the need for change with the rapid pace of evolution in the sector.  As indicated by recent developments among even the largest international telecom operators (e.g., AT&T Corp., BT and KPN etc.) company fortunes can change within short periods of time.  As a result, amendments to the stakeholder balance should be made with careful consideration to avoid any change which could impair the cash flow generation capability of the industry.  One obvious example would be the imposition of an earnings‑sharing formula, which would drive capital out of the industry, thereby undermining investors' confidence and reducing opportunities for competitive entry.






�	As of March 2001.  Source:  Company reports and RBC Dominion Securities Research.
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