4.0
THE COMPANIES' PROPOSALS PROMOTE OBJECTIVES CONSISTENT WITH POLICY GOALS
4.1
Prices Will Continue to Remain Fair
4-1 Objective criteria are available that should provide customers with confidence that service is affordable and that customers are receiving good value for the money spent on telecommunications services.  In addition to price levels, the Companies' proposals have a number of other aspects that ensure that these proposals are fair and provide significant value to customers.  

4.1.1
Price Levels

4-2 One dimension of these objective criteria relates to price levels.  As discussed below, prices for Canadian telecommunications compare very favorably for the same services offered in countries analyzed by the OECD and other international price comparisons lead to the same conclusion.  At the same time, expenditures on telecommunications represent a small fraction of household expenditures across all income groups, and this proportion has remained low over the last several years.

4-3 Today, Canadians have access to world-class telecommunications services at prices that are among the lowest in the world.  In addition, by any standard, prices that Canadians pay for their residential service are both reasonable and affordable. 

4-4 In Decision 96‑10, Local Service Pricing Options, the Commission indicated that it considers the penetration rate, defined as the percentage of households with telephone service, as the key indicator of overall affordability.  As shown in Table 1, the percentage of households with telephone service in Canada is among the highest in the world.  Further, Table 2 shows that penetration rates in Canada have remained stable throughout the initial price cap period, a time during which local residential rates in some of the Companies' serving areas have increased.  The most recently filed Statistics Canada survey results
, for November 2000 show that 98.7% of Canadian households have telephone service
, including those who use cellular rather than wireline service.  

4-5 The reasonableness of telephone service prices relative to the prices of other goods and services is also evident from assessments of the percentage of total household expenditures spent on telephone service.  This assessment shows that expenditures on telephone service represent a very small proportion of Canadian households' total expenditures.  This proportion is not only very low, but has remained stable at about 1.5% of household expenditures throughout the 1990s
.  Further, as pointed out by Mr. Nicholson
, even among the low income households, expenditures on telephone service represent a very small proportion of total expenditures.  For those with incomes in the lowest income quintile, the proportion has remained at about 3.2% throughout the 1990s
.  

Table 1

Percentage of Households with Telephone Service – 1999

(%)
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Sources:
World Telecommunication Indicators, International Telecommunication Union, 2001; Statistics Canada's 1999 Survey of Household Spending.  These estimates exclude cellular phones.

Table 2

Penetration Rates

by Province

Residential Telephone Service Survey

(%)


Nov. '00
May '00
Aug. '99
May '99
Feb. '99
Nov. '98
Aug. '98
May '98

Canada
98.7
98.6
98.3 
98.3 
98.4 
98.5 
98.3 
98.2 

Newfoundland
98.0
97.7
97.4
97.7 
97.7 
96.9 
97.0 
97.1 

Prince Edward Island
98.7
98.6
97.3
97.9 
98.7 
98.5 
98.3 
98.3 

Nova Scotia
98.4
97.5
97.0
97.5 
97.6 
97.6 
96.7 
96.9 

New Brunswick
98.8
98.3
98.2
98.3 
98.0 
98.3 
98.0 
97.9 

Québec
98.6
98.5
98.1
98.0 
98.3 
98.5 
98.2 
98.1 

Ontario
99.0
99.0
98.5
98.8 
98.7 
98.7 
98.7 
98.6 

Manitoba
98.7
97.9
97.6
98.2 
97.9 
98.4 
98.2 
97.9 

Saskatchewan
98.6
98.4
98.5
98.6 
98.5 
98.4 
98.8 
98.8 

Alberta
98.8
98.8
99.0
99.2 
98.7 
99.1 
98.7 
98.8 

British Columbia
98.1
98.4
98.0
97.4 
97.9 
98.0 
97.8 
97.5 

4-6 Under the Companies' proposals, this achievement will be maintained for the following reasons:  First, the Companies are proposing to limit the increase in average residential prices to the rate of inflation in all but high-cost areas.  This will ensure that the prices overall for basic residential service will remain constant in real terms and, as pointed out by Mr. Nicholson, since personal disposable income is likely to grow faster than inflation, relative household expenditure on telephone service may, in fact, decline
.  For example, as discussed by Mr. Farmer
, under Bell Canada's proposal, local residence prices, which currently average $22.50, would rise on average less than $2.00 over the course of the next four-year price cap period, in other than high-cost areas.  As well, the cap of 10% on any individual rate element in non high-cost areas would continue to ensure that service remains affordable. 

4-7 Regarding prices in high-cost areas, neither the proposed pace of increases, nor the level to which prices can rise after four years, exceeds those that have already been experienced in Canada.  For instance, the Companies' proposals keep annual increases to no more than $2 per year, a pace that has proven to cause no reduction in penetration rates over the 1996 through 1998 period.  Further, the proposed maximum price level which is in the $30 range and which would not be reached until 2005, is less than or comparable to prices already charged in Canada.

4-8 Based on several international price comparisons, it is evident that rates for local telephone service in Canada are among the lowest in the world.  For example, in its biennial report on the performance of the communications sector in OECD countries, the OECD reports that prices for the baskets of residence telecommunications services and business telecommunications services in Canada are 13% and 35% less than the average across the 29 OECD countries, on a constant purchasing power parity (PPP) basis.
   

4-9 Other studies support the OECD's finding.  For example, a recent study conducted on behalf of the Companies and TELUS Communications Inc. (TCI), Teligen Ltd., a U.K.‑based consulting group, compared rates for telecommunications services provided by different local exchange carriers in the G7 countries and Australia
.  To perform this price comparison, Teligen created a local "basket" of services from a combination of service charges, recurring monthly charges for the line and usage charges related to calls that would have been treated as local, had they been made in a typical Canadian local calling area.  Typical call volumes for these types of calls were estimated and were rated at the applicable rates.  Finally, the prices for the basket of local services in each country were converted to Canadian dollars, using an estimate of the PPP between Canada and the foreign country.  Price comparisons on the basis of PPP are useful for assessing relative affordability. 

4-10 The results of the Teligen study, displayed in Figure 2 below, show that business prices in Canada are the lowest among the countries included in the study.  As regards residence basic service, Canada is virtually tied for second place with PacBell, which is generally regarded as the lowest priced provider in the U.S.  This latter comparison is all the more impressive when it is understood that local calling areas in Canada are generally much larger than those in the U.S.
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4-11 Price comparison studies, using exchange rates, conducted by the Yankee Group reinforce this view.  The use of exchange rates for purposes of price comparisons allows assessment of the international competitiveness across different jurisdictions.  Based on such a comparison, the 1999 Yankee Group report comparing Canadian and U.S. telecommunications prices in the consumer market stated "…it is clear Canadian telcos are leading the pricing game in North America, and Canadian consumers are the beneficiaries."
   This result was confirmed by the Yankee Group's recent update of these price comparisons.
  

4-12 As well, should be noted that the value of service must also be considered when comparing prices.  Indeed, in Canada, customers get unlimited calling for a flat-rate charge; whereas in some other jurisdictions such as numerous states in the U.S. only measured rate service is offered.  Hence, customers in Canada benefit from this rating structure relative to customers in the U.S.  As well, local calling areas in Canada are much larger than those in the U.S., again to the benefit of Canadian customers.    

4-13 As discussed above, the pricing flexibility proposed by the Companies will ensure not only that prices will remain affordable and reasonable, as measured by a number of standards, but also that prices in Canada will continue to be among the lowest in the world.

4.1.2
Quality of Service - Retail

4-14 Another dimension of fairness is a measure of the quality of service received.  In this proceeding, it has been suggested that price cap regulation provides insufficient incentives to the regulated firms to maintain high quality service standards.  The Companies continue to be of the view that, in an increasingly competitive environment, it is in the Companies' best interests to provide customers with consistently high service quality.  If a customer is dissatisfied with the basic local service of one of the Companies, then that customer will be more likely to turn to a competitor for the provision of other more competitive services, such as Internet, long distance or cellular, even if alternative sources of local service are not available.
 

4-15 As Dr. Weisman pointed out, this competitive incentive is particularly true in Canada, as compared to the U.S., due to the greater number of complementary markets in which Canadian telephone companies participate.
  

4-16 There is also incentive for the Companies to meet the Commission's quality of service standards for operational reasons.
 

4-17 To allay any concerns that customers may have regarding service quality, the Companies have proposed their Residential Service Quality Guarantee (RSQG), which will provide the Companies with incentives to maintain service at levels that meet or exceed the service quality standards that have been adopted by the Commission.  The Companies' RSQG proposal is described in further detail in Appendix A.

4-18 Under the Companies' RSQG proposal, a financial penalty would be assessed against a company if the Commission's quality of service standards were not met by that company on a persistent basis.  This penalty would be paid out on an annual basis during the price cap period in the form of a rebate.  Any such rebate would be provided to that company's residential customers of record in February of the year following that in which the below‑standard service quality occurred.

4-19 The mechanics of the proposed RSQG are explained in detail in The Companies(CRTC)16Mar01‑503 PC, Attachment 1.  As indicated in The Companies(CRTC)26Jun01‑1503 PC, in addition to the "three consecutive months" criterion, the Companies would also be prepared to include the requirement that an indicator would be in a "penalty ready" state if that indicator were below‑standard for seven out of twelve consecutive months.

4-20 In designing their RSQG, the Companies took the following objectives into consideration:

-
Penalties should provide sufficient incentive for a company to correct any persistent service problems.  However, it is equally important that the size of such penalties should not be overly large.  As the Companies explained:

"Any service quality guarantee must balance the objective of, on the one hand, providing sufficient incentive to attain the quality standards with, on the other hand, the objective of ensuring that the penalty is not so large or punitive as to provide incentives for the Companies to overprovision the network and operational processes in an attempt to avoid the penalty.  Penalties that are too large would result in inefficient provisioning practices and effectively raise the de facto quality standard."

-
To the extent possible, any penalty regime should follow the quality of service standards and reporting requirements which have been established by the Commission.

-
Penalties should apply for the period in which persistent problems exist and should continue to apply until the problem has been corrected for a prolonged period.

-
In order to mirror the already established quality of service regime as much as possible, the assessment of penalties should be triggered by the same events that trigger exception reporting requirements.

4-21 As discussed in further detail in Appendix A, the Companies' proposed RSQG meets these objectives and should satisfy any doubts which the Commission may have regarding the provision of a high level of service quality by the Companies in the new price cap period.

4-22 Issues related to quality of service for services provided to competitors are addressed in section 6.0.

4.1.3
Consumer Bill of Rights

4-23 The Companies' Terms of Service together with the information on customers' rights which is currently found in the introductory White Pages of the Companies' telephone directories, in effect, constitute an existing "Consumer Bill of Rights".
  Notwithstanding this, however, the Companies would be prepared to work with the Commission and others to construct a simple, easy to read, and concise Consumer Bill of Rights.

4.1.4
Service Improvement Programs

4-24 As part of their proposals, the Companies have also developed comprehensive Service Improvement Programs (SIPs) designed to extend service to currently unserved customers and/or to ensure that the basic service requirements as defined by the Commission are met.  In the case of MTS and SaskTel, where there are no localities which are considered unserved, the Companies propose to upgrade their facilities to satisfy the Commission's basic service objective (BSO) as defined in Decision 99-16.
  Assuming approval of the Companies' overall pricing flexibility proposals, the Companies propose to fund these substantial SIP programs from the price changes that would flow from their proposals.  Thus, no additional price increases are being requested.

4-25 A summary of Bell Canada's and MTS' SIP proposals is provided below.
  The SIP proposals put forward by SaskTel and Aliant Telecom are summarized in their respective final arguments.  

4-26 The record of this proceeding demonstrates that the Companies' detailed and extensive SIP proposals, of particular importance to rural Canadians, will ensure that the Commission's basic service objective is achieved on a virtually universal basis throughout the Companies' operating territories.  

4-27 Through interrogatories, the Companies were asked to identify the cost of extending service to unserved premises under a number of alternative scenarios, including the scenario where service would be made available to all unserved premises.  As well, the Companies were requested to provide their views on whether it would be appropriate to reduce or eliminate the $1,000 customer contribution as a SIP qualification criterion.
  The Companies strongly disagree with both of these scenarios.  

4-28 First, as discussed in the Companies' responses to interrogatories and in detail in Appendix B of this final argument, the cost of making service available to all unserved premises in the Companies' serving areas would far outweigh the benefits of doing so. 

4-29 Second, as also discussed in Appendix B, the Companies consider that the $1,000 customer contribution to be appropriate particularly with the 12‑month no‑interest payment option, is reasonable, as payments after the $200 deposit, would be $66.67 per month for 12 months.  This view has in the past been supported by the Commission.  In Order 2000‑1096, Northern Telephone Limited - Service Improvement Plan, the Commission concluded that, "…unserved customers' monthly installment payments, after the $200 deposit, will be less than $75.  In the Commission's view, this monthly payment is reasonable."  As well, given the high‑cost of extending service to unserved customers, the Companies consider it appropriate that those who benefit should share some of this unusual cost.  Finally, the Companies note that the maximum $1,000 customer contribution has been approved by the Commission in the SIPs for Northwestel and for the other telephone companies in Ontario and Québec.  As such, customers of other telephone companies who already have been or will be subject to the $1,000 contribution approved in their territory are likely to view as discriminatory any proposal to exempt other ILECs' customers from the $1,000 customer contribution.

Bell Canada

4-30 Bell Canada's Service Improvement Plan (SIP) proposes to make service available over two years to an additional 527 unserved localities with 5,366 premises, comprised of 2,148 permanent and 3,218 seasonal premises.  This represents approximately 60% of the identified permanent and 24% of the identified seasonal premises for which basic local service is not currently available.  Within the newly served localities, the Company expects customers at 3,160 premises to choose to take service.
  Localities not addressed in the Company's proposal are generally in areas where the cost of providing service is considered to be well in excess of any reasonable cost limit.

4-31 Bell Canada has determined the new localities to which it proposes to extend basic service by computing an aggregate cost allowance per locality and comparing this to the upfront cost of serving the locality.  This aggregate allowance is derived by applying per premises cost limits to the expected demand for basic local service.  Localities for which the aggregate allowance exceeds or equals the upfront cost of serving the locality are proposed to be served under the Company's SIP. 

4-32 To estimate demand for residential service by locality, the Company has applied the provincial average take rates for unserved permanent and seasonal premises.  The take rates were estimated by an outside market research agency based on an extensive survey and are considered reliable within a 6.9% margin of error, 19 times out of 20. 

4-33 Cost limits of $25,000 per permanent premises and $5,000 per seasonal premises have been used in preparing the Company's proposal.  This is supported by stakeholder feedback that there should be a higher cost limit for permanent premises and a lower cost limit for seasonal premises.  It is also responsive to customer needs, as well as to Commission, government and stakeholder concerns that permanent premises be given a higher priority than seasonal premises. 

4-34 Between its 15 March 2001 submission and its 14 September 2001 update, the Company's customer contact employees dealing with unserved issues identified an additional 166 unserved localities with 618 premises, of which 274 are permanent and 344 seasonal.  As well, there was an increase in the number of reported permanent premises in 19 previously identified localities.  Further, the Company has reflected the updated demand as indicated in petitions conducted in four unserved localities. 

4-35 With the completion in 2001 of the Company's current four-year Service Improvement Program, all existing customers in its territory will have service that meets the basic service objective established by the Commission, with the exception of a few hundred customers served by Code Division Multiple Access (CDMA), a wireless technology, that does not currently provide Call Trace functionality.  The Company is proposing to address this issue as part of its 2002 SIP. 

4-36 While all of Bell Canada's local switches are capable of supporting local access to the Internet, the Company notes that no Internet Service Provider (ISP) has yet opted to offer service within the local calling areas of 41 Bell Canada exchanges.  However, the number of exchanges with at least one ISP providing service within the local calling area continues to grow, from 802 in May 1997, to 901 out of a total of 942 in March 2001. 

4-37 The total cost of Bell Canada's SIP over a seven-year study period (2000 to 2006), including start-up costs incurred in 2000 and 2001, and one-time and operating costs for service extension and Call Trace incurred over the two-year roll-out of service (2002 to 2003), is estimated at $44M.

4-38 Should Bell Canada's pricing flexibility proposal be granted, and predicated on the Commission approving the Company's SIP as proposed, the Company will not seek any additional cost recovery for SIP costs incurred in high-cost bands.  Should the Commission deny the Company's pricing flexibility proposal, the Company would propose a rate increase to customers in high-cost areas to recover SIP costs in those areas.  Bell Canada is not proposing rate increases to recover SIP costs incurred in non-high cost areas. 

4-39 The Company has proposed to review the need for another SIP at the end of the four‑year price cap period.  While a two-year SIP roll out (2002 - 2003) is proposed, some demand for service under this program, particularly from seasonal premises, will only be realized in 2004 as several localities will only have service available late in 2003.  As well, sufficient additional time would be required to develop a new proposal.  Therefore, the end of the next price cap period would be an appropriate time to review the need for another SIP. 

4-40 Bell Canada submits that its SIP fully meets the spirit of the policy objectives stated in section 7 of the Act as well as the directives set out in Decision 99‑16 by making service more widely available at a reasonable cost. 

MTS 

4-41 Under its SIP proposal
, MTS proposes to upgrade its existing switches and analog radio equipment to digital capabilities in various communities served by the Company's analog radio system in Northern Manitoba.  As a result, 99.7% of MTS' Network Access Lines will meet the Commission's Basic Service Objective ("BSO") within the next price cap period.
   No new customers are being added to MTS' network as a result of this program.
  
4-42 Under MTS' SIP, upgrades to digital capabilities would occur in 83 communities in Bands D, E and G.
  However, the required upgrades cannot be discretely divided by community or service band and the upgrades of the facilities in one community in many cases directly affects improvement of service in other communities given that these communities share the same radio system.  This system spans a very significant distance in Northern Manitoba.
 

4-43 The upgrades proposed under MTS' SIP will achieve the basic service objective by providing the underlying capability required to connect via low speed data transmissions to the Internet at local rates where such is currently not available in communities served by MTS' analog radio system.  The upgrades will also provide more reliable communications in various communities in Northern Manitoba.  Much of the existing equipment and facilities being upgraded under MTS' SIP is manufacture discontinued, has proven a challenge for MTS to maintain and currently is operating at capacity in several communities. 

4-44 In response to interrogatories
, MTS noted that if the Companies' pricing flexibility proposal is granted, it would not be seeking any additional cost recovery for its SIP program.  MTS also identified that its proposed SIP incorporates network upgrades upon which its approved Phase II costs in HCSAs are based.  As such, the costs used in the calculation of the subsidy requirement in its serving area include the cost of providing service using the upgraded equipment that will be installed under the Company's SIP proposal.
 

4-45 No party has taken issue with the need for the required upgrades proposed by MTS or disputed that the upgrades proposed by MTS make use of least-cost technology as directed by the Commission in Decision 99-16.  

4-46 Notwithstanding the merits of the Company's SIP program, MKO has suggested that the Commission defer the implementation of this plan and, in effect, not approve the proposed SIP program.  The essence of MKO's criticism is that MKO First Nations were not consulted prior to MTS having filed its SIP proposal.  Underlying MKO's request is a suggestion that MTS should have first consulted with MKO First Nations and that MTS' SIP should provide for high speed rather than low speed access to the Internet.
 

4-47 MTS disagrees and strongly urges the Commission to approve its SIP program.  As noted above, MTS' proposed SIP upgrades will occur in 83 communities and not all of these communities are MKO First Nation communities.  Upgrades of the facilities in one community in various cases directly assists in improving service in another community given the inherent nature of the microwave radio system that serves large areas within Northern Manitoba. 

4-48 Delay of the implementation of the proposed SIP would also place quality of service to many communities in Northern Manitoba at risk going forward.  The Commission is aware that much of the equipment requiring upgrade is manufacture discontinued, is difficult to maintain and is currently operating at capacity in certain communities which has already impacted the Company's ability to fulfill requests for service in those communities. 

4-49 The proposed upgrades involve many communities and sites that are remote and isolated.  Work in these areas must be scheduled in advance to ensure efficient movement of equipment (in most cases by winter roads only) and efficient use of resources.  Delays of a major and complex project of this nature could create complexities and consequences, including additional costs and delay in the realization of the Basic Service Objective within Manitoba.   

4-50 MTS' SIP proposal differs from the SIP proposals put forward by other companies.  Other companies are eliminating party-line service or introducing service where no service previously existed.  Any consultations with customers regarding the SIPs of other companies have been to ascertain whether customers and potential customers wanted single line service and would be prepared to pay associated construction charges.  This is not the nature of MTS' SIP.  MTS has not had party-line service for years.  The upgrades proposed by MTS' are to existing equipment and facilities.  Consultations with customers are not generally undertaken by companies when upgrading existing equipment and facilities.

4-51 The upgrades proposed by MTS are to existing facilities that presently serve the communities that are served by the Company's analog radio system.  The upgrade of the existing switches and other equipment under the SIP program will ensure that underlying facilities will be capable of providing low speed access to the Internet and reliable service in the affected communities.  The upgrades proposed by MTS make use of the least cost technology, which is required by the Commission's Decision 99-16.  Further, the provision of high-speed Internet access is not part of the Basic Service Objective, nor is it an issue within the scope of this proceeding. 

4-52 MTS maintains that prior consultation with MKO First Nations would not have altered the Company's proposed SIP program.  Further, there are no advantages whatsoever in delaying MTS' SIP.   

4-53 In light of the above, MTS submits that it would not be in the public interest to delay the implementation and approval of MTS' SIP proposal. 

4.1.5
Local Payphone Services

As discussed in section 6.3.3 of the Companies' 31 May 2001 submission, Bell Canada is seeking the flexibility to increase local coin payphone rates at indoor phones to $0.50 per call while keeping the rate for local coin calls at outdoor payphones at $0.25.  This proposal would ensure that customers will have continued widespread accessibility to payphone service, while providing for a lower cost alternative at outdoor locations to address any concerns regarding affordability.    

4-54 As discussed in the Companies' 31 May 2001 submission, local payphone service is in decline.  The public communications market, of which local payphone service is a part, has undergone a radical transformation in recent years as a result in the phenomenal growth in wireless and two‑way paging.  As a result of the increased use of these alternatives, public payphone use, for both local and long distance calling, has declined substantially.  This situation reduces overall payphone revenues and reduces the incentives for location providers to keep the phones in place.
   

4-55 In order to maintain the profitability of the payphone business, Bell Canada has been removing those phones that do not have sufficient traffic to justify the cost of upkeep.  Since the beginning of 1998, Bell Canada has eliminated a total of about 9,200 payphones from its in service base.
  This trend will be slowed under Bell Canada's proposal since lower traffic levels will justify the continued maintenance of a payphone station.

4-56 As indicated by Ms. Highet during cross-examination by Ms. MacDonald, if Bell Canada's pricing flexibility proposal is approved, the number of payphones in service at the end of 2005 will be about 50% higher than would be the case if the Company is denied the flexibility to increase local coin payphone rates at indoor phones.
  Ms. Highet also indicated that, given the requested pricing flexibility, Bell Canada will commit to not removing more than 5% of the previous year's payphone base from service in any of the next four years.
  

4-57 By proposing to keep the local coin rate at outdoor phones at the current level of $0.25 per call, a rate that has been in effect for 20 years, Bell Canada is attempting to ensure that a low cost alternative continues to be available on a widespread basis.  As Ms. Highet noted, "[w]e also recognize that the outdoor phones are available all the time, 24 hours a day, where the indoor phones have limited availability with respect to the hours of operations of shopping malls or airports and things like that."
  It is also worth noting that although the total number of payphone locations has declined by about 3,500 since the beginning of 1998, the number of payphones at outdoor locations has only dropped by about 100.
  As well, the number of payphones has actually increased in high-cost areas.
    

4-58 The proposed indoor/outdoor distinction for local coin rates is intended to provide a simple balance between the fairness and investment objectives.  Consumers would still have access to payphones offering 25 cents for a local call, payphones would be made available on a wider basis than would otherwise be the case, and the ILECs and competitive payphone providers would have greater incentives to invest in the business.  

4-59 The indoor/outdoor distinction is clearly practical.  By contrast, exempting certain locations from increases on another basis, for example payphones at schools or hospitals, would add to the complexity of differential rating as more detailed criteria would have to be established to determine what sort of situations would be eligible for which rate.  Such an approach could also be considered discriminatory.  A Bell Canada proposal of that type, i.e., which would have seen different rates being charged at different payphone locations, based on the neighborhood or institution in which the phone was located, was denied by the Commission on the grounds that it would be discriminatory.
   
4-60 Paytel Canada, Inc. (Paytel) has filed argument on 17 October 2001 opposing the Bell Canada proposal on the grounds that differential pricing would undermine competition in the payphone industry.  Paytel supports a local coin rate of $0.50 at all payphone locations.  Bell Canada is not opposed to Paytel's proposal.  Bell Canada offered the prospect of lower outdoor local coin rates as a means of satisfying social concerns over the availability of low cost alternatives.  However, if this were deemed to be discriminatory, or unnecessary, the Company would support an increase to $0.50 per local coin call from all locations.  The status quo is, however, not sustainable.    

4-61 Although, in theory, Bell Canada has had the flexibility to increase its local payphone rates at any time over the past four years, doing so would have meant taking additional business rate decreases in order to meet the overall price cap constraint.  A similar situation would exist if local payphones were to be included in the "Other Basket" being proposed by the Companies—any increases to payphone rates would need to be offset by changes to rates for other services in the basket.  Instead, payphones have to be in a separate basket with the pricing flexibility proposed.  Otherwise, Bell Canada will not be able to commit to the payphone levels noted above, given the declining demand for payphone service, which would yield a net loss in revenue when offset by other rate changes.  

4-62 As well, by treating local payphone service as a separate category and outside of any capped basket, any future rate changes for local payphone service by any company will have to be supported on their own merit.  

4.1.6
ILEC Earnings Would Be Misleading As Indication of Fairness 

4-63 Some parties have suggested that prices are not fair to customers if the ILEC Utility results show that there are "excess earnings".  This is wrong on many counts.

4-64 The price cap regime is not an earnings-based regime but rather a regime that focuses only on prices to set allowable rates.  Earnings are entirely irrelevant in this regard.  As well, the purpose of the regime is not to guarantee a certain return or level of earnings.  Put another way, 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 incentives to increase their efficiency.  If a company acts on these incentives and is able to increase returns over time, it is not the case that the regime has failed, but quite the opposite.  It simply shows that the measures put in place have allowed the firm to act on the incentives provided and to achieve the objectives that were intended.  Hence, the regime should not be judged on the basis of the returns that the ILEC may have been able to generate.  Indeed, as discussed in The Companies(Call-Net)26Jun01-207 PC, the Companies have acted on these incentives and, over the 1998 to 2001 period, have implemented a number of productivity-enhancing initiatives in order to reduce costs.   

4-65 There is no evidence on the record of this proceeding as to what would constitute an "excessive" return, even if one were to accept the notion, which the Companies do not, that prices should be set with regard to expected or realized returns.  In this regard, Mr. Talbot noted that recent events have shown that "the risk premium for investing in the telecom industry has increased".
  Commenting on the currently negative outlook for telecommunications companies that need to raise capital, Mr. Talbot also noted that, 

"What it means is that we have had equity values in the sector collapse, by and large.  We have seen that the cost of raising new money, if you were to try to access the capital markets, and that is if you could raise money today, has increased dramatically.  As a result, investors are effectively saying with their pocketbooks 'Sorry, but you are going to have to work this one through.'" 
  

4-66 Despite this, there appears to be a misconception of what the Companies' earnings are and can be expected to be in the near future. 

4-67 The evidence pertaining to the Companies' Utility returns in 2001 do not take into account significant changes in the regulatory environment and the economic environment which will lower the returns going forward.  For instance, the combined effect on the incumbents' subsidy revenues of Decisions 2000-745 and 2001-238 amount to some $700M annually.
   To illustrate the effect of this change, taking this change alone into account would drop the Utility return for Aliant Telecom by 5.4 percentage points.
  Further, as noted in The Companies Exhibit #82, the softening of the economy and its consequent impact on GDP growth will take hundreds of millions of dollars out of the incumbents' Utility revenues compared to the previous three years where GDP
 growth was exceptional.  Consequently, 

looking at earnings performance during the buoyant phase of the business cycle is likely to be very misleading. 

4-68 Additionally, the workings of competition in the market can have the same effect on revenues in aggregate, though unlikely at the service level, as would a formulaic approach such as lowering prices with reference to earnings levels or productivity offset targets.  The Companies Exhibit #53 illustrates how very small changes in demand, whether caused by impacts of market share loss or by a softening economy, together with relatively small changes in price, can have significant impacts on revenues.  In particular, that exhibit demonstrates that small changes in demand and price, in reaction to market pressures, would have the same effect on aggregate revenues as would be the case if the current regulatory regime were continued.  As well, The Companies Exhibit #82 shows 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.

4-69 Consideration of earnings with regard to fairness may well undo the advantages of price cap regulation.  Adjusting prices, either by changing prices at the start of the next price cap period or by changing the manner in which prices may move during the next price cap period, on the basis of current earnings is simply a form of earnings regulation.  In Decision 94-19 the Commission noted the advantages of price regulation over earnings regulation:
 

· reduce the incentives and opportunities for companies to over-invest or misallocate costs;

· reduce opportunities to cross-subsidize or engage in anti-competitive pricing;

· provide incentives for telephone companies to be more efficient and innovative, since shareholders assume more of the risks and rewards of business decisions and retain the benefits of higher levels of productivity; and

· eliminate the need for regulatory assessment of investment, expenses and earnings.

4-70 Whether prices are adjusted initially or the parameters which govern the movement of prices are adjusted with a view to influence earnings, then the incumbent will understand that its earnings performance will lead at some future date to a decrease in prices beyond that which it feels is necessary in the market.  This will skew the incumbent's investment decisions away from those areas subject to earnings regulation, and towards others.  As described in the Companies' 31 May 2001 submission, this may lead to inefficient investment decisions.
  

4-71 Earnings regulation is inconsistent with competitive markets.  It was the understanding that it would be inappropriate to allow the incumbents to make up for missteps in competitive markets with price adjustments in the non-competitive parts of its business that lead to the establishment of the Split Rate Base.  The necessity of and difficulties associated with separating the earnings of the non-competitive areas of the Utility from the other areas have been canvassed on the record.
 

4-72 Therefore it is both misleading and misdirected to look at earnings for a measure of fairness of prices.  The best course of action is to note that the prices in Canada compare very favourably with prices for similar services in other industrialized countries, that prices in Canada represent a very small proportion of household expenditure and family income, and that prices have allowed the achievement of an enviable record of household penetration.  These factors lead to the conclusion that prices should be regarded as fair; and a commitment to freeze prices in real terms should equally allow one to conclude that prices will remain fair into the future.

4.2 Fostering the Development of Local Competition

4.2.1
Residential Market 

4-73 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.  

4-74  Competition in the residence market has been slower to develop than had been anticipated.  However, competitive entry is occurring in this market, although not yet on a widespread basis.  As well, competitors have expressed an interest in this market and the prospects that prices would be allowed to rise in this market should encourage competitive entry.  For example, a spokesperson for Rogers Communications has indicated that local rate increases are helpful to his business plan.

4-75 Mr. Farmer also noted that in spite of the fact that residential rates have remained low throughout the price cap period, there has been some competitive entry in the residential market, most notably in the Halifax area, where EastLink Telephone, a division of EastLink Cable, offers local telephone service over its hybrid fibre-coax cable system.  EastLink has also expanded its local telephony offering to Charlottetown and to a number of other markets in Nova Scotia.  By the end of 2000, Aliant Telecom estimates that it had lost 6.4% of its residential exchange NAS to CLECs in its Band A, and that CLECs had actually captured 9.3% of the total residence NAS market in that band.
  Aliant Telecom projects that CLECs' share of this market will reach 11.6% by the end of 2001.
  The progress that has been made by EastLink in entering the residential market was also discussed by Mr. Nicholson, who noted as follows: 

"Let's get down to cases.  A very interesting case is EastLink, a Nova Scotia based cable company which I believe now has about -- well, somewhat more than 13,000 customers.

Interestingly enough, they are not only active in Halifax, but also in Truro, Bridgewater, maybe other areas and areas surrounding those.  I happen to know the geography in Nova Scotia pretty well, having been there, brought up there.

That I think is an example of what is going to be possible.  It indicates that even facilities‑based local residential competition can be expected to show up in some pretty surprising places over the next two or three years, given that we have already got a very vigorous competitor in Nova Scotia and including in parts of Nova Scotia that are certainly small town and even semi‑rural."

4-76 With the exception of EastLink, cable companies in Canada that have indicated their intention to enter the local telephony market have chosen to do so using IP telephony technologies, which have not yet reached a state where service can be offered on a commercial basis.  However, both Vidéotron and Cogeco have conducted local IP telephony market trials on their cable systems in the past few years.  Rogers Communications has indicated that it hopes to run technical trials in early 2002, with commercial deployment possible in 2003.
  RCI's witness confirmed this time frame in his testimony.
 

4-77 As well, voice calls over the Internet - using either cable modem or DSL connections - are becoming common among certain segments of the population and will become more so, given the calling technology incorporated into the new Windows XP software. 

4-78 The Companies provided additional information on the viability of IP telephony in The Companies Exhibit #72.  In that exhibit, the Companies noted that "IP-based cable telephony of sufficient quality to compete with telco service is technically feasible today and many advanced trials are nearing completion…Competition among multiple vendors and continuing technological improvements ensure that the cost of the platform to support IP telephony will fall rapidly."
 Further, as noted in the same exhibit, "it is widely believed - on the basis of US company statements and analyst forecasts - - that cable companies [in the U.S.] will begin significant roll-out of IP telephony in 2003.  Statements by major Canadian cable companies suggest roll-out a year or so later though whether this schedule is advanced or retarded will depend on prevailing local telephone price and alternative investment opportunities."
  

4-79 As Mr. Nicholson noted during cross-examination by Mr. Inlow, "I think that there is a lot of wait and see in the cable industry as they are waiting for certain technological developments that will improve performance and the economics of that industry."
  However, in the U.S. other cable companies have chosen the same intermediate circuit switched technology over digital cable infrastructure that EastLink has selected and seem to be successful in entering the local telephony market using this strategy, as pointed out by Mr. Nicholson:

"What is significant, I think, is not only the Eastlink example in the Atlantic, but also what AT&T broadband and Cox Cable have done in the U.S. where those two companies together have well over one million cable telephony subscribers and has experienced a growth rate of roughly 100 per cent per year.  AT&T broadband, according to the latest numbers I have seen, has about 850,000 cable telephony subs and they are rolling out this service very aggressively."

4-80 In addition to competitive entry by EastLink in Nova Scotia and P.E.I., there is also some limited entry in the local residential market in Bell Canada's operating territory, with Call‑Net having recently re-entered the market.  Call‑Net is once again offering residential service to customers in several markets in southern Ontario, using unbundled loops leased from Bell Canada.
  

4-81 However, for competitive entry to occur on a broader scale, the right signal will have to be sent to the marketplace regarding prices.  The Companies' proposals send this signal—prices would be allowed to rise gradually, to minimize customer impacts, but they would be allowed to rise, and certainly should not be forced down by regulatory requirements.  Indeed, a recent Yankee Group report that compared Canadian telecommunications prices in the residential market with those in the U.S. concluded that the level of prices in this market may help explain the slow roll-out of competition:

"Certainly we learn that Canadian companies are selling services for much less than their U.S.‑based analogs.  This is great for consumers.  The Yankee Group would contend, however, that this discount pricing is not particularly good news for service providers.  If you were a new enterprise looking to establish operations, why would you ever consider opening a bureau in Toronto when, for the same service set, you would be rewarded 60% more in Burlington, Vt.?  This may explain why there is a dearth of competition for local consumer communications services in the Canadian market at present.  The pot of gold at the end of the evanescent rainbow may be too small.

There is room in Canada for rates to rise.  Canadians are enjoying a significant bargain—but there are hidden costs, too.  Canada's communications companies are not reaping the returns from the consumer segment of the market that their U.S. counterparts enjoy.  That puts Canada's communications enterprise at a competitive disadvantage in the financial markets, for example, where all the communications enterprises compete for capital."

4-82 If the Companies' proposals are accepted, the market will be given the right signal that prices will not be artificially depressed.  This should send the appropriate signal to the marketplace, thus ensuring that competitive entry occurs on a more widespread basis in the coming years.  

4-83 Under the Companies' proposal, basic residential service prices, for the most part, would be allowed to rise by the rate of inflation, as under the current price cap rules.  However, there is an important difference compared to the current rules.  Under the current regime, all capped services combined were constrained by the overall Price Cap Index (PCI) constraint which required prices to be reduced in real terms by a productivity target.  Because increases in residence prices would have had to have been offset by price decreases in other services, the allowable residence price increases were frequently foregone.  Under the Companies' proposals, this linkage of residence prices to other prices has been removed, making gradual increases more easily put into effect. 

4-84 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).  As Mr. Farmer noted this result is obtained when the pricing flexibility in one market is "de-linked" from the flexibility in another market.
  

4.2.2
Competition in the Business Market 

4-85 Contrary to the current competitive landscape in the residential market, the situation in the business market is quite different.  Competition has taken hold in the business market, with competitive alternatives now available in most major urban centres across the country.  The Commission's Monitoring Report attests to this, with maps showing the presence of multiple local service providers in most of the major cities across Canada.
  Entry in the business market was expected to precede entry in the consumer market and to be the focus of competitor activity in the early years of competition.  Overall, as the Monitoring Report indicates, "competitor penetration of Canadian local line markets has been relatively consistent with the experience in the U.S., given the different dates when the markets were opened to competition."
 
4-86 Local competitors' share of the business market on a national basis, as reported in the Commission's Monitoring Report, was 10.3% at the end of 2000.  For Bell Canada the Company estimates the competitor share to be 15% overall in 2001, with a 23% market share in Band A, Bell Canada's urban core area.

4-87 Competition in the digital access market, which was already underway prior to Decision 97‑8, has continued to grow strongly.  At the end of 2000, CLECs had captured close to 20% of the digital access market in Bell Canada's serving area and about 27% in Bell Canada's Band A.  The projected CLEC market share for digital access services in Bell Canada's Band A for 2001 is 34.3%.
   CLECs' share of the digital access services market in some of the other Companies' major urban centres is also in the double digits.
 
4-88 In Bell Canada territory, facilities‑based competition in the overall local business market is about a year behind where the Company anticipated it would be at this point in time during the proceeding initiated by Public Notice 96‑8.  In that proceeding, Bell projected that CLECs would have a 9.8% share of the business market by the end of 2000.  This compares to the current estimate that CLECs will have a 9.7% share by the end of this year.
  

4-89 Competition has been slowest to emerge in New Brunswick.  As Mr. Farmer indicated during cross-examination by Mr. Koch, the former NBTel was particularly hard hit by the operation of the price cap constraints in the current price cap period.
  In order to meet its price cap obligations in the first couple of years of the price cap period, NBTel was forced to reduce its local business rates to the lowest levels in Canada.  Extremely low rates have contributed to making competitive entry in the New Brunswick market an unattractive proposition.

4-90 The Companies have proposed that for those business access services where the market is not sufficiently competitive, as measured under the criteria which underlie the Companies' proposed competitiveness test, upward pricing constraints are not needed.  In these cases, market forces will govern prices. 

4-91 For those services for which market conditions do not warrant removal of upward pricing constraints, the Companies have proposed the flexibility to increase rates, on average, by the rate of inflation.  As such, the Companies' proposal will permit gradual price increases that will send an important signal to the marketplace, namely that regulation will not be driving these prices down as has occurred under the current regime. 

4.2.3
Uneconomic Entry Is Unlikely to Occur
4-92 The question has arisen as to whether allowing prices to increase until a competitor enters the market would result in stranded plant of the competitor, should the incumbent react by then lowering its prices.  The fear is that stranded plant would be a consequence of uneconomic entry if the prices had been set artificially high.

4-93 This is an unlikely outcome for the following reasons:  First, it has not been the case in the business market, where entry has been happening for some time that the incumbent has reacted with price decreases as a result of entry.  This itself is a consequence of the second reason, namely that the incumbent has a large base of embedded plant the recovery of the cost of which would not be possible with price reductions to its large base of customers.  As Mr. Talbot noted:  

"…the local business, in our view, from an investor's perspective, without having view of the detailed local results themselves, is that it is a fairly capital-intensive business.  It involves a lot of up-front investments in property, plant and equipment, but then it involves a fair amount of operating expenses to maintain and run the service.  It is also a big part of a current incumbent's business and so any changes you make in that you would have to take into account very carefully.  The fact that the cost structure is high and that it is an important part of the business means that you would have to think very, very carefully about reducing the prices of those services if you wanted to use them from an anti‑competitive perspective."
  

4-94 He further added that:  

"…if you did have an incumbent that took that type of approach on one of their biggest cash generating services, you would probably have a pretty negative reaction from the capital markets because your cash flow extremes then become very uncertain and, frankly, that would raise some very grave concerns, both in the debt as well as the equity markets as to whether they are going to have value creation on the equity side and whether they are going to have their capital covered, the cost of their capital covered on the fixed income side."
   

4-95 Third, competitors weigh the potential of such a reaction before entering the market.  

4-96 A more likely outcome is that entry will occur because competitors are given the signal that regulation will not be driving prices down.  At that point prices will likely be stable in the market until such time as technological change allows one or more competitors to gradually reduce prices. 

4.2.4
Mandating Price Reductions via the Application of an X-Factor Would Be Harmful to the Development of Local Competition 

4-97 ARC et al and RCI have suggested that it would be appropriate to apply an X-factor to mandate price reductions for capped services and that the X-factor should also include a consumer dividend or "stretch factor".  The Companies strongly disagree, as do TELUS, Call‑Net and AT&T.

4-98 As discussed in The Companies Exhibit #83, the only role that an X‑factor should play in the regime going forward is to reduce the costs that are used to calculate the amount of the subsidy needed in HCSAs, so as to reduce subsidies over time.  The application of an X‑factor for purposes of reducing prices 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.  Also, given that residential prices are already affordable and compare favourably among peer countries, as evident from international price comparisons, the high penetration levels that exist in Canada, and the fact that prices for telephone service represent a very small proportion of overall household expenditures, price reductions are not needed to ensure that prices are fair.
.  For example, the Yankee group noted in a recent report, while prices in Canada are a real bargain for consumers, competitors in Canada are at a disadvantage relative to those in the U.S.:  
"There is room in Canada for rates to rise.  Canadians are enjoying a significant bargain—but there are hidden costs, too.  Canada's communications companies are not reaping the returns from the consumer segment of the market that their U.S. counterparts enjoy.  That puts Canada's communications enterprise at a competitive disadvantage in the financial markets, for example, where all the communications enterprises compete for capital."

4-99 The harmful effects of mandated price reductions under the current regime were also acknowledged by a number of parties.  For example, in commenting on the application of an X-factor under the current regime, Call-Net noted that, in its view, "…the reduction in business rates was a regulatory artifact of the price cap basket structure and was not in the public interest because of its detrimental effects on the development of competition."
 

4-100 Instead of forcing prices down via a regulatory formula, prices should be allowed to rise in order to encourage competitive entry into the residential market, while ensuring that rates remain affordable, and to further stimulate the growth of competition in the business market.  The Companies' proposals are designed to achieve these objectives.  Adoption of the Companies' pricing flexibility proposals, whereby prices for capped services, for the most part, would be allowed to rise by at most the rate of inflation will send the right signals to the marketplace, encouraging the investment necessary for competitive entry to become more widespread.

4-101 In The Companies Exhibit #83, the Companies also discussed the reasons why it would not be appropriate to include a "stretch factor" in the productivity offset target.  As well, in Appendix 3 of this Final Argument, the Companies provide a detailed critique of Dr. Roycroft's evidence submitted on behalf of ARC et al wherein he relies on the results of a regression model to suggest that changes from rate base/rate of return regulation to price cap regulation lead to large and persistent increases in productivity growth rates.
  As evident from that appendix, the Companies' analysis of Dr. Roycroft's model unequivocally demonstrates that Dr. Roycroft's analysis is flawed and his conclusions are entirely unsupported.  

4-102 Through cross-examination of the Companies' and TELUS' witness panels and through an additional interrogatory, the Commission has also sought the Companies' views on applying an X-factor to all Utility services.  The application of an X-factor to the entire Utility segment 

would have been, and was seen to be, wrong when the first price cap regime was established.  Four years later, with competition taking hold, it would be perverse to extend, rather than constrict, the scope of the price constraints.  This issue is discussed in The Companies Exhibit # 83. 

4-103 As noted therein, in light of the dynamic nature of the industry, in Decision 94‑19, the Commission recognized that the regulatory framework should be increasingly responsive to changes in market realities and that in this regard "…regulation encourage, rather than impede, the provision of efficient, innovative and affordable services."
  As well, the Commission noted that "[r]egulation must also be flexible and responsive to change, unencumbered by objectives based on static definitions of markets or services."
  The decision emphasized the need to increasingly rely on market forces and to impose regulatory constraints only where required.  

4-104 Similarly one of the objectives of telecommunications policy as set out in the Telecommunications Act (the Act) is to foster increased reliance on market forces for the provision of telecommunications services and to ensure that regulation, where required, is efficient and effective.
 

4-105 In Decision 94‑19 and other subsequent decisions, the Commission determined that, during the transition to a fully competitive marketplace, price regulation, which focuses on prices rather than earnings to set allowable price changes could best advance the objectives of the Act.  Consistent with policy objectives, in Decision 97‑9 wherein the parameters of the current regime were set, the Commission imposed upward pricing constraints only on those Utility services for which competitive conditions have not evolved to a sufficient degree to provide customers with choices and for those services which are not discretionary.  All other Utility services were uncapped.  In the case of Bell Canada, capped Utility service revenues in 2000 accounted for 51% of the Company's Utility segment revenue base, and upward constraints did not apply to services associated with the remainder of the Companies' Utility revenue base.
 

4-106 It would be harmful and a retrograde step to now impose upward pricing constraints on all Utility services, as contemplated by some parties.  Over the last four years, competitive entry into the local market has accelerated and competitors have already made significant inroads in the business market, especially in major urban areas.  Competition in the digital access market, which was already underway prior to the issuance of Decision 97‑8, has also continued to grow at a significant pace.  Competition in the residence market is still at an early stage; however, it is expected to increase as well.  

4-107 Given that local competition has and will continue to grow, market forces can be relied upon to a greater degree now than at the time of Decision 97‑9 and regulatorily‑imposed constraints should be less stringent in certain markets than they were before.  For example, a number of services that are currently capped meet the Companies' proposed competitiveness test, and as a result upward pricing constraints for these services are no longer needed.
 

4-108 Given the above, it would be entirely contrary to policy objectives to impose upward pricing constraints on services which have not been subject to such constraints for the last four years and which do not require such constraints given market conditions.  
4-109 Rather, regulatory oversight in these cases should lessen as greater reliance can now be placed on market forces.  

4-110 In summary, the imposition of upward constraints on all Utility services, including those that are free of such constraints under the current regime, would be an absolutely regressive and harmful step. 

4.3
Investment
4-111 The third and final goal which the Companies' submit the next price cap regime should be designed to achieve is that of encouraging the substantial investment that will be required in other coming years.  Substantial continuing investment is essential to maintain existing infrastructure.  This investment is also essential to meet demand for traditional services.  And it is essential to provide the next generation of services that Canadians want.  Robust investment in telecommunications also underpins several priorities of the Government of Canada, including economic growth and productivity as well as the government's Innovation and Connecting Canadians agendas.  

4-112 Because the Companies' proposals allow for a gradual increase in prices; and more importantly do not require decreases according to a predefined productivity target, the financial prospects in the market are generally improved for all competitors, both ILECs and CLECs.  Further, a continuation of the practice of pricing services used by competitor, other than those that must be obtained from the ILECs, at general retail levels will provide incentives to entrants to invest in facilities.  By contrast, the proposal of AT&T and Call-Net, by dramatically changing incentives in the wholesale market, would bring to an end the Commission's policies to promote facilities-based competition.  This is addressed more fully in section 5.0.

4-113 Innovation is also fueled by investment.  Canadians have seen the benefits of advances in telecommunications in the past, with, for example, the growth of the wireless industry, the Internet, data services and a multitude of switch-based features offered to the mass market. This progress can continue if service providers, whether incumbents or entrants, can see the prospect of a return on the investments required to introduce these innovations. 

4-114 At present the telecommunications industry is undergoing a fundamental revolution in the technologies used to deliver telecommunications services to end customers.  The 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.  If Canada is to remain at the forefront in embracing these changes, then all players in the industry require a regulatory environment that will be conducive to attracting the capital required to make these investments. 

4-115 The emergence of facilities-based local competition adds a further degree of significance to the investment objective.  New players in the local services markets require a significant amount of capital in order to establish themselves in these markets.  The regulatory environment is a major determinant of the ability of new companies to attract that capital.   

4-116 In the midst of these significant capital requirements, the current economic environment creates serious challenges for the ability of telecommunications service providers to raise the capital required to fund these investments.  As Mr. Talbot noted in the Companies' 31 May 2001 submission "…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."
  

4-117 The currently negative outlook for telecommunications companies that need to raise capital was also highlighted by Mr. Talbot during his cross-examination by Mr. Inlow:

"What it means is that we have had equity values in the sector collapse, by and large.  We have seen that the cost of raising new money, if you were to try to access the capital markets, and that is if you could raise money today, has increased dramatically.  As a result, investors are effectively saying with their pocketbooks 'Sorry, but you are going to have to work this one through.'

We are going to have to see companies begin to generate, in our view anyhow, some positive free cash flow before they start to -- or at least the prospect of positive free cash flow before you see much of a stabilization process go through. 

So effectively, when you cut through it, what we are saying is that the investment community is saying to the telecom sector, You need to do a fair amount of repair work here to bring supply and demand back into balance before we are going to have the same level of confidence that we did several years ago in the industry.  That means the prices will remain particularly volatile and largely weak for the foreseeable future, in our view."

4-118 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.  Particularly in these uncertain economic times, it is important to ensure that money is not taken out of the industry through artificial means.  To do so would fatally compromise the investment objective.  Market forces should be allowed to do their work.  

4-119 Overall, the measures the Companies have proposed to ensure fairness to customers and the promotion of facilities‑based competitive entry should lay the foundation for the significant investments that will be required from this industry in the coming years.  As discussed in detail in section 5.0 of this final argument, the proposals of AT&T and Call‑Net, on the other hand, would bleed revenue and investable funds from the telecommunications sector as a whole.  By trading facilities‑based competition for a resale model, they would undermine the very foundation for innovation.  
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� 	See section 8.0 of the Companies' 31 May 2001 submission and MTS' 6 April SIP.  The only exceptions consist of 7 very remote First Nation communities (approximately 1,200 lines) currently served by Telesat satellite which would not have toll-free access to the Internet given that the costs to implement access to the Internet at local rates would be prohibitive, and it is not economically feasible with current technology at this time.  MTS has no plans to provide Internet access via local calling using current satellite systems in its Service Improvement Plan.  These few communities currently have access to the Internet via a toll call and there are various commercial initiatives underway to provide high-speed Internet solutions to First Nations communities via satellite that do not involve MTS.  See MTS(CRTC)26Jun01-1600 PC, MTS(CRTC)31Aug01-3600 PC, MTS(CRTC)25Sep01�4600 PC and Telesat(CRTC)31Aug01-3601, which identify that initiatives are already underway between Telesat Canada and the Assembly of First Nations (AFN) to develop a separate AFN�owned network that would address the needs of First Nations communities such as those currently served by MTS using Telesat's satellite system. MTS suggests that these initiatives be permitted to address the Internet needs of these communities and may be more viable and preferred over any solution MTS may be able to offer to communities served by satellite. 


� 	MTS' SIP, 6 April 2001 and MTS(CRTC)27Apr01-614 PC. 


� 	MTS(CRTC)27Apr01-614 PC.


� 	See MTS(CRTC)27Apr01-614 PC, parts a) & b); see also MTS(CRTC)27Apr01-604 PC.  See also Transcript, Volume 6, paragraph 9484.  As discussed by Mr. Bruckshaw during cross-examination by Mr. Williams: "[w]hat we are talking about here … is a facility that goes from Berens River on the southeast basin of Lake Winnipeg all the way to Churchill. That distance is approximately the same as from Ottawa to Halifax."   


� 	MTS(CRTC)26Jun01-1700 and MTS(CRTC)31Aug01-3601 PC. 


� 	MTS(CRTC)26Jun01-1700 PC. 


� 	See Transcript, Vol. 6, paragraph 9537 wherein Mr. Williams, counsel for MKO, stated: "…in its final argument MKO will be recommending that the CRTC defer implementation or approval of the service improvement plan pending proper consultation with the MKO communities about their needs and about alternatives to meet their needs."


� 	The Companies' 31 May 2001 submission, section 6.3.3.  


� 	The Companies(ARCetal)26Jun01�305 PC.


� 	Ms. Highet, Transcript, Vol. 4, paragraph 5820.


� 	Ms. Highet, Transcript, Vol. 4, paragraphs 6661 to 6662.


� 	Ms. Highet, Transcript, Vol. 4, paragraph 5762.


� 	The Companies(ARCetal)26Jun01�305 PC and The Companies Exhibit #28.


� 	The Companies(ARCetal)26Jun01-305 PC.


� 	Decision 80-14, pages 101 and 102.


�	Mr. Talbot, Transcript, Vol. 2, paragraph 1898.  See also Transcript, Vol. 2, paragraph 1867.


� 	Mr. Talbot, Transcript, Vol. 2, paragraph 1867.


�	AT&T(The Companies)31Aug01-30 PC, Table 1.


�	Mr. Talbot, Transcript, Vol. 2, paragraphs 2218 to 2219.


�	The Companies Exhibit #75.


�	The Companies' 31 May 2001 submission, paragraph 4-7 quoting Decision 94-19 at pages 55 to 56.


�	The Companies' 31 May 2001 submission, paragraph 4-16. 


�	The Companies' 31 May 2001 submission, paragraphs 4-21 to 4-23 and Transcript, Vol. 2, paragraphs 3162 to 3217. 


� 	The Companies(ARCetal)26Jun01-303 PC. 


� 	The Companies(CRTC)26Jun01-1302 PC, Supplemental. 


� 	The Companies(AT&T)26Jun01�201 PC, Supplemental.


� 	Mr. Nicholson, Transcript, Vol. 1, paragraphs 1423 to 1425.


� 	The Companies(ARCetal)26Jun01�304 PC.


� 	Mr. Watt, Transcript Vol. 13, paragraphs 20190 to 20192.


� 	The Companies Exhibit #72, page 2.


� 	The Companies Exhibit #72, page 3.


� 	Mr. Nicholson, Transcript, Vol. 2, paragraph 2329.


� 	Mr. Nicholson, Transcript, Vol. 2, paragraph 2329. 


� 	The Companies' 31 May 2001 submission, Appendix 1, paragraph A-9.


� 	Mark Quigley, Canadian Consumer Communications Costs: Talk is (Still) Cheap!, Yankee Group, Canadian Market Strategies, Vol 5, No.8, June 2001, page 11.  [Filed in The Companies(Calgary)26Jun01�3 PC]. 


� 	Mr. Farmer, Transcript, Vol. 3, paragraphs 3890 to 3891. 


� 	Commission's Report to the Governor in Council, Status of Competition in Canadian Telecommunications Markets, September 2001, Appendix 2.


� 	Commission's Report to the Governor in Council, Status of Competition in Canadian Telecommunications Markets, September 2001, page 42.


� 	Based on Bell Canada's 27 August 2001 forecast.  See The Companies Exhibit #63. 


�	Based on Bell Canada's 27 August 2001 forecast.  See The Companies Exhibit #83 and The Companies Exhibit #68. 


�	As Table 13 at paragraph 6�123 of the Companies' 31 May 2001 submission shows, CLECs at the end of 2000 had captured 20% of the digital access services market in Band A of Aliant Telecom's serving area and 18.1% of this market in Band A of MTS' serving territory. 


� 	This estimates takes into account the impact of the collapse of both Axxent and Norigen, events which occurred subsequent to the Companies' 31 May 2001 submission, and is based on the Company's 27 August 2001 forecast.  See also The Companies Exhibit #68 and The Companies Exhibit #83. 


� 	Mr. Farmer, Transcript, Vol. 4, paragraph 6143.


�	Mr. Talbot, Transcript, Vol. 2, paragraph 2047.


�	Mr. Talbot, Transcript, Vol. 2, paragraph 2051.


� 	Mr. Farmer, Transcript, Vol. 4, paragraphs 6264 to 6265. 


� 	Mark Quigley, Canadian Consumer Communications Costs:  Talk is (Still) Cheap!, Yankee Group, Canadian Market Strategies, Vol. 5, No. 8 - June 2001, filed in The Companies(Calgary)26Jun01�3 PC.


�	Call-Net(Bureau)31Aug01-5.


� 	ARC et al's 20 August 2001 submission, Testimony of Trevor R. Roycroft, Ph.D., and Attachment TRR-2 to that submission entitled, The Impact of State and Federal Regulation on RBOC Productivity Growth - A State�Level Analysis, 14 May 2001.


�	Decision 94�19, page 11.


�	Decision 94�19, page 11.


�	Section 7(f).


�	In 2000, the proportion of capped revenues to total Utility revenues for Aliant Telecom and MTS were 44% and 59%, respectively.  The Companies(CRTC)16Mar01-407 PC. 


�	The Companies' 31 May 2001 submission, section 6.4.4.  


�	The Companies' 31 May 2001 submission, paragraph 3-15. 


�	Mr. Talbot, Transcript, Vol. 2, paragraphs 1867 to 1869. 
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