Appendix 2

Abridged

CONTRIBUTION ISSUES

B-1 This appendix describes the mechanics associated with the quantification and updating of the Total Subsidy Requirement (TSR), and with the distribution of the subsidy amounts.

1.0
Rate Component
B-2 Under the national fund approach to funding subsidy requirements, to the extent that prices in high‑cost areas are not increased, subsidy amounts are made available from the national fund, provided by all telecommunications service providers.  Accordingly, there is an incentive to forego revenues from allowable price increases, which would be funded solely by an ILEC's customers in high‑cost areas, and instead be provided through equivalent subsidy revenues from the national fund, which would be paid by the customers of all telecommunications service providers.

B-3 The disincentive to rationalize prices works against the objective of rationalizing prices for residential basic service, and therefore the Companies propose a means of overcoming that disincentive.  Specifically, the Companies propose that the rate component of the quantification formula for the subsidy requirement in a high‑cost band employ the average allowable price for that band, which may be different than the average price in effect in that band.  Consequently, should an ILEC choose to forego allowable price increases, other customers would not be required to fund additional subsidies as a result of that decision.

B-4 The "average allowable price" in a band would be the weighted average price for residential basic service in that band, assuming that the ILEC completely exercised the flexibility afforded by the pricing constraints pertinent to that band.  Each of the Companies has proposed, in this submission, constraints regarding pricing in each high‑cost band, and sub‑band, where applicable.  These proposals are discussed in section 6 of this submission and in further detail in The Companies(CRTC)16Mar01‑204 PC.  

B-5 It will be necessary that the Commission establish at the outset of the new price regulatory regime, the pricing constraints that are to apply to basic residential service in each high‑cost band of each ILEC, throughout the term of the plan.  Below, the term "service band limit" (SBL) is used to denote the constraint that would apply to basic residential service, by band.

2.0 Cost Components
B-6 The cost component in the subsidy requirement calculation for a current period, for a given high‑cost band in a given ILEC's territory, is to represent that ILEC's current incremental cost of providing basic residential service in that band, plus the cost associated with the revenue percentage charge.  These two elements are discussed below.  

B-7 With regard to the ILEC's current incremental cost element, the Companies propose, consistent with Decision 2000‑745, that the value for this element for the current period be calculated from the value of the previous period by increasing it by inflation and decreasing it by a fixed productivity target.  The Companies propose to use the measure of inflation described in section 6.6.  As regards the productivity target, the Companies propose that this target be set for the four-year period from 2002 to 2005 as the national weighted average annual change in unit costs for basic residential exchange services adjusted to reflect economy‑wide input price and productivity growth.

B-8 The Companies propose that the national weighted average annual change in unit costs be calculated as the weighted average of the unit cost change for Bell Canada and TELUS, using NAS weights.  As described in The Companies(CRTC)16Mar01‑105 PC, the average annual change in unit cost was derived for Bell Canada based on the average annual change in unit cost for basic residential access services over the 1988 to 2001 period, based on Bell Canada's annual estimates of the Phase II cost of residence primary exchange service over this period.  The average annual decline in Bell Canada's Phase II cost for residence primary exchange service over this period is estimated at 0.7%.

B-9 Decision 2001‑238 determined that the percent revenue charge cost element is to be determined separately each year based on the expected average residential revenue per NAS per band for that year.
  Consistent with the approach proposed above regarding the rate to be used in the calculation of the subsidy requirement, the cost element associated with the percent revenue charge should be calculated using the average allowable price, which may be different than the average price in effect in that band.  In this way, the subsidy requirement will be calculated as though the allowable prices are in effect, whether or not each company has exercised the flexibility allowed in its high‑cost areas.

B-10 For band b in the territory of ILEC i, the relationship of the cost in the period to the cost of the previous period is given by the following formula:

C'ib = (Cib – SBLib * RC) * (1 + I – X) + SBL'ib * RC'

where:

C'ib is the cost for the current period;

Cib is the cost for the previous period;

RC' is the revenue percentage charge for the current period;

RC is the revenue percentage charge for the previous period;

I is the inflation (the previous year's actual GDP‑PI);

X is the productivity target;

SBL'ib 
is the average allowable price in band b in the current period; and

SBLib is the average allowable price in band b in the previous period.

B-11 The values of the initial cost components by band, i.e., Cib, used in the calculation of the residential subsidy requirement (RSR) for 2002 in each Company's serving territory are provided in The Companies(CRTC)27Apr01‑700 a) PC.

3.0
The NWTel Component
B-12 The national fund must be large enough to provide the subsidy requirement for NWTel.  Accordingly, the formula for the national subsidy requirement must include a term for the annual subsidy payment to NWTel.

4.0
Distribution of Subsidy Amounts and the Subsidy Surplus/Deficit Component
B-13 It is implicit in Decision 2000‑745, although not actually stated, that subsidy amounts distributed by the CFA to a given LEC in a given month in respect of a residential NAS it serves in a particular high‑cost band in the territory of a particular ILEC will be the current per NAS subsidy requirement for that ILEC in that band.  Based on discussions at industry committee meetings pursuant to Decision 2000‑745, the Companies believe that this is the general understanding and expectation of the industry.  The Companies propose that the Commission adopt this distribution method.

B-14 Since the percent of revenue charge is calculated in large part using the previous year's information, and since subsidy revenues are collected on the basis of current eligible revenues, it is likely that in any given month, subsidy revenues collected will not match subsidy revenues dispersed.  In this respect, the Commission has directed that the revenue‑percentage charge for a particular year is to be calculated as that year's national subsidy requirement (NSR), adjusted for any over‑ or under‑collection from the previous year.

B-15 As long as high‑cost residence NAS growth is less than contribution‑eligible revenue growth, one can expect a surplus to be generated in the national fund.  The maintenance of a small surplus is not unreasonable, for example to offset individual months in which the fund might otherwise be in a deficit position due, for example, to seasonal effects.  As experience with the national subsidy is gained, the Commission may find that a surplus is growing over time in the national fund.  Should this be the case, the Companies propose that the Commission take the opportunity to reduce the percent of revenue charge so that the distribution of requisite subsidy amounts can be made, and at the same time, the national subsidy surplus can be kept to a small amount.  A large surplus deprives industry participants of funds that are rightfully theirs and that could be used towards development of the industry.

B-16 If there are insufficient funds available in the national fund, the amount available will be distributed to the recipients based on the ratio of the funds available to the subsidy requirement.  In such cases, any shortfalls in distributions should be tracked by LEC and fully compensated at some later date, as surpluses are collected in subsequent months.  In the unlikely event that a shortfall persists, the Companies propose that the Commission take the opportunity to increase the percent of revenue charge so that the distribution of requisite subsidy amounts can be made.  If the fund is in a deficit position at the time of requantifying the NSR, the NSR should include a term sufficient to offset the deficit.

5.0
The Formula for the Subsidy Requirement
B-17 Taking the above into consideration, the monthly subsidy requirement for each basic 
Ø

residence NAS in the territory of ILEC i in high‑cost band b is given as:

SRib = (Cib * 1.15 - SBLib  - 5)
Ø

B-18 The NSR sums the per NAS subsidies for all ILEC territories (including independent companies beginning in 2002), all high‑cost bands, over all eligible NAS according to the following formula:

Ø = Revised 15 June 2001.
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where

SRib is the monthly subsidy requirement per residence NAS in high‑cost band b of ILEC territory i;

Cib is the monthly cost per residence NAS in high‑cost band b of ILEC territory i for 
Ø

the current period 

· the 1.15 factor reflects the markup approved by the Commission for subsidy calculation purposes;

SBLib is the Service Band Limit (i.e., average allowable price) of basic residence local service in high‑cost band b of ILEC territory i for the current period;

"5" is the amount of implicit contribution per month per residence NAS;

NASib is the number of residence NAS eligible for subsidy, including the ILECs and CLECs, in high‑cost band b of ILEC territory i at the end of the previous year;

CSPP is the contribution surplus from the previous period.
  That is, any surplus from the previous period serves to reduce the subsidy that must be collected in the current period.  If the national fund is in a deficit position at the end of the previous period, the deficit can be recovered by setting CSPP to the negative of that deficit amount.  For the reasons discussed section 4.0 of this appendix, the Commission should monitor the surplus (or deficit) and make adjustments to the percent of revenue charge in order to maintain it at reasonable levels; 

Ø = Revised 15 June 2001.

NWTS is the annual supplementary amount for NWTel approved by the Commission for the current year;

N is the number of ILEC territories under the percent of revenue subsidy mechanism, including independent companies beginning in 2002; and

bi is the number of high‑cost bands in ILEC territory i.
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