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EXECUTIVE SUMMARY 

A properly constructed price cap system should mimic the economic incentives of a competitive market and protect customers and competitors from abuse of market power during the transition from monopoly to effective competition.  The proposals advanced by the ILECs in this proceeding do not adequately replicate these efficiency incentives or provide an appropriate level of protection.  As a result, the ILEC’s proposals fail to provide adequate benefits to consumers or facilitate the emergence of competition.  Rogers Communications Inc. (“RCI”) submits that the current price cap rules, suitably adjusted to reflect current industry economics, would better achieve these objectives.

Specifically, the second stage of the price cap regime should contain the following elements:

· The fundamental principles of the existing price cap regime should be maintained through the application of the existing price cap formula, with an updated productivity offset, to service baskets containing services that are not subject to sufficient competition to warrant deregulation;


· Public interest programs such as Service Improvement Plans should be included in the price cap formula as exogenous factors; 


· The annual productivity offset should be set at 4.3%;


· The three existing Capped Revenue service sub-baskets should continue to be subject to the price cap formula and a fourth service sub-basket, namely Competitor Services, should be added;


· The Price Cap Index should be applied to the rates for Competitor Services and Other Capped Services, as currently defined, so that each of the rates in these two sub-baskets is reduced by the percentage change in the Price Cap Index (from the application of the price cap formula);

· The required revenue reduction for the Residential Local Services and Single and Multi-line Business Local Services baskets (Offset Revenue) should be calculated as the percentage change in the Price Cap Index times total Capped Revenue for these two service baskets (after having deducted HCSA costs);


· Since the Commission determined in paragraph 78 a) of Decision 2000-745 that a productivity offset would apply directly  to the Phase II costs of High-cost Serving Areas (HCSAs), these HCSA costs should be deducted from the Capped Revenue total;    


· The Offset Revenue reduction should then be applied by the ILECs in the following sequence:

- The Offset Revenue will first be applied to reduce or eliminate the Total Subsidy Requirement (TSR) for the year – offsetting rate increases otherwise necessary to bring rates closer to costs in Bands E, F, and G; 

-
Any residual Offset Revenue will then be applied to Residential Local Services (excluding HCSAs) and Business Local Services.  These Offset Revenues should be applied across the total revenues of the two sub-baskets.  Individual service and band rates should be permitted to increase at the rate of inflation subject to meeting this requirement. 

· The Price Cap Index and subsequent rates must be adjusted, where necessary, in the second price cap regime to reflect changes to, or expiration of the exogenous factors applied during the initial price cap regime;


· The Commission should preserve the option, based on the status of competition through the next four years, of modifying the structure and content of the various service baskets without re-opening the entire price caps framework; and


· The length of the next price cap period should be a minimum of four years.

INTRODUCTION

1. The first price cap regime was implemented in Canada effective January 1, 1998, as a result of Telecom Decision CRTC 97-9.  The specific parameters of the price cap regime were released in Telecom Decision CRTC 97-18, and subsequently updated in Telecom Decision CRTC 98-2.  This initial price cap regime established, among other things, the basket structure and the contents of each basket, the required annual productivity offset, contribution rates for the price cap period and the percent subsidy requirements by band.

2. An effective price cap regime provides the appropriate rules and incentives to the incumbent local exchange carriers (ILECs) during the transition from a monopoly environment to an effectively competitive local environment. Price cap regimes are designed to replicate the efficiency incentives found in competitive markets, while providing customers and competitors with protection from abuse of market power until such time as the advent of workable competition renders price cap regulation unnecessary.

OBJECTIVES OF PRICE CAPS

3. In paragraph 1 of Public Notice CRTC 2001-37, Price Cap Review and Related Issues, the following are listed as objectives of the price cap regime:

a) to render reliable and affordable services of high quality, accessible to both urban and rural area customers;

b) to foster competition in the Canadian telecommunications markets;

c) to provide incumbents with incentives to increase efficiencies and to be more innovative, and with a reasonable opportunity to earn a fair return for their Utility segments; and

d) to implement a price cap plan that is simple, straightforward, easy to understand and reduces the regulatory burden to the greatest extent possible.

4. In assessing the success of the initial price cap plan in achieving these objectives, the analysis should be conducted from three points of view: the incumbents; the competitors; and the customers.  Rogers Communications Inc. (“RCI”) views the results of this analysis as mixed.

5. It is clear that the initial price cap period has been a success from the incumbents’ point of view. The financial performance of the ILECs presents strong evidence that the initial price cap regime has provided them with strong incentives to reduce costs in order to achieve record high rates of return.  Utility segment after-tax equity returns of 15%
 or more have been achieved despite significant business local rate decreases and the one-time costs of implementing local number portability. 

6. From the perspective of customers, it is true that business customers (primarily in urban locations) have benefited as a result of annual rate reductions and from the introduction of limited competition.
  On the other hand, residential customers in all areas of the country have, for the most part, failed to see either rate decreases or competitive alternatives to the incumbents. Indeed many of these customers have experienced rate increases.

7. From the perspective of competitors, the results are very negative.  There has been considerable upheaval in the telecommunications market, especially over the past year, the result of which is continued business failures, especially in the CLEC market.  New entrants have seen their revenues and margins eroded by the annual price reductions to business services required by the price cap formula, with little to no reductions in their costs of underlying services acquired from the ILECs or contribution paid to the ILECs.

8. As we near the end of the initial price cap period, the competitive local telecommunications industry in Canada is barely hanging on and is still a long way from becoming sufficiently competitive to support removal of the structure and constraints of the initial price cap plan.

THE STATE OF COMPETITION

9. RCI notes that the government itself has expressed serious concerns regarding the state of competition.  This has led the Governor in Council, on the recommendation of the Minister of Industry, to order the CRTC to monitor and submit annual reports for the next five years on the status of competition in various telecommunications markets in Canada.
  As a result of this Order in Council, the CRTC issued Public Notice CRTC 2000-175 initiating annual filings by industry players to enable the CRTC to better monitor the state of competition.  The CRTC’s first report is due to be released on September 28, 2001, just in time for the Price Cap Oral Hearing.

10. The application of price caps and the development of a competitive local telephone market are intertwined.  The rules of a price cap regime must reflect the status of competition in the regulated market and the CRTC’s stated goal of fostering competition in this market.  It cannot be assumed as a matter of course that local competition will emerge by focusing attention solely on productivity offsets and consumer pricing.  The price cap regime must also be tailored to more aggressively foster local competition.  At the very least, the structure of the regime must not make conditions more difficult for competitors.  Unfortunately, the current regime has been used in precisely this manner by the ILECs.

11. Local telephone competition has not developed to the extent most observers anticipated during the CRTC Local Competition and Price Cap proceedings held in 1996. In Stentor’s 1996 Evidence
, filed in the Price Cap proceeding, a competitor market share of 9.6% was forecast for Bell Canada territory by 2001.  However, this forecast has proven to be hugely optimistic. In reality, in its Second Quarter 2001 Investor Briefing
, Bell Canada reported a local market share of 96.3%  - leaving competitors with a scant 3.7% market share at the end of June, 2001.  Even more startling evidence of the meager inroads being made by competitors was revealed in The Companies(GT)26Jun01-11, where Bell stated that “45% of lines are served by competitors by means of resale” while “16% are served by means of unbundled loops and the remainder is served by loop-equivalent facilities owned by competitors”.  In other words, 61% of the competitor’s lines are provided using Bell Canada facilities.  The market share for facilities-based competition, which the CRTC specifically sought to engender in Telecom Decision 97-8, is only 1.4%
.

12. While the initial price cap regime did, and continues to, provide the appropriate, market-based incentives to the incumbents, arguably it does so at the expense of new entrants by permitting all required price reductions to be applied to the retail business local market.  While price caps, on its own, cannot be blamed for the plight of local competition in Canada, the mechanics of the first price cap regime have made business local competition considerably more difficult.

13. The local competitive environment in Canada that the CRTC sought to engender in Telecom Decision CRTC 97-8 can be characterized as one that is based on a facilities-based paradigm. Facilities-based local competition is a very capital-intensive and complicated business to enter.  New entrants, both those still in existence and those that have not been able to sustain sufficient financial resources to remain in the market, have spent considerable sums of money and time in their efforts to enter local markets.  After a promising start, local competition in the business market is still on very shaky grounds with many new entrants exiting the market during the past year.  With regard to residential local telephone competition, there is virtually no competition to date except for a few small pockets of activity.  The optimistic forecasts of cable company entry into the residential local telephone referenced by Bell et al in its Evidence
 are outdated.  Both Vidéotron and Cogeco have publicly stated that plans to commercially extend their initiatives trialing local telephony have been put on hold.  In the case of Rogers and Shaw, no trial activities of any nature have been initiated.  Clearly the current environment is not conducive to new entry. 


14. In addition to the pricing pressures that slowed business local competition, the effect of freezing contribution rates at 1998 levels throughout the initial price cap period resulted in large overpayments of subsidy to the ILECs.  

15. There are two key issues for any local telephony competitor: retail rates and carrier costs.  The price cap regime has an impact on both.

16. Under the current price cap rules, some ILEC retail rates must decline each year to meet the price cap requirements assuming that inflation as measured by the GDP-PI remains lower than the productivity offset.  Thus far, the ILECs have targeted these reductions to business retail rates, the market in which new entrants had begun to appear.  This has resulted in downward pressure on margins and revenues for both ILECs and CLECs.

17. In stark contrast, rates paid by competitors to the ILECs for underlying local service components have not declined.  As a general rule, the interconnection services required by competitors are priced at Phase II plus a 25% mark-up.  These rates are typically subject to change only upon application by an interested party, either an ILEC, or a carrier affected by such rates. Therefore, even if Phase II costs have decreased over the past four years of the initial price cap period, these rates will not have changed unless a specific application was put forth to the CRTC for such purpose.  Such filings have been rare over the past four years, with the result that competitors have been facing a crunch on both sides of their income statements – revenues and costs.  In fact, the higher rates paid for these services have helped the incumbents finance the price cuts implemented in the retail business market.

THE DILEMMA

18. In order for local competition to truly take hold and flourish, new entrants require reasonable costs for interconnection and the opportunity to earn revenues that cover both their variable and fixed costs, both in the short and longer term.


19. As discussed above, on the cost side, the initial price cap plan failed to ensure that competitors benefited from efficiency gains and cost reductions associated with the underlying services and facilities they obtained from the ILECs.  Clearly this situation needs to be rectified in order to foster sustainable competitive entry.

20. On the revenue side, competitors need rates to be sustained at levels high enough to attract entry and earn a reasonable return on investment.  This means that the ILECs cannot continue to have the discretion to target company-wide cost savings into price reductions in the relatively narrow market segments where they are beginning to face competition.  At the same time, the ILECs cannot be permitted to pocket the cost savings in the form of supra-normal profits.  The second price cap plan must respond to this problem by structuring the distribution of price reductions across broader customer segments in a more equitable manner.


21. The dilemma facing the Commission and the industry in this proceeding is how to reduce the ILEC’s Utility segment revenues to a level that provides an appropriate return, while at the same time not undermining nascent competition in the local business market and potential competition in the local residential market. 

THE ALTERNATIVES

I) Maintain the Current Regime and Rules

22. The first alternative is to leave in place the price cap regime and rules established with Telecom Decision CRTC 97-9 (“Decision 97-9”), Telecom Decision CRTC 97-18 (“Decision 97-18”) and Telecom Decision CRTC 98-2 (“Decision 98-2”), with minor modifications to adjust for the treatment of contribution as established with Decision CRTC 2000-745 (“Decision 2000-745”).

23. With this alternative, the price cap rate formula (Price = Inflation – offset +/- exogenous factor adjustment), the current basket structure and the current basket constraints would be maintained, with the exception that contribution would no longer be frozen.

24. The result of this approach would be that the ILECs would be required to adjust rates on an annual basis.  The ILECs would continue to enjoy the flexibility to choose where the adjustments will occur.  The effect would undoubtedly be the same as in the first price cap period: the ILECs will target their reductions to services and markets where competitive entry has started or is threatened.  This will limit the possibility of sustainable competitive entry, as it will limit and/or eliminate the possibility of economic returns for new entrants.  In addition, the ILECs will maintain, and increase to the extent possible, the revenues and margins for services and areas for which the threat of competitive entry is much less, or non-existent.  The net result could well be to end local competition before it really even begins.

II) Remove the Requirement for ILECs to Annually Adjust Their Rates

25. With the second alternative – the ILEC proposal - the ILECs would no longer be required to reduce rates through the impact of a productivity offset in the price cap formula but rather would be permitted to increase residential and business local rates at the rate of inflation or more. Bell et al and Telus propose that the productivity offset within the price cap formula only apply in the case of the costs for High-Cost Serving Areas (HCSA).  

26. As noted in The Companies(RCI)26Jun01-27, the offset will apply to the estimated 2002 HCSA costs of only $351.5M
 under Bell’s original HCSA loop costing study as opposed to the estimated $3,124M that the offset applies to in 2001.  The elimination of the existing 4.5% offset on this large sum of money results in substantial additional revenues accruing to Bell.  To put it in perspective, Bell is proposing that it be authorized to keep additional revenues in the first year of the new price cap regime of approximately $124.8 million (($3,124M–$351.5M) x 4.5%), approximately two times the total revenues of local competitor GT Telecom in 2000, as a point of reference.  For Aliant, the additional revenues would be approximately $6.95M (($302.5M-$148.1M)x4.5%) based on HCSA costs of $148.1M
 rather than the estimated $302.5M subject to the offset in 2001.

27. The ILECs argue that this approach will promote competition by setting a higher price point in the market.  The ILECs are silent on the large sums of money that will accrue to themselves under the proposal and make no commitments not to use the money to target competitors more narrowly. Even more importantly, it must be noted that the effects of not reducing rates extend beyond the first year in which they are not reduced, as the surplus revenues are embedded in the higher rates used as the starting point for the next year’s rates.  For example, Bell would receive an additional $124.8 Million of revenue in the first year of the next price cap period, $249.6 Million in the second year, $374.4 Million in the third year, and $499.2 Million in the fourth year.  This amounts to a grand total of an additional $1.25 Billion of revenue for the period 2002-2005 for Bell alone, with the $499.2M of excess revenue in the fourth year remaining in the base for all future years!  It should also be noted that this $1.25 Billion in revenue over the four year period is also a $1.25 Billion increase in Bell’s EBITDA all other things being held constant.  These are staggering sums of money. 

28. The argument in support of this approach is that it improves the conditions for competitive entry on the revenue side for all parties.  In other words, there is a small relative financial benefit to the competitors, but the upside for entrants pales in comparison to the immense windfall to be reaped by the ILECs.

29. This approach results in the ILECs keeping the additional funds to do with as they see fit.  This money could be used to target areas and services where competition is occurring, with advertising, improved service offerings, selective price reductions through promotions, discount bundling with other services, etc.  

30. RCI submits that it would not be sound public policy to provide the ILECs with supra-normal profits that could be used to attack competitors across a broad range of communications services.  The ILECs were left with supra-normal profits under the first price cap regime, typically achieving Utility after-tax equity returns of approximately 15% in 1999 and 2000 
 and forecasting the same or better for 2001
 compared to the after-tax equity return of 11% the Commission ruled appropriate for setting the “going-in” rates for the initial price cap regime.  The ILECS realized these high returns by achieving productivity gains far in excess of the 4.5% productivity offset established for the initial price cap regime and are entitled to these profits under the rules and operation of the first price cap regime.  It would not be appropriate to remove the constraints of the price cap system to allow these profits to increase even further.
     


31. If some rates are not reduced pursuant to the price caps formula, excess revenues are left in the hands of the ILECs that can be used to target business local markets more selectively, and to subsidize services in other related telecommunications markets in which competition is effectively present today.  These markets include the wireless, high-speed Internet and broadcast video markets.  There is evidence that services in these markets are already provided at rates that are below cost.  In its presentation to Investment Analysts in February 2001 describing BCE’s Strategic Initiatives and Business Objectives for 2001, BCE identified that it was targeting growth in these three areas and that this effort would reduce Bell’s earnings before interest, taxes, depreciation and amortization  (EBITDA) by $500M from what it would otherwise be. For example in the case of Bell ExpressVu, BCE reported that it had negative EBITDA of $138M on revenues of $305M in 2000 and that it expected continued losses for several years to come
. Bell also indicated that its DSL service lost money at the EBITDA level as well as overall and that this would continue for the foreseeable future as well.



32. As noted above, it would not be sound public policy to provide the ILECs with supra-normal profits that could be used to attack competitors across a broad range of communications services. The net result of this is likely to be: (1) little or no local competition at the end of the next price cap period, (2) higher rates for most customers, especially local residential customers (3) massive windfall profits to the ILECs and (4) the possibility of reduced competitiveness in other unrelated competitive markets such as the wireless or high speed Internet access markets. Canada will have shown the world how to maintain a monopoly while trying to achieve a competitive industry.

III) The Recommended Alternative

33. A third alternative recognizes the plusses and the minuses of the first two alternatives and offers a solution to the “Dilemma” facing the Commission and the industry.  It recognizes that while price cap regulation is clearly superior to rate of return regulation, there is still a need to ensure that the ILECs are not granted free rein over pricing so that they receive higher revenues than would exist in a fully competitive market.  This third alternative also recognizes the need to reduce rates for services used by competitors, the need to reduce contribution paid by competitors and the need to subsidize HCSAs.

Rationale for the RCI Proposal

34. RCI proposes that rather than reducing business local rates, the price cap system should be designed so that rates for Competitor Services and Other Capped Services and Contribution (TSR) are reduced in priority.  This section of our evidence examines the rationale for sharing cost reductions equitably across service baskets.

Competitor Services

35. Like other Utility services, Competitor Services are affected by the annual productivity increases experienced by the incumbents.  Therefore, each year it becomes less costly for the ILECs to provide these services.  Despite this fact, the prices for Competitor Services are seldom reduced and are periodically increased.  (The recent reductions in the Switching and Aggregation rates are a notable exception.)  It is argued that the Phase II studies used to set prices for these Competitor Services already take into account the productivity increases.  However, as is the case with local loops, described below, these studies may be based on data which is decades out of date and underestimate productivity gains.  Again, competitors find it very difficult to examine the costing studies that determine these competitor rates, because of the need to preserve the confidentiality of costing information.

36. As a result, despite dramatic reductions in the cost of Utility Segment Services and facilities, the Competitor Services acquired from the incumbent telephone companies either remain stubbornly fixed or increase over time.  This puts competitors in a “cost squeeze” where retail revenues fall while costs stay the same or increase, resulting in reduced margins and a non-viable business case.  


37. The solution is to subject Competitor Services to price reductions reflecting increases in productivity.  This would contribute to the Commission’s objective of fostering competition in the local exchange market, while maintaining the other principles underlying a price cap regime.

Other Capped Services


38. As well as acquiring services from the Competitor Services category, competitors require a number of services from the incumbents from the “Other Capped Services” category.  These are local high-speed facilities and services that are becoming more competitive over time but are still not generally available from competitors.  Because these services are used as inputs by competitors, the incumbents have concentrated almost all of their price reductions on business local services with limited reductions to rates for Other Capped Services during the previous four years of the price cap regime.
  The impact of these rate changes for the competitors will vary depending on the services purchased.  RCI considers it appropriate that these rates also be reduced by the amount of the productivity offset to reflect the lower cost incurred by the phone company in producing these facilities and services.

Contribution
39. The presence of explicit contribution payments is problematic both for competitors and subscribers in high-cost serving areas.  For competitors, contribution payments represent a cost that must be borne each year.  Payments are a tax on revenue, in a business where margins are already very thin.  To make matters worse, due to lack of competition in contribution-eligible bands, contribution payments are invariably made by competitors to the incumbent telephone companies.  Generally speaking, this means that the incumbent phone companies pay money to themselves while new entrants make payments to their main competitor.

40. Despite all of the Commission’s efforts, the contribution system creates a huge amount of uncertainty for competitors.  For example, in Decision CRTC 2001-238 the Commission announced that contribution payments were estimated to be dropping from 4.5% in 2001 to 1.5% in 2002.  However, in Response to Interrogatory The Companies(CRTC)27Apr01-700, Bell Canada announced that new costing data resulted in their contribution requirement increasing from $58 million per year to $300 million per year, an increase of more than five times.  For competitors, this means that if Bell’s proposals are accepted by the Commission, the revenue tax will increase from 1.5% to approximately 3%
.  Furthermore, if all ILECs “discover” a similar costing anomaly, which is quite likely for those ILECs that use Bell’s costs as a proxy for their own costs, contribution payments will skyrocket from the forecast 1.5% to over 7%.
  Clearly this type of uncertainty makes operating in a competitive environment very difficult.

41. The problem is compounded because competitors have very little access to the underlying data and costing information that influences contribution payments.  For example, the Commission has just completed several years of exhaustive examination of the contribution system and of the appropriate unbundled local loop costs.  Competitors that fully participated in this process were unaware that all of Bell Canada’s loop costing data was based on information from 1981, and that a 5-year study was underway to examine those costs.  To this day, competitors have had no opportunity to examine the validity of this 5-year Bell Canada costing study.  In a competitive environment, where contribution payments make up a large part of a service provider’s costs and these payments can not be controlled by or even forecast by new entrants, the presence of contribution constitutes a serious and significant barrier to entry.  

42. At the same time, the continued presence of contribution represents a real threat to residential telephone subscribers living in rural and remote areas.  Their rates are subsidized, but they know that at any time those rates can go up as a result of rate rebalancing, perhaps to levels several times higher than current rates.  Low-income customers are under constant threat that their access to vital telephone service may be jeopardized as a result of rate rebalancing. 

43. The RCI proposal eliminates the threat to competitors and residential customers in Bands E, F and G by eliminating contribution through a process of internal rate rebalancing.  Instead of lowering rates for businesses in large urban areas, rates are notionally “lowered” for customers in Bands E, F and G - the rate reductions are applied instead to the ongoing subsidy requirement for residential customers in Bands E, F and G.
  The result, at least for the foreseeable future, will be rate protection for rural customers in Bands E, F and G and protection from contribution payments for new entrants and competitors.  See the example provided following paragraph 52 below.  

44. These types of subsidies have been inherent in the regulation of telephone companies for over a century, and they may well promote economic efficiency.  To the extent that the subsidies prevent customers in rural and remote areas from dropping off the phone network as a result of rate rebalancing, economic efficiency is promoted.  In addition, it is well known that there are networking efficiencies to having as many users as possible on a network.  Subsidizing rural and remote customers may keep them on the network thereby promoting these networking efficiencies (also known as positive network externalities).  Finally, this proposal may result in distributive benefits.  Clearly distributive goals are served by assisting rural residential customers, especially if many of them represent low-income households.  

45. The RCI proposal may delay competitive entry in the provision of service to residential customers in Bands E, F and G.  However the current reality of the local telephone industry in Canada is that the introduction of competition in these rural and remote bands is still a long way off and even competitive entry in Band A for business customers is in doubt.  If competitive entry in the residential market for Bands E, F and G must be delayed to promote competition in the rest of Canada, this seems like a reasonable trade-off.  This is particularly true, given that competition in the residential markets in Bands E, F and G is at best, many years away.  Therefore the net present value of benefits from residential competition in these bands must surely be quite small.

46. Therefore, RCI submits that in order to achieve the objectives of the Telecommunications Act, the annual price cap rate adjustments must still take place in accordance with a proper Price Cap formula with an appropriate offset.  RCI submits that the Commission should maintain the current price cap formula:

PCIt = PCIt-1 (1 + It – Xt +/- Zt,),

where

PCIt

is the price cap index for year t





PCIt-1

is the price cap index for year t – 1




It

is the inflation factor for year t




Xt

is the productivity offset for year t

Zt
is the impact of any exogenous factors for year t which is not otherwise reflected in the formula

47. The Price Cap Index should apply to the revenues included in the set of service baskets subject to the price cap in the initial price cap regime in order to calculate the required change in revenues
.  The three existing Capped Revenue service sub-baskets, Residential Local Service, Single and Multi-line Business Local Services and Other Capped Services, should continue to be subject to the price cap formula and a fourth service sub-basket, namely Competitor Services
, should be added.


48. The Price Cap Index should be applied to the rates for Competitor Services and Other Capped Services, as currently defined so that each of the rates in these two sub-baskets is reduced by the percentage change in the Price Cap Index (from the application of the price cap formula);


49. The required revenue reduction for the Residential Local Services and Single and Multi-line Business Local Services baskets (Offset Revenue) should be calculated as the percentage change in the Price Cap Index times total Capped Revenue for these two service baskets (after having deducted HCSA costs);


50. Since the Commission determined in paragraph 78 a) of Decision 2000-745 that a productivity offset would apply directly to the Phase II costs of High-cost Serving Areas (HCSAs), these HCSA costs should be deducted from the Capped Revenue total.


51. The Offset Revenue reduction should then be applied by the ILECs in the following sequence:

· The Offset Revenue will first be applied to reduce or eliminate the Total Subsidy Requirement (TSR) for the year – offsetting rate increases otherwise necessary to bring rates closer to costs in Bands E, F, and G; 


· Any residual Offset Revenue will then be applied to Residential Local Services (excluding HCSAs) and Business Local Services. These Offset Revenues should be applied across the total revenues of the two sub-baskets.  Individual service and band rates should be permitted to increase at the rate of inflation subject to meeting this requirement.


52. The following example explains how the RCI proposal would work using Bell Canada’s estimated 2001 revenue numbers
 and a Price Cap Index of -2.0% per annum based on an assumed GDP-PI of 2.5% and the current 4.5% Productivity Offset.  It should be observed that RCI’s approach results in the elimination of Bell’s TSR within two years, leaving significant Offset Revenues available to reduce rates for Local Residential and Local Business services in the second and subsequent years of the price cap period.

Operation of Price Cap







Year 1

1.  Competitor Services and Other Capped Revenues
$1,367M

2 Required Revenue Reduction from Row1. (2% of $1,367M)
$27M

3.  Total Local Residential and Business Revenues 
$2,237M

4.  HSCA Costs
$352M

5.  Total Local Residential & Business Revenues less HCSA Costs
$1,885M

6.  Offset Revenue (2% of $1,885M)
$38M

17.TSR
$58M

8. Remaining TSR ($58M-$38M)
$20M

9. Remaining Offset Revenue 
$0M

Year 2

1.  Competitor Services and Other Capped Revenues (Assume that growth offsets rate reductions undertaken in Year 1)
$1,367M

2.  Required Revenue Reduction from Row 1 (2% of $1,367M)
$27M

3. Total Local Residential and Business Revenues(Assume 2% growth from Year 1)
$2,282M

4.  HCSA Costs 
$352M

5.  Total Local Residential & Business Revenues less HCSA Costs
$1,930M

6. Offset Revenues (2% of $1,930M)
$39M

7.TSR
$20M

8.  Remaining TSR ($20M-$39M)
$0M

9.  Remaining Offset Revenue
$19M

10. Required Percentage Rate Reduction in Total Local Residential and Business Revenues (excluding HCSA Costs) ($19M/$1,930M) 
0.98%

53. The current formula for the calculation of the TSR
 is as follows for each ILEC:

TSR = ([(PERS Revenue +$60)-(Phase II +15%)] x (# of Res. NAS)I

where

TSR 

is Total Subsidy Required

PERS 
is primary exchange residential service

 


i 

is the individual band E, F or G;

NAS 

is Network Access Service; and

 [(PERS Revenue +$60)-(Phase II +15%)] <0.

To reflect the RCI price cap proposal, the calculation of the TSR will be modified to define the revenue component of the calculation as (PERS Revenue + the ILEC Internal Rate Rebalancing Amount (“IIRR”) + $60), where the IIRR will be the amount of increase that would have occurred had the ILEC not reduced rates in order to meet the requirement of the price cap formula (the formula, PCIt = PCIt-1 (1 + It – X +/- Zt).  In the example shown above, assuming 1 million HCSA residential NAS, the IIRR per line in Year 1 would be $38 million divided by 1 million, or $38.  In Year 2, the IIRR per line would be the $38 still embedded in the overall ILEC rate structure plus $20 from the Year 2 adjustment of $20 million divided by 1 million NAS for a total IIRR of $58 in Year 2.  
54. RCI submits that costs associated with Service Improvement Plans or other exogenous public policy initiatives should be included in the price cap formula as exogenous factors.

55.  With maintenance of the current price cap rules, as modified above, Bell would be required to reduce rates to comply with the Price Cap Index calculated in the price cap formula.  Instead of permitting this rate reduction to be accomplished in the manner adopted by the ILECs over the past four years, i.e., to business services in the more urban areas of the country, Bell would be required to make reductions to its Competitor Services rates and Other Capped Services rates and reduce the total subsidy requirement while not implementing rate increases in Bands E, F, and G before applying rate reductions to local business services.

56. As a result of the RCI price cap proposal, retail rates will not increase in HCSAs, thereby remaining affordable, costs for competitors will continue to decline through lower Competitor Service rates and lower contribution payments, and local business rates will not automatically decline thereby improving the operating conditions for competitors and the attractiveness for entry in various markets.  At the same time, the plan will incent the ILECs to become more efficient and will continue to ensure them the opportunity to earn a reasonable return on investment.  RCI’s proposal therefore meets all of the Commission’s stated objectives for a viable price cap plan.

OTHER CONSIDERATIONS

I)
The Appropriate Productivity Offset

57. During the initial price cap period, the ILECs achieved large productivity improvements exceeding the TFP gains assumed in the Productivity Offset. In this regard, the initial price cap period was a true success.  RCI proposes that the methodology adopted in Decision 97-9 to calculate the Productivity Offset be maintained and apply for the next price cap regime. No compelling arguments have been presented that warrant methodological changes.  The ILECs have proposed changes to the methodology.  They propose to calculate productivity gains on the basis of a series of Phase II (PARC) studies of residential primary exchange service costs. These studies do not measure actual realized costs and have been the subject of very extensive adjustments.
  Therefore, these studies should not be used to calculate the productivity offset.

58. The ILECS argue that these studies, which address a subset of the companies services, are more appropriate than overall company TFP because the price cap constraint is to be applied only to the costs relating to HCSA residential service only.  As explained in this submission, it is inappropriate to apply the price cap formula only to this small component of the Utility segment.  Rather, the price cap formula should apply to a broader range of services than under the first regime. Therefore, the same methodology adopted in Decision 97-9 should be reconfirmed in the current proceeding.

59. Updating the numbers in the methodology to include the years 1998-2000 produces the following offset.

Table 1

Calculation of the Productivity Offset 

1.
Historical company-wide TFP gains


 5.0%

2.
Consumer productivity dividend



 1.0%

Expected company-wide productivity gain

 6.0%

3.
Less: Expected economy-wide productivity gain
-1.2%

4.
Plus: Expected input price differential


-0.5%


Target Productivity Offset




 4.3%

60. In terms of whether or not such productivity gains can be continued during the next stage of price caps, RCI notes that Bell realized TFP gains well in excess of the proposed 6.0% target in Table 1 (including the consumer dividend) during the 1997-2000 time period.

Table 2

Bell Canada Total Factor Productivity





Year



%

1997 8.2

1998 6.7

1999 7.2

2000 7.1

61. RCI submits that the incentives to achieve productivity improvements will only become stronger.  Over the initial price cap period, the ILECs were driven largely by the threat of competition and the ability to earn greater profits.  As noted above, sustainable facilities-based competition in all segments of the Canadian telecommunications marketplace has yet to take hold.  It is stronger in some areas than others.  As competition strengthens and expands to more markets and more service areas, RCI expects that the requirement to achieve productivity improvements will also strengthen.  RCI sees no reason to expect that productivity improvements will diminish over the next four years.  As shown above, recent annual TFP gains have been in the order of 7%.  

II) 
Length of the Next Price Cap Period
62.  RCI submits that four years is an appropriate minimum length for the next price cap period.  Four years will provide sufficient stability to all stakeholders.

III)
When it will be Appropriate to Relax the Current Rules
63.  The Price Cap rules and requirements should be maintained until such time as there is sufficient competition to warrant their modification and/or removal.  A change in the competitive landscape can be addressed during the next Price Cap Period without undertaking a comprehensive review of the whole price cap plan.  This can be done by adjusting the composition of service baskets to reflect the realities of the competitive market.

64. RCI notes that in Telecom Decision CRTC 94-19 – Review of Regulatory Framework the Commission established criteria to use to evaluate whether or not to forbear from regulation in a particular market.  The criteria were identified as follows:

a) The Commission should forbear when a market becomes workably competitive; 

b) A market cannot be workably competitive if the dominant firm possesses substantial market power; 

c) Market power is a function of three factors:

i) Market share held by the dominant firm;

ii) Demand conditions affecting responses of customers to a change in price of the product or service in question; and

iii) Supply conditions affecting the ability of other firms in the market to respond to a change in the price of the product or service;

d) High market share is a necessary but not sufficient condition for market power; other factors must be present to enable a dominant firm to act anti-competitively.

65. RCI submits that these rules should govern whether or not to relax the price cap rules for a particular service or rate band for the foreseeable future.   Further, since the forbearance analysis is a familiar procedure for the telecommunications industry in Canada, it will not create an undue regulatory burden or confusion in the market.  Including as a consequence of forbearance the elimination of price cap constraints should be a straightforward and logical approach.

IV) 
Optional Local Service
66. RCI supports the proposal that the treatment of Optional Local Service Revenues in place in the first Price Cap period be maintained for the next Price Cap period.  Specifically, Optional Local Service Revenues should not be included within a Capped Services basket. 

67. However, the Commission should retain the power to move Optional Local Services to within the Capped Services basket without a call to review the entire price cap structure, should sufficient local residential competition fail to materialize. 

68. As noted above, the Commission has undertaken, through PN 2000-175, to review the state of competition in Canada over the next five years through an annual survey.  The Commission will have the necessary information at its disposal to determine if any adjustments are required to the treatment of optional local services prior to the next review.

V) 
Exogenous Factors
69. RCI submits that the use of exogenous factors will continue to be appropriate in the next Price Cap period on an as needed basis.  Further, RCI expects that the Price Cap Index and subsequent rates will be adjusted, where necessary, in the second price cap regime to reflect changes to, or expiration of the exogenous factors applied during the initial price cap regime.

CONCLUSIONS

70. An effective price cap regime provides the appropriate rules and incentives to the incumbent local exchange carriers (ILECs) during the transition from a monopoly environment to an effectively competitive local environment.  Price cap regimes are designed to replicate the efficiency incentives found in competitive markets, while providing customers and competitors with protection from abuse of market power until such time as the advent of workable competition renders price cap regulation unnecessary.

71. It should be apparent to any observer of Canadian telecommunications that achievement of effective competition in the local exchange market is still a long way off, and has not developed to the extent anticipated during the CRTC’s public hearings on Local Competition and Price Caps in 1996.

72. As discussed in RCI’s Evidence, almost four years after the local market was opened to competition, a scant 1.4% of local lines are provided on a facilities basis by the ILECs’ competitors.  Moreover, the bulk of these lines are provided to business customers in larger urban centers.  Only small pockets of very limited competition exist in residential markets.  In the past year, many of the new entrants have exited the market leaving relatively few CLECs still in business.  Concern over this situation has led the Governor-in-Council to request the CRTC to monitor and report on the status of competition in various segments of the telecommunications market over the next five years.

73. In these circumstances, the need for a comprehensive price cap regime for ILEC Utility services remains as strong today as it was in 1997.  There is no justification for relaxing the rules in the manner proposed by the ILECs.

74. In RCI’s view, the appropriate objectives for a price cap regime remain unchanged.  These were restated by the Commission in Public Notice CRTC 2001-37:

a) to render reliable and affordable services of high quality, accessible to both urban and rural area customers;

b) to foster competition in the Canadian telecommunications markets;

c) to provide incumbents with incentives to increase efficiencies and to be more innovative, and with a reasonable opportunity to earn a fair return for their Utility segments; and

d) to implement a price cap plan that is simple, straightforward, easy to understand and reduces the regulatory burden to the greatest extent possible.

75. As stated by the Commission in its Public Notice, these objectives sought to balance the interests of three main stakeholder groups: consumers, incumbent telephone companies and competitors.

76. In RCI’s view, these objectives continue to be in the public interest on a going forward basis.  However, it is apparent in retrospect that not all of these objectives were satisfied by the first price cap regime and certain adjustments are required in the second price cap period to correct this imbalance.

77. While the initial price cap plan was successful in meeting the Commission’s third and fourth objectives, it failed to achieve the first and second.

78. The big winners under the initial price cap plan were clearly the ILECs, who earned record profits during the initial period and exceeded productivity targets incorporated in the initial offset.  In RCI’s view, the initial price cap plan also satisfied the CRTC’s fourth objective of being relatively simple to understand and administer.

79. However, it is equally clear that the initial plan failed to foster competition in the local exchange market at an acceptable level and, with the exception of business customers (in primarily urban areas), generally failed to deliver any benefits to residential customers or to customers in high cost service areas.  This resulted in a marked imbalance among stakeholders with the ILECs and urban business customers reaping most of the benefits afforded by the initial price cap plan.

80. Despite the fact that high levels of productivity improvements were achieved by the ILECs on a company-wide basis, these cost savings were generally not passed on to competitors through price reductions to Competitor or Other Capped Services, or to residential customers through price reductions to local exchange services.  Indeed, many residential customers experienced significant price increases during this period.

81. These results occurred under the initial price cap plan in part because of the failure of that plan to explicitly subject services in the Competitor and Other Capped service baskets to the price cap index, and in part due to the discretion that the plan gave to the ILECs to selectively reduce business and residential rates.  The ILECs exploited these features of the initial plan by targeting company-wide cost savings to the urban business market, where competition was beginning to surface, by failing to reduce rates for Competitor and Other Capped services despite cost reductions, and by raising rates in high cost areas where there was no threat of competition.  This put new entrants in a severe price squeeze and has served to discourage new entry by other potential entrants.

82. The initial price cap plan also discouraged the ILECs from passing any cost savings on to customers in high cost areas by prohibiting price reductions to subsidized services and allowing significant annual price increases for these services.  This left the ILECs with fewer options to spread cost savings across subscriber groups and led to more significant price cutting in the narrow market segments where they faced competition.

83. These problems with the initial price cap plan do not necessitate a complete overhaul of the plan.  As indicated above, the basic mechanics of the plan have worked well and have proven to be relatively simple to administer.  What is needed at this stage is an adjustment to the manner in which the price cap plan is applied to service baskets and the manner in which the benefits of net efficiency gains are apportioned among stakeholders.  The ILECs cannot be afforded the same degree of flexibility they enjoyed under the initial plan to target these benefits to select stakeholders.  The benefits of the plan must be redistributed to better accommodate those stakeholders that have yet to benefit from, or have actually been hurt by, the ILECs’ exploitation of the original plan.

84. RCI’s price cap proposal seeks to correct this imbalance in three ways.

85. RCI’s first proposal is to bring Competitor Services under the price cap plan as a capped service basket.  As part of this proposal, RCI proposes that the price cap index be applied directly to each service in this basket on an annual basis to ensure that company-wide cost savings are actually passed on to competitors.  Experience under the initial plan indicates that the ILECs should be afforded no discretion on how these price reductions are applied as they will undoubtedly be applied against the interests of competitors.

86. RCI proposes that Other Capped Services be treated in the same manner as Competitor Services.  While Other Capped Services are already included in the calculation of the overall PCI, there is currently no requirement to allocate costs savings to this service basket and prices for services are permitted to rise on an annual basis by the annual level of inflation.

87. These two proposals will help competition develop in the local market by ensuring that competitors benefit in an equitable manner from cost savings attributable to the services they acquire from the ILECs.

88. The third element of RCI’s proposal is designed to redress the failure of the initial price cap plan to spread the benefits of company-wide cost savings to customers in rural and remote areas of Canada known as HCSAs.  Under RCI’s plan, the Price Cap Index would be applied to revenues associated with all services in the Residential Local Services (excluding HCSAs) and Single and Multi-line Business Local services sub-baskets (the Local Service Baskets) to calculate the required change in revenues for the year in question.  The plan would then direct that the required revenue reduction for the Local Service Baskets be applied first to reduce or eliminate the ILEC’s particular Total Subsidy Requirement (TSR) for the year, before being applied to other services in the two sub-baskets comprising the Local Services Baskets.  Individual rates within these two sub-baskets would be permitted to rise at the rate of inflation subject to satisfying the overall price cap index for the two sub-baskets.

89. This proposal would insulate residential subscribers from the 10% annual price increases currently permitted under the initial price cap plan and significantly decrease the need to raise prices in HCSA’s during the price cap period.  This proposed change would also reduce or eliminate the ILECs’ revenue shortfall associated with bands E, F and G thereby correcting another impediment to competition in the Canadian telecommunications market.  By directing that customers in HCSA’s share in the benefits of price caps, the ILECs will have less money at their disposal to target for business rate reductions, thereby giving competition in local markets a chance to develop.

90. While it is true that this plan may reduce the opportunity for new entry in bands E, F and G, such entry is not anticipated during the second price cap period.  Moreover, the effect of this change in the price cap plan will not be much different from the current treatment of the ILECs’ service improvement plans.

91. As a result of the RCI price cap proposal, retail rates will not increase in HCSAs, thereby remaining affordable.  Costs for competitors will continue to decline through lower rates for Competitor Services and Other Capped Services and lower contribution payments, and local business rates will not automatically decline, thereby improving the operating conditions for competitors and the attractiveness for new entry in various markets.  At the same time, the plan will provide the necessary incentive for the ILECs to become more efficient and will continue to ensure them the opportunity to earn a reasonable return on investment.  RCI’s proposal therefore meets all of the Commission’s stated objectives for a viable price cap plan.

92. RCI’s proposed change to the price cap plan retain the integrity of the original plan and the mechanics for calculating the price cap index.  It therefore retains the basic elements of the plan that have proven to be both understandable and administratively simple to implement.

93. Using the existing methodology for calculating the PCI, RCI has calculated the target productivity offset at 4.3%.

94. RCI has proposed that the second price cap plan be established for a four year period like the initial plan.  As market segments become effectively competitive, the CRTC can forbear from price regulating on a service by service basis as is its current practice and remove forborne services from the Utility service baskets without a wholesale review of the plan.

*** End of Document ***

� The Companies(CRTC)16Mar01-405, Attachments and TELUS(CRTC)16Mar01-405, Attachments.


� For Bell, all but Band D business rates were reduced with the introduction of contracted options for local business service.  A similar approach was taken by MTS and TELUS (BC).


� Order in Council P.C. 2000-1053, released June 26, 2000.


� Table 3.


� Wednesday, July 25, 2001.


� 39% x 3.7% = 1.4%.


� Pages 179 and 180.


� As explained in The Companies(RCI)26Jun01-27, the productivity offset applies to the cost component of the TSR calculation. Bell provides its HCSA revenues for 2002 of $238.5M in The Companies(GT)26Jun01-2, Attachment (Revenues at Current Rates) and its HCSA TSR for 2002 of $58M in The Companies(CRTC)16Mar01-700, Attachment 3, Scenario 2, Revised July 16, 2001.  The amount of the target implicit subsidies provided by optional local services ($55M) is added back to determine the full cost in HCSAs.  HCSA costs are estimated to be the sum of $238.5M, $58M and $55M. 


� HCSA costs are estimated from The Companies(GT)26Jun01-2, Attachment (HCSA Revenues at current rates are $107.4M) and the TSR is from The Companies(CRTC)27Apr01-700 Attachment 3, revised July 16, 2001, ($18M), plus the amount of the target implicit subsidies provided by optional local services ($22.7M).


� The Companies(CRTC)16Mar01-405, Attachments and TELUS(CRTC)16Mar01-405, Attachments.


� Bell and Aliant forecast 14.3% and 17.4% after-returns on equity for the Utility segment for 2001 respectively (See The Companies(CRTC)16Mar01-405, Attachments 2B and 1B.)  Telus forecasts a 16.2% after-tax return on equity for the Utility segment for 2001 (See TELUS(CRTC)16Mar01-405, Attachment 9.)   


� The supra-normal profit levels realized over the 1998-2001 period are embedded in the existing rates and will be enjoyed by the ILECs on a continuing basis forever.


� RBC Dominion Securities forecasts an increasing EBITDA loss of $251M for 2001for Bell ExpressVu. See page 117 of the RBC Dominion Securities “Portable Telecom Directory” filed in response to interrogatory The Companies(RCI)26Jun01-23.  


� Losses for Bell ExpressVu and DSLservices would be even larger at the Net Income level.


� The direction of price changes for the various services within the various baskets are listed in Response to Interrogatory The Companies(AT&T)26June01-203, Attachment.


� 3% is determined by taking the new TSR estimate for 2002 divided by the result of the original TSR estimate for 2002 divided by the 1.5%.  i.e., $553.03M / ($311.63M/1.5%) = 2.66% or approximately 3%.


�If we assume that the $311.63M figure for 2002 is increased by 5.17 times, the same increase as Bell alone proposes based on its new cost study ($300M/$58M), or to $1,611M, it would imply a figure of 7.75%.


� The RCI approach is similar to that proposed by NBTel in 1998 when it sought to have productivity gains applied to toll contribution rates that were, at that time frozen.


� Services included in Capped Revenue service baskets are listed in The Companies(CRTC)16Mar01-205.  


� Competitor Services are listed in The Companies(CRTC)16Mar01-205 and in __________ (CRTC)27Apr01-800.


� The Companies(CRTC)16Mar01-107, Abridged, Update, July 16, 2001.


� Paragraph 78 of Decision 2000-745.


� See The Companies(CRTC)16Mar01-105, Attachment 1 and the Companies(RCI)26Jun01-18 for explanations of Attachments 1-10, the estimated data and the numerous adjustments to the data.


� The Companies(CRTC)16Mar01-102, page 3, Table 1.


� The Companies (Call-Net)26Jun01-302, page 2.


� The Companies(Call-Net)26Jun01-302, page 2.


� The Companies(CRTC)16Mar01-102, page 3.
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