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INFORMATION REQUESTED BY

CANADIAN RADIO-TELEVISION AND TELECOMMUNICATIONS COMMISSION


QUESTION:

REFER TO RCI’S EVIDENCE DATED 20 AUGUST 2001, PAGES 29 TO 32.  RCI PROPOSED THAT THE METHODOLOGY ADOPTED IN DECISION 97-9 TO CALCULATE THE PRODUCTIVITY OFFSET SHOULD BE MAINTAINED AND APPLIED TO THE NEXT PRICE CAP REGIME, AND INDICATED THAT THE X-FACTOR FOR THE NEXT PRICE CAP PERIOD SHOULD BE SET AT 4.3%.  IN ASSESSING THE REASONABLENESS OF THIS NUMBER, RCI EXAMINED, AMONG OTHER THINGS, BELL’S TOTAL FACTOR PRODUCTIVITY (TFP) FOR THE YEARS 1997 TO 2000.

A) PROVIDE DETAILED COMMENTS ON THE APPROPRIATENESS OF USING THE PROPOSED X-FACTOR OF 4.3% AS A PROXY FOR AN INDUSTRY-WIDE X-FACTOR, AS WELL AS A PROXY FOR THE SMALLER INCUMBENT LOCAL EXCHANGE CARRIERS (ILECS), SUCH AS ALIANT, MTS AND SASKTEL.

B) SHOULD RCI INDICATE THAT THE 4.3% X-FACTOR IS NOT AN APPROPRIATE PROXY FOR AN INDUSTRY-WIDE X-FACTOR NOTED IN PART A) ABOVE, PROVIDE AN INDUSTRY-BASED TFP CALCULATION, ALONG WITH AN INDUSTRY-WIDE X-FACTOR THAT RCI WOULD PROPOSE FOR THE NEXT PRICE CAP PERIOD.

ANSWER:

A) RCI concurs with the Commission determination in Decision CRTC 97-9 that an industry-wide X-factor is appropriate and that a small company adjustment, such as requested by MTS in the proceeding leading to that decision, is not required.  RCI notes that in Decision 97-9 the first component of the X-factor, namely Total Factor Productivity (TFP) was based on revenue-weighted TFP results for AGT, BCTel, Bell, MTS, MT&T and Island Tel.  

In its Evidence, RCI based its X-factor for the next price cap period on Bell Canada numbers alone.  There were three reasons for adopting this approach.  First, TFP numbers were not available for NewTel at the time of filing the evidence.  Second, Bell Canada presented a complete consistent time series of TFP numbers for the period 1988 to 2000, in contrast to many of the other filing companies, whose numbers omitted certain years.  Third, the input price differential adopted in Decision CRTC 97-9 relied upon data from Bell Canada alone.  While RCI agrees with the Commission determination in the decision that Bell’s input price differential is likely representative of the telephone industry as a whole, use of Bell Canada TFP numbers alone in conjunction with Bell’s input price differential eliminates any inconsistency. 

This being said, RCI would not object to the use of a revenue-weighted TFP number for the industry as opposed to the Bell-specific number.  Attachment 1 provides a calculation of an industry-wide TFP number based on the companies’ filings in this proceeding.  The resulting TFP number is 5.1% as opposed to the Bell-specific number of 5.0%.  Were such an approach to be adopted by the Commission, the RCI X-factor recommendation for the next price cap period would be 4.4%.

With regard to the smaller incumbent local exchange carriers, such as Aliant, MTS and SaskTel, a review of the TFP numbers on the record for these companies confirms that no small company adjustment is required as these companies have realized TFP gains comparable to or higher than Bell Canada.  The proposed TFP number of 5.0% or 5.1% used in the X-factor calculation has been achieved by these companies over the 1988-2000 timeframe and greatly exceeded in the 1997-2000 timeframe.  

B) See Attachment 1 for a calculation of the industry-based TFP number.  See Attachment 2 for an industry-wide X-factor.  RCI notes that the Bell Canada input price differential has again been used as a proxy for the industry in the calculation of the industry-wide X-factor.

Telco TFP Results
Attachment 1













Year
AGT
BCTel
Bell
MT&T
MTS
NBTel
SaskTel
New Tel
IslandTel
Total


%
%
%
%
%
%
%
%
%
 

1988
1.5

4.9
1.7

5.5
N/A
N/A
5.1


1989
4.5
9.2
7.0
1.7
2.7
3
N/A
N/A
-0.6


1990
1.7
7.0
4.6
2.3
1.5
6.5
N/A
N/A
-0.1


1991
11.1
7.0
4.2
2.6
3.1
5.0
N/A
N/A
3.4


1992
7.6
4.2
3.0
8.6
3.8
6.7
N/A
N/A
7.0


1993
10.7
7.6
0.6
1.4
4.8
8.1
N/A
N/A
-0.7


1994
7.0
4.0
3.0
1.6
4.7
6.6
N/A
N/A
5.3


1995
3.9
0.6
3.0
1.0
6.7
9.1
N/A
N/A
5.2


1996
N/A
N/A
5.3
3.4
N/A
5.3
N/A
N/A
5.1


1997
9.1
-2.7
8.2
11.3
5.2
4.4
10.4
N/A
6.2


1998
6.6
2.8
6.7
10.1
10.6
3.2
-3.0
N/A
7.1


1999
6.3
10.0
7.2
8.3
12.5
5.4
7.0
N/A
6.2


2000
10.4
4.4
7.1
3.7
6.7
14.5
5.4
N/A
20.1














Average Annual Change (%)
6.7
4.9
5.0
4.4
5.7
6.4
5.0
N/A
5.3














2000 Revenue ($M)
2,652.0
2,780.5
10,778.7
566.1
754.7
537.4
799.8

89.1
18,958













Revenue Weight
0.14
0.15
0.57
0.03
0.04
0.03
0.04

0.00
1.00













Weighted Productivity
0.94
0.72
2.83
0.13
0.23
0.18
 

0.03
5.06%

Sources:
The Companies(CRTC)16Mar01-102 PC Update, Table 1 for Bell, MT&T, NBTel and Island Tel 1988-2000 TFP 

The Companies(CRTC)16Mar01-102 PC Update, Table 1 for MTS 1997-2000 TFP 

1996 Stentor Price Cap Evidence, Table 2 for Telus, BC Tel and MTS 1988-1995 TFP

Telus(CRTC)16Mar01-102 for BC Tel and Telus 1997-2000 TFP

SASKTEL(CRTC)16Mar01-102 for SASKTEL 1997-2000 TFP

The Companies(CRTC)16Mar01-405 for Revenues for Bell, MT&T, NBTel, Island Tel and MTS

Telus(CRTC)16Mar01-405 for Revenues for BC Tel and Telus



SASKTEL(CRTC)16Mar01-405, Attachment for SASKTEL Revenue

Attachment 2

CALCULATION OF THE PRODUCTIVITY OFFSET

1. Historical industry-wide TFP gains



5.1%

2. Consumer productivity dividend




1.0%
Expected industry-wide productivity gain



6.1%

3. Less:  Expected economy-wide productivity gain

1.2%

4. Plus:  Expected input price differential 


          - 0.5%
Target Productivity Offset




4.4%

QUESTION:

REFER TO SASKTEL’S EVIDENCE DATED 31 MAY 2001, SECTION 3, PAGES 15 TO 22.  SASKTEL ARGUED THAT THE COMMISSION HAS ALREADY INCORPORATED SEVERAL PRODUCTIVITY REQUIREMENTS INTO THE SUBSIDY REQUIREMENT.  SASKTEL FURTHER STATED THAT IT DOES NOT CONSIDER IT NECESSARY, OR APPROPRIATE, TO FURTHER REDUCE THE SUBSIDY BY INCLUDING A PRODUCTIVITY OFFSET IN THE ANNUAL PRIMARY EXCHANGE SERVICE (PES) COST RECALCULATION, AND THAT NOT IMPLEMENTING A PRODUCTIVITY OFFSET FOR THE NEXT PRICE CAP PERIOD IS THE MOST EFFECTIVE WAY OF ACHIEVING POLICY OBJECTIVES SET OUT IN SECTION 7 OF THE TELECOMMUNICATIONS ACT.

PROVIDE RCI’S COMMENTS ON THE APPROPRIATENESS OF SASKTEL’S PROPOSAL.

ANSWER:

RCI does not support SaskTel’s proposal.  RCI notes that in paragraph 77 of Decision CRTC 2000-745, the Commission determined that:

“the use of a productivity offset to annually re-evaluate the TSR [would] be appropriate, provided that the estimated Phase II costs do not already take into account explicit productivity improvements.  Using this approach, the recalculation of the TSR in each year can be a relatively straightforward exercise, eliminating the need for annual cost studies.”

RCI does not have the detailed figures related to SaskTel’s claims that several productivity requirements have already been incorporated into the subsidy requirement.  Therefore, the onus is on SaskTel to validate these claims.  SaskTel has not quantified the extent to which the productivity requirements it has identified, would translate into an annual X factor.  Some of the items identified by SaskTel are partly productivity requirements and partly efforts by the Commission to benchmark SaskTel’s costs against the costs of other incumbent Canadian telcos.  Finally SaskTel has not identified those instances where the costing estimate exceeds the costs incurred in practice.

SaskTel is experiencing productivity gains – 5% on average over the past several years. Some of these productivity improvements are in Primary Exchange Services, and SaskTel has not established that all of these improvements are incorporated in its PES cost estimates.

For the reasons set out in its Evidence, RCI does not consider that using inflated PES costs is an effective way of achieving the policy objectives set out in Section 7 of the Telecommunications Act.
QUESTION:

REFER TO PARAGRAPH 28 OF RCI’S EVIDENCE DATED 20 AUGUST 2001 AND ITS STATEMENT THAT THE PRICE CAP INDEX (PCI) SHOULD BE APPLIED TO THE RATES FOR COMPETITOR SERVICES AND OTHER CAPPED SERVICES, AS CURRENTLY DEFINED, SUCH THAT EACH OF THE RATES IN THESE TWO SUB-BASKETS IS REDUCED BY THE PERCENTAGE CHANGE IN THE PCI.
DISCUSS THE RELATIVE MAGNITUDE OF ANTICIPATED RATE REDUCTIONS AND COMMENT ON THE ADMINISTRATIVE IMPLICATIONS OF THIS PROPOSAL GIVEN THE NUMBER OF SERVICES INVOLVED.

ANSWER:

The relative magnitude of anticipated rate reductions will depend upon the X-factor and the rate of inflation.  Paragraph 52 of RCI’s Evidence provides a reasonable estimate of the anticipated rate reductions for Competitor Services and Other Capped Services.  The assumptions result in a 2% annual reduction in rates amounting to a $27 million revenue reduction from these services, all other things being held constant, based on Bell Canada’s estimated 2001 revenue numbers.

With regard to the administrative implications of this proposal given the number of services involved, RCI believes that these rate reductions would be a straightforward matter as the percentage reduction would be applied to each rate.  RCI contemplates that the telephone companies would file a computer-mechanized listing of each current rate and the reduced rate indicating compliance with the reduction as is done currently under the first price cap regime.  Approval would be granted to the changed rates and revised tariff pages would be filed.  As this activity occurs only once a year, RCI does not foresee any administrative difficulty. 

QUESTION:

CONFIRM THAT THE SERVICES RCI PROPOSES TO INCLUDE IN ITS PROPOSED COMPETITOR SERVICES SUB-BASKET ARE THE COMPETITOR SERVICES LISTED IN THE RESPONSES TO INTERROGATORIES THE COMPANIES(CRTC)16MAR01-205 AND THE COMPANIES (CRTC)27APR01-800.
ANSWER:

RCI confirms that it proposes to include in its proposed Competitor Services basket all services currently classified as competitor services, including services in both responses to interrogatories listed above.

Further RCI notes that it does not support the movement of any services from this basket to the Uncapped basket for the next price cap period.

QUESTION:

COMPARE AND CONTRAST THE COMPETITIVE AND OTHER IMPLICATIONS OF RCI’S PROPOSED APPROACH TO COMPETITOR SERVICES WITH AN APPROACH WHEREBY THE MARK-UP ON COMPETITOR SERVICES WOULD BE REDUCED FROM 25% TO 15%, AS REFERRED TO IN INTERROGATORY ______(CRTC)27APR01-802.
ANSWER:

RCI’s price cap proposal does not address whether current going-in rate levels are set at the appropriate level for a service.  The proposal assumes that prices are set at the appropriate level.  RCI’s proposal addresses the functioning of price cap regulation on a going-forward basis.  RCI believes that cost savings through productivity improvements should be reflected in rate changes on an annual basis.  

RCI does not believe that its price cap proposal for Competitor Services should be replaced by a reduction in markup from 25% to 15%.  Such a reduction in markup would amount to an immediate 8% price reduction in contrast to the annual price changes that would flow from the price cap formula of inflation minus the X-factor.

RCI would note however, that if the going-in rates are too high as a result of an inappropriately high markup, rates should be adjusted downward at the start of the price cap regime.  This adjustment is a separate matter, distinct from future cost savings arising from productivity improvements over time.  Both of these issues must be addressed in the proper fashion to achieve a proper competitive marketplace.  

QUESTION:

THE COMMISSION NOTED IN FINAL RATES FOR UNBUNDLED LOCAL NETWORK COMPONENTS, TELECOM DECISION CRTC 98-22, 30 NOVEMBER 1998 (PARAGRAPH 504) THAT THE ASSIGNMENT OF COMPETITOR SERVICES IS GENERALLY PREMISED ON WHETHER THE SERVICE IN QUESTION IS IN THE NATURE OF AN ESSENTIAL SERVICE AND/OR IS PRIMARILY USED BY TELECOMMUNICATIONS SERVICE PROVIDERS.
PROVIDE, WITH REASONS, THE SPECIFIC CRITERIA THE COMPANY CONSIDERS SHOULD BE APPLIED TO ASSESS WHETHER A SERVICE IS USED PRIMARILY BY TELECOMMUNICATIONS SERVICE PROVIDERS.

ANSWER:

RCI considers that some or all of the following criteria are indicative of services used primarily by telecommunications service providers.

· The service is only available to telecommunications service providers, or a class of service providers, i.e., including but not limited to services provided to Wireless Service Providers, Paging Service Providers and Competitive Local Exchange Carriers.

· The service is listed in the ILECs’ Carrier Access Tariff and / or is purchased through the ILEC’s Carrier Services Group.

· Telecommunications service providers in the provision of services to end-customers predominantly use the service.

· The service is eligible for deduction in the calculation of contribution-eligible revenues, pursuant to the revenue-based contribution collection mechanism, Decision CRTC 2000-745.

RCI submits that these criteria will permit consistent treatment across all ILEC operating territories.  Further, they should capture all services used by various telecommunications service providers and not simply those that use unbundled local network components.  This will allow for more equitable treatment of all telecommunications service providers.

QUESTION:

RCI HAS PROPOSED THAT THE ILECS’ COMPETITOR SERVICES BE TREATED AS SEPARATE SERVICES BASKET AND THAT THE RATES FOR THESE SERVICES BE REDUCED AT THE PCI LEVEL.  SOME OF THESE COMPETITOR SERVICES (I.E., VARIOUS ACCESS SERVICES PROVIDED TO COMPETITIVE LOCAL EXCHANGE CARRIERS (CLECS), WIRELESS SERVICE PROVIDERS AND INTEREXCHANGE CARRIERS) ARE ALSO PROVIDED BY THE COMPETITORS, VIA THEIR TARIFFS, TO INTERCONNECTING CARRIERS.
IN LOCAL COMPETITION, TELECOM DECISION CRTC 97-8, 1 MAY 1997 (DECISION 97-8), THE COMMISSION DETERMINED THAT CLECS WERE REQUIRED TO PROVIDE ACCESS SERVICES AT TERMS EQUIVALENT TO THOSE OF THE ILECS.

PROVIDE, WITH JUSTIFICATION, RCI’S VIEW AS TO WHETHER THE INTERCONNECTION SERVICES OFFERED BY CLECS SHOULD BE PRICED AT THE LEVEL THAT RCI HAS PROPOSED FOR THE ILECS’ RATES.

ANSWER:

It is RCI’s understanding that in paragraphs 190 and 192 of Telecom Decision CRTC 97-8, the Commission determined that CLECs were required to file proposed tariffs for IX equal access and for WSP interconnection equivalent to the terms and conditions contained in the ILEC tariffs, “justifying any departure therefrom.” (Emphasis added.)  As far as RCI is aware, there have been no issues with this determination.

RCI would recommend that, following the Commission determinations in this proceeding, the Commission issue a “show-cause” proceeding for CLECs regarding rate levels for these services on a going-forward basis.

QUESTION:

REFER TO DECISION 97-8 AND RELATED DECISIONS.
A) PROVIDE RCI’S VIEW ON WHETHER ALL REGULATORY BARRIERS TO ENTRY INTO THE LOCAL MARKET HAVE BEEN REMOVED.

B) DESCRIBE SOME OF THE FACILITIES AND SERVICES, IN ADDITION TO UNBUNDLED LOCAL LOOPS AND ESSENTIAL FACILITIES, REQUIRED BY COMPETITORS AND PROVIDE COMMENTS AS TO WHETHER THE COST OF THESE REQUIRED FACILITES AND SERVICES LIMIT ENTRY INTO THE MARKET.

ANSWER:

A) There are a number of regulatory items that deter entry into the local market. 

Contribution payments have been a serious impediment to entry by telephone company competitors since Decision 92-12.  

The high regulated prices for Competitor Services have harmed competitors in current contested markets and deterred entry into new markets. See RCI(TELUS)31Aug2001-2 for a description of the difficult process to reduce rates. 

Regulations that permit the bundling of monopoly local services with other services in new and contested markets serve to perpetuate the local monopolies and harm competitors in their market offers.  Permitting the linking of additional business local rate decreases with the selection of Bell as the customer’s PIC harmed local telephone competition development because it harmed the long distance arms of the potential competitors. Where local telephone markets are monopolies and other companies cannot replicate this type of bundling, it should not be permitted.  

In the proceeding leading to Joint Marketing and Bundling, Telecom Decision 98-4, the Director of Investigation and Research, Competition Act and others argued that competitive criteria should be met prior to allowing the bundling of local exchange and competitive services.  In rejecting that argument, the Commission noted that with the introduction of local competition in Decision 97-8 the marketplace had evolved.  The Commission considered that its framework struck an appropriate balance between concerns about the potential for anti-competitive price abuses and the concerns of the Stentor companies regarding their ability to provide cost-effective integrated solutions. 

Some three and a half years later, competition has clearly developed more slowly than anticipated, where it has developed at all.  The ability to bundle monopoly local services with other services poses a significant regulatory impediment to competitors and potential new entrants alike in the absence of any form of competitive threshold.

B) With regard to unbundled local loops, RCI submits that unbundled loops are, at best, a transitional device to assist in achieving facilities-based competition. Unbundled loops and all other entry strategies that involve regulated resale depend on regulatory decisions for their success.  Ultimately then, the success or failure of the venture depends on costing methodologies, which are controlled by the incumbent competitor and which can change, often dramatically, without warning.  This creates considerable uncertainty for entrants.  Accordingly, mandating the provision of new facilities and services or changing the rates for existing facilities and services may have very little impact on entry, where resold components constitute a large part of the entrants network. 

Access to municipal rights of way and access to buildings create formidable barriers to entry.  Recent decisions of the Commission have reduced these barriers considerably.

QUESTION:

REFER TO THE RESPONSE TO INTERROGATORIES THE COMPANIES (CRTC)26JUN01-1400 AND TELUS(CRTC)26JUN01-1400.  THE RESPONDENTS HAVE INDICATED THAT EXISTING REPORTS, SUCH AS SPLIT RATE BASE AND INTERCORPORATE TRANSACTIONS, NO LONGER PROVIDE USEFUL INFORMATION FOR MONITORING COMPANIES REGULATED ON THE BASIS OF PRICE CAPS.
PROVIDE RCI’S VIEWS ON THE REPORTING REQUIREMENTS THAT SHOULD BE MAINTAINED OR INTRODUCED IN ORDER FOR THE COMMISSION TO BE ABLE TO MONITOR THE NEXT PRICE CAP REGIME.

ANSWER:

RCI believes that the Split Rate Base report continues to provide useful information for monitoring the incumbent telephone companies.  The report provides insight into the economic status of the telephone company and the Utility segment in particular.  With virtually no competition, the incumbents will continue to request substantial increases in PES rates and Optional Local Service rates.  The profitability of the Utility segment must be looked at in assessing these requests.   If the Split Rate Base report is eliminated the Commission will not have necessary information for assessing rates.  

Split Rate Base reports are also useful in supporting and understanding the Total Factor Productivity calculations provided by the telephone companies at the time of a price cap review.  The impact of productivity in terms of Net Income and Return on Equity for the Utility segment can clearly be seen in the Split Rate Base report.

With regard to inter-corporate transaction reports, RCI is unaware of any regulatory determination in the recent past made on the basis of information contained in these reports. 

RCI concurs with the substantial concerns raised by GT Telecom and Call-Net, in particular, in this proceeding with regard to the activity of affiliates under the telephone company corporate umbrella.  Although it does not appear that the inter-corporate transaction reports assist in controlling these arrangements to the extent that the inter-corporate transaction reports do or can be modified to assist in addressing these concerns, the reports should be maintained and modified if required.

RCI notes that the current processes for these reports have no transparency.  The reports have utility only for the Commission given the extreme level of confidentiality claimed by the ILECs and upheld by the Commission. 

QUESTION:

REFER TO PARAGRAPH 54 OF RCI’S EVIDENCE DATED 20 AUGUST 2001, WHICH PROPOSES THAT PUBLIC POLICY INITIATIVES SUCH AS SERVICE IMPROVEMENT PLANS (SIPS) BE INCLUDED IN THE PRICE CAP FORMULA AS EXOGENOUS FACTORS.
A) PROVIDE RCI’S RATIONALE AS TO WHY AN EXOGENOUS FACTOR WOULD BE THE MOST APPROPRIATE WAY TO RECOVER SIP COSTS.

B) INDICATE WHETHER THE PROPOSED EXOGENOUS FACTOR WOULD BE APPLIED EACH YEAR OF THE PRICE CAP REGIME BASED ON THE ANNUAL SIP REVENUE REQUIREMENT IN THAT YEAR, OR WHETHER THERE WOULD BE A ONE-TIME EXOGENOUS FACTOR REFLECTING THE PRESENT WORTH OF THE ANNUAL REVENUE REQUIREMENTS OVER THE SIP ROLL-OUT PERIOD.

C) INDICATE HOW THE SIP RECOVERY AMOUNT (S) WOULD BE ALLOCATED AMONG SERVICE CATEGORIES, WITH SPECIFIC REFERENCE TO RESIDENCE PES IN HIGH-COST SERVING AREAS (HCSAS), RESIDENCE PES IN NON-HCSAS, BUSINESS SERVICES IN NON-COMPETITIVE AREAS, COMPETITOR SERVICES, AND SERVICES PROPOSED BY COMPANIES NOT TO BE SUBJECT TO UPWARD PRICING CONSTRAINTS (E.G., OPTIONAL LOCAL SERVICES, BUSINESS SERVICES IN COMPETITIVE AREAS).

ANSWER:

A) In CRTC Decision 97-9, at paragraph 105, “The Commission determine[d] that a Z-factor or exogenous factor adjustment will be considered for inclusion in the PCI for events or initiatives which satisfy the following: (1) they are legislative, judicial or administrative actions which are beyond the control of the company; (2) they are addressed specifically to the telecommunications industry; and (3) they have a material impact on the Utility segment of the company.”

RCI believes that Service Improvement Plans (SIP) are administrative actions, which are beyond the control of the company that are specifically addressed to the telecommunications industry and have a material impact on the Utility segment of the company.  SIPs are activities ordered by the CRTC to meet the public interest.  These programs are generally of a time-limited nature and consequently are best included in the price cap formula as exogenous factors in order that their impact not be maintained in rate levels indefinitely.

B) While either of the approaches proposed in the question could be adopted, RCI prefers the first approach in which the factor would be applied each year based on the annual SIP revenue requirement in that year as there is a better matching of revenues with expense for the year. 

C) RCI submits that the SIP recovery amount should be allocated to Offset Revenue used to reduce the TSR and rates in the Residential and Business Single and multi-line baskets.  No portion of the SIP recovery amount is allocated to Competitor Services or Other Capped Services.  In RCI’s proposal, the SIP recovery amount would first go to reduce the Offset Revenue that is to first be applied to reduce or eliminate the Total Subsidy Requirement for the year. The SIP costs do reduce the speed with which the TSR would be eliminated and subsequently, the rate of price reductions for residential and business local service.  RCI considers this to be an appropriate approach given that SIPs involve local telephone service. 

QUESTION:

PLEASE CONFIRM OR CORRECT OUR UNDERSTANDING OF RCI’S PRICE CAP PROPOSAL, AS DESCRIBED BELOW:
A) THERE WOULD BE NO OVERALL BASKET.

B) THERE WOULD BE FOUR BASKETS: COMPETITOR SERVICES, BASIC RESIDENTIAL, BUSINESS, AND OTHER CAPPED.  HOWEVER, THE RES AND BUS BASKETS ARE EFFECTIVELY ONE, AS THE FORMULA DOES NOT REQUIRE SEPARATE BASKETS FOR EACH.

C) IN THE COMPETITOR SERVICES AND OTHER CAPPED BASKETS, THE PCI WOULD APPLY TO EACH INDIVIDUAL SERVICE, PERMITTING NO RATE FLEXIBILITY.

D) IN THE BASIC RES + BUS BASKET, THERE IS NO PRICE CAP. INSTEAD, RATE INCREASES ARE CONSTRAINED ONLY BY A REVENUE CAP. THE REVENUE CAP WOULD APPLY TO THE BASKET AS A WHOLE, PERMITTING PRICING FLEXIBILITY SUBJECT TO AN INDIVIDUAL RATE CAP OF INFLATION.

E) SINCE BUS AND RES ARE LINKED, REQUIRED REDUCTIONS MAY BE REALIZED EXCLUSIVELY THROUGH BUS RATE REDUCTIONS, WITH RES RATES INCREASING BY AS MUCH AS INFLATION.

F) BEFORE OFFSET REVENUES ARE APPLIED TO RATES WITHIN EITHER THE BASIC RES OR BUS BASKETS, THEY WOULD BE APPLIED TO ELIMINATE THE ILEC’S TSR.  COULD ILECS INCREASE LOCAL RATES AND USE ADDITIONAL REVENUE TO ACCELERATE ELIMINATION OF TSR?

G) THE ONLY BINDING CONSTRAINT ON BASIC RESIDENTIAL RATES IS THE INDIVIDUAL RATE CAP OF INFLATION (WHICH ALSO APPLIES TO BUSINESS RATES).

ANSWER:

A) Yes.

B) Yes.

C) Yes.

D)  The RCI price cap proposal in this proceeding does include a price cap index (PCI) that applies to the sum of the residential and business baskets.  However, until the Total Subsidy Requirement (TSR) is eliminated, the combined residential and business basket does not require rate decreases.  The reduction in the PCI is applied to the quantum of the residential and business revenues in the previous year to calculate the “Offset Revenue” amount.  The Offset Revenue is then applied against the TSR.  The PCI remains at 1.0 for residential and business rates until the TSR is eliminated.  Once the TSR is eliminated, the PCI decreases and residential and business rates must be changed to satisfy the PCI.

In the example provided in paragraph 52 of RCI’s Evidence in Year 1, the reduction in the PCI of 2% is applied against total residential and business revenues less HCSA costs (because the productivity offset has been applied directly to these costs to reduce the TSR) to calculate the Offset Revenue of $38M used to reduce the TSR.  There is no reduction in residential and business rates.  The PCI remains at 1.0.

In Year 2, the same calculation is performed.  The remaining Offset Revenue, after the TSR is eliminated, must be dispersed through residential and business rate decreases in order to satisfy the PCI.  See lines 9 and 10 of Year 2 example in paragraph 52.  The price cap index would be 1 minus 0.0098 or .9902 of the starting rate level on average.  If the example were continued to provide a Year 3 illustration using the same assumptions, the residential and business price cap index would decrease from .9902 by 2% to .9704.  

The RCI proposal does permit ILECs to increase local rates up to the rate of inflation and use the additional revenue to accelerate the elimination of the TSR.  The revenue generated by the rate increase would have to be directed dollar-for-dollar to the elimination of the TSR.  Once the TSR has been eliminated, individual rate increases up to the rate of inflation must be accommodated within the overall requirement to meet the price cap index.

E) The RCI proposal does permit rate reductions required to satisfy the PCI to be realized exclusively through business rate reductions with residential rates increasing by as much as inflation since the business and residential baskets are linked. 

F) Yes.

G) Yes.

QUESTION:

PLEASE EXPLAIN IN FULL THE RATIONALE FOR AND IMPLICATIONS OF APPLYING THE FORMULA TO REVENUES AS OPPOSED TO COSTS, IN RESPECT OF THE BASIC RES AND BUS BASKET(S).  IN SO DOING, PLEASE CONFIRM THAT TOTAL REVENUE WILL BE CONSTANT UNTIL THE TSR IS ELIMINATED, THEN IT WILL DECREASE BY THE CALCULATED OFFSET REVENUES. HENCE, IF TOTAL NAS DECLINES, RATES COULD BE INCREASED TO ACHIEVE TARGET REVENUE (SUBJECT TO INDIVIDUAL RATE CAP).  ALTERNATIVELY, IF TOTAL ILEC NAS INCREASES, RATES WOULD HAVE TO DECLINE IN ORDER TO ACHIEVE TARGET REVENUE (PREVIOUS YEAR REVENUE MINUS OFFSET REVENUES).
ANSWER:

Price cap regulation involves the application of the price cap formula to revenue-weighted prices.  Total revenue in the basic residential and business baskets will not remain constant as revenue will increase or decrease as a result of changes in the number of lines and demand for other services in the baskets.  The price cap index applied to the combination of the residential and business baskets will remain constant at 1 until the TSR is eliminated.  This index will then decrease by the price cap formula each year.  

As explained in part D of RCI(ARCetal)31Aug20001-1, a revenue calculation based on the combined residential and business baskets relates only to identifying the “Offset Revenue” that is to be applied to the reduction or elimination of the TSR.  Once the TSR is eliminated, there is no need to calculate Offset Revenue.  The binding constraint will be the price cap index.  Consequently, the circumstances described in the last two sentences of the question do not arise. 

QUESTION:

PLEASE EXPLAIN WHY RCI PROPOSES TO MAINTAIN THE LINK BETWEEN BUSINESS AND RESIDENTIAL RATES GIVEN THE PROBLEMS IT HAS CAUSED UNDER THE CURRENT REGIME.
ANSWER:

The RCI proposal reduces the linkage between business and residential rates as compared to the first price cap regime.  In the first price cap regime, the price cap index (PCI) applied to a single basket consisting of Residential, Business Single and Multi-line, and Other Capped Services.  These Other Capped Services are typically business services. All services within the cap are codependent in terms of satisfying the PCI.  The price cap constraint could be achieved by rate changes in any of the capped services.  Under the RCI proposal, there is no longer a link between Residential and Business Single and Multi-line baskets on the other hand, and the Other Capped Services basket on the other.  A link does remain between Residential and Business Single and Multi-line baskets.  This link provides the telephone companies with an appropriate level of price flexibility as the industry attempts to transition towards a competitive marketplace. 

QUESTION:

PLEASE EXPLAIN HOW ELIMINATION OF THE SUBSIDY WILL FACILITATE COMPETITION AND RELIANCE ON MARKET FORCES IN AREAS WHERE THE COST OF SERVICE EXCEEDS RATE LEVELS.
ANSWER:

The elimination of the subsidy will not facilitate competition and reliance on market forces in the short-run in areas where the cost of service exceeds rate levels.  As explained in paragraph 45 of the RCI Evidence, 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.  Simply put, competitors will not be addressing high-cost serving areas, until they have exhausted opportunities in low-cost serving areas.  As low-cost serving areas have barely been touched, concern about the elimination of the subsidy affecting competition in remote locations is misplaced.  

QUESTION:

AS SET OUT IN PARAGRAPH 48 OF ITS PROPOSAL, RCI STATES THAT THE PRICE CAP INDEX SHOULD BE APPLIED TO THE RATES FOR COMPETITOR SERVICES AND OTHER CAPPED SERVICES.
IS IT RCI’S PROPOSAL THAT THE ILECS SHOULD HAVE COMPLETE FLEXIBILITY IN APPLYING THE PCI TO THESE TWO BASKETS.  THAT IS, THE ILECS MAY EFFECT ANY COMBINATION OF INCREASES AND DECREASES TO THE RATES FOR SPECIFIC SERVICES PROVIDED THAT THE NET EFFECT IS TO ACHIEVE THE PCI.

IF SO, PROVIDE RCI’S VIEW AS TO THE EXTENT ITS PROPOSAL WOULD PROVIDE THE ILECS WITH THE OPPORTUNITY TO STRATEGICALLY APPLY INCREASES AND DECREASES TO THE DETRIMENT OF COMPETITORS.

ANSWER:

Paragraph 48 of the RCI’s proposal states that “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 are reduced by the percentage change in price cap index (from the application of the price cap formula)” (emphasis added).

RCI’s proposal does not give the ILECs any flexibility in applying the price cap index to these two baskets.  RCI put this proposal forward in order to eliminate the concern expressed by Call-Net in the question that providing ILECs with flexibility for specific service rates would give an opportunity to strategically apply price increases and decreases to the detriment of Competitors.  Such strategic activity would be rational behaviour on the part of the telephone companies, were they to be given such flexibility.  

QUESTION:

IN PARAGRAPH 59 OF ITS SUBMISSION, RCI PROPOSES USING HISTORICAL COMPANY-WIDE TPF GAINS OF 5.0% IN THE CALCULATION OF THE PRODUCTIVITY OFFSET.  IN PARAGRAPH 60, RCI SETS OUT THE ACTUAL PRODUCTIVITY GAINS REALIZED BY THE ILECS DURING THE FIRST PRICE CAP REGIME AND IN PARAGRAPH 61, RCI SETS OUT ITS REASONS AS TO WHY PRODUCTIVITY GAINS WILL LIKELY REMAIN HIGH.  IN LIGHT OF THE STATEMENT MADE IN PARAGRAPH 61, PROVIDE RCI’S VIEW AS TO WHY IT WOULD NOT BE MORE APPROPRIATE TO USE THE PRODUCTIVITY GAINS DURING THE FIRST PRICE CAP REGIME IN DETERMINING THE OFFSET FOR THE SECOND REGIME, RATHER THAT THE HISTORICAL GAINS.
ANSWER:

RCI based its Bell Canada TFP gain of 5% over the 1988-2000 timeframe.  This timeframe is long enough to smooth year-to-year fluctuations and business cycle variations.  RCI proposes that a consumer productivity dividend, or stretch factor, of 1% be added to the long-run TFP number.


RCI is aware that the resulting 6% TFP target is less than the TFP realized by Bell Canada on average over the 1998-2000 timeframe under the first price cap regime.  However, RCI believes that this is a fair target for the various stakeholders, subscribers, telephone company shareholders and Competitors.  This TFP target of 6% prior to the inclusion of the impact of expected economy-wide productivity gain and expected input-price differential, is an increase from the corresponding 5.2% number set by the Commission in Decision 97-9.  To this extent, the proposed target does reflect the greater productivity realized by the telephone companies over the first price cap regime period as compared to the longer run experience.  

QUESTION:

PROVIDE A CURRICULUM VITAE FOR EACH WITNESS SCHEDULED TO APPEAR ON RCI'S BEHALF AT THE ORAL HEARING.

ANSWER:

The only witness that RCI has scheduled to appear at the Oral Hearing is Mr. David J. Watt.  His curriculum vitae is provided below. 

Mr. David J. Watt – Curriculum Vitae
David Watt is Vice President, Business Economics, Rogers Communications Inc. 

Mr. Watt’s responsibilities at Rogers focus on business planning and related financial modelling and competitive analyses.  Mr. Watt joined Rogers in September 1995, after 13 years with Unitel Communications Inc.  

Upon joining Rogers, Mr. Watt was seconded to the Canadian Cable Television Association as Senior Vice President, Economics and Telecommunications to lead the Canadian cable industries’ activities in establishing the regulatory terms and conditions for local telephone service interconnection and competition and for cable company data communication services.  Mr. Watt also served as Interim President of the Association for a five-month period in 1999 prior to returning to Rogers on a full-time basis. 

At Unitel, Mr. Watt held various positions and served as Vice President, Pricing and Economics from July 1991 to September 1995.

Mr. Watt has appeared as a witness before the CRTC on numerous occasions since 1984 in both broadcasting and telecommunications proceedings.  On telecom matters, he testified most recently in the proceedings leading to Decision 97-8, Local Competition and Decision 97-9, Price Cap Regulation and Related Issues.  

Mr. Watt holds B.A. and M.A. degrees in Economics from the University of Toronto and is a Certified Management Accountant (CMA). 

QUESTION:

PROVIDE RCI'S VIEWS ON AT&T'S PROPOSAL AS PROVIDED IN AT&T'S 20 AUGUST 2001 SUBMISSION.

ANSWER:

RCI reserves the right to provide its views regarding AT&T’s proposal following a further examination of the issues raised by AT&T through cross-examination at the Oral Hearing.  Any such views will then be provided in the Final Comment and Reply Comment phases of this proceeding.

QUESTION:

PROVIDE RCI'S VIEWS ON CALL-NET'S PROPOSAL AS PROVIDED IN CALL-NET'S 20 AUGUST 2001 SUBMISSION.

ANSWER:

RCI reserves the right to provide its views regarding Call-Net’s proposal following a further examination of the issues raised by Call-Net’s through cross-examination at the Oral Hearing.  Any such views will then be provided in the Final Comment and Reply Comment phases of this proceeding.

QUESTION:

PROVIDE RCI'S VIEWS ON ARC ET AL'S PROPOSAL AS PROVIDED IN ARC ET AL'S 20 AUGUST 2001 SUBMISSION.

ANSWER:

RCI reserves the right to provide its views regarding ARC et al’s proposal following a further examination of the issues raised by ARC et al’s through cross-examination at the Oral Hearing.  Any such views will then be provided in the Final Comment and Reply Comment phases of this proceeding.

QUESTION:

AT PARAGRAPHS 35 TO 37 OF ITS SUBMISSION, RCI PROPOSES THAT RATES FOR COMPETITOR SERVICES BE ADJUSTED ANNUALLY BY AN EXPLICIT PRODUCTIVITY FACTOR.  WOULD RCI SUPPORT RESETTING THE RATES FOR THESE SERVICES AT THE OUTSET OF THE NEXT PRICE CAP PERIOD TO REMOVE ANY EXPLICIT PRODUCTIVITY FACTORS THAT WERE INCORPORATED INTO THE CURRENT RATES TO ENSURE THAT PRODUCTIVITY IS NOT RECOGNIZED TWICE IN THE ANNUAL SETTING OF THESE RATES.

ANSWER:

RCI submits that it is not necessarily inappropriate that productivity is recognized twice in the setting of rates.  In fact, as witnessed by RCI in the setting of Third Party Access rates for cable providers of high speed Internet services, despite the fact that cable providers had included productivity in the proposed rates, the Commission further applied additional aggressive productivity adjustments.

RCI is concerned that any attempt to remove any productivity factors from Phase II cost studies to support rates for Competitor Services may be further complicated by the fact that, according to Response to Interrogatory The Companies(CRTC)27Apr01-800, there are many Competitor Services for which the Companies are unsure of the methodology used to set the rates.

RCI further submits that where the productivity assumptions included in the development of the Phase II studies for the various Competitor Services were lower than actual productivity levels achieved, these rates are already too high.  Therefore, annual adjustments are not only warranted, they are over-due.

RCI notes again that there is a complete lack of transparency in the Phase II process for competitors.  Competitors have no visibility into the numbers and understandably are dubious about productivity and cost claims in Phase II studies. It is likely that the incumbents that are in control of the costing information would reset those rates where previous cost estimates were too low but would not reset those rates where previous cost estimates were too high.  Indeed, this is a reason why Price Cap regulation with an appropriate X-factor is preferred to rate-base, rate-of-return regulation.

QUESTION:

THE RCI EXAMPLE PROVIDED AT PARAGRAPH 52 OF RCI'S SUBMISSION EXCLUDES THE APPLICATION OF AN INFLATION FACTOR TO HCSA COSTS.  IS RCI PROPOSING THAT AN INFLATION FACTOR NOT BE USED IN THE ANNUAL RECALCULATION OF THE TOTAL SUBSIDY REQUIREMENT?

ANSWER:

It is RCI’s understanding that the results of Phase II costing studies used to support the calculation of the Total Subsidy Requirement (“TSR”) are expressed in nominal dollars.  Further, RCI expects that inflation factors will continue to be incorporated into Phase II studies, and since the Commission did not direct ILECs to exclude inflation factors from HCSA cost assumptions, no further inflation-related adjustments are required in the annual recalculation of the TSR.

QUESTION:

REFERENCE - EVIDENCE RCI, AUGUST 20, 2001, PARAGRAPH 13

INDICATE WHETHER THE HURDLES FOR CABLE COMPANY ENTRY INTO RESIDENTIAL LOCAL PHONE ARE MATTERS OF A TECHNICAL OR OF A FINANCIAL NATURE, OR BOTH.
DESCRIBE EACH OF THE TECHNICAL AND FINANCIAL BARRIERS REFERENCED IN (A) ABOVE.

ANSWER:

The hurdles for cable company entry into residential local phone service are interdependent matters of both a technical and financial nature.

At the fundamental transmission technology level there are two facilities-based technologies for providing local phone service contemplated by cable companies, circuit-switched and Internet protocol (IP).  The commercially offered residential phone service of Cox Communications and AT&T Broadband in the United States and Eastlink Communications in Canada today utilize standard circuit-switched technology.  Other cable companies have chosen not to implement this technology and are awaiting the development of Internet protocol technology to the extent that they have interest in offering local telephone service. Internet protocol technology to provide local phone service over cable plant is still in development and has not been commercially deployed.

In addition to settling on the fundamental transmission technology, a principal technical and financial issue for cable companies in providing life-line local phone service is the need to provision network or standby power so that phone service would continue uninterrupted in the case of a hydro utility power failure.  This requirement poses both a technical and financial challenge of large order. 

Other hurdles involve expanding the transmission capacity of the local distribution plant to handle the telephone traffic loads, installing switching functionality, implementing information systems for both telephone service operating support systems and telephone service business support systems and marketing and selling the service. Each of these hurdles involves complex technical work and has a large financial cost.  The technical solutions and associated costs are assessed against the retail price of services in the market and the propensity of customers to switch local phone service to the cable company.

QUESTION:

REFERENCE - EVIDENCE RCI, AUGUST 20, 2001, PARAGRAPH 26

TO THE EXTENT POSSIBLE, GIVEN THE RECORD TO DATE, USING RCI’S METHODOLOGY (OR BY OTHER MEANS), PROVIDE RCI’S ESTIMATE OF ADDITIONAL REVENUES THAT WOULD ACCRUE TO TELUS AS A RESULT OF THE ELIMINATION OF THE EXISTING 4.5% OFFSET.
ANSWER:

RCI’s estimate of the additional revenues that would accrue to TELUS as a result of the elimination of the existing 4.5% offset is as follows:

It is estimated that the offset would apply to $1,510.1M in 2001 using the current formula.  Under the ILEC proposal, the offset would now apply only to HCSA costs.  RCI estimates TELUS’ HCSA costs as its estimated HCSA Revenue plus its estimated TSR plus the implicit subsidies from optional local services.  This amounts to $212M ($131.9M + $54.7M + $25.4M).  

Therefore, the additional revenues that would accrue to TELUS are ($1,510.1-($131.9M+54.7+25.4)) x 4.5%, or $58.4M.  Since the effects of not reducing rates would extend beyond the first year, TELUS would receive an additional $58.4M in the first year, $116.8M in the second year, $175.2M in the third year, and $233.6M in the fourth year.  This would amount to a total of an additional $584M over a four-year price cap period.

Sources:

Response to Interrogatory TELUS(RCI)26June01-06.

Response to Interrogatory TELUS(GT)26June01-10.

Response to Interrogatory TELUS(GT)26June01-12.

QUESTION:

REFERENCE - EVIDENCE RCI, AUGUST 20, 2001, PARAGRAPH 56

COMPARE AND CONTRAST RCI’S PROPOSAL, IN WHICH WHERE THERE IS NO INCREASE IN RETAIL RATES IN HCSAS, WITH THE PROPOSAL OF AT&T, WHICH INCLUDES INCREASES IN RATES TO HCSAS, AND SUMMARIZE WHY RCI CONSIDERS HCSA RATES NEED NOT BE INCREASED.
ANSWER:

Both the RCI proposal and the AT&T proposal will serve to remove explicit subsidies which are distortionary and which act as a barrier to entry.  However, the AT&T proposal would increase rates in HCSAs.  Raising rates in these areas has negative distributive effects, as explained in RCI’s Evidence, paragraph 44.  

RCI considers that one of the objectives of a Price Cap regime is to mimic the workings of a fully competitive market.  In a fully competitive market, there would be downward pressure on both retail rates and also on underlying costs.   

However, in HCSAs, the current retail rates for residential local service do not cover the Phase II costs to provide these services, and any downward pressure on rates would only serve to move rates further from costs.  The Commission has previously determined that this is not in the public interest.

RCI considers that in the near to medium term, there is not likely to be any competitive entry in HCSAs.  Therefore, in order to achieve some of the objectives of Price Caps in HCSAs, RCI recommends that local residential rates be capped at their current level, with formal recognition of the amount of implicit subsidies inherent in rates in more urban areas.  With this proposal, there is sufficient incentive for ILECs to achieve productivity improvements and reduced costs in HCSAs, while providing retail customers with some benefit.  Their rates will not decrease in the near term, however their rates will not increase either.

RCI submits that the AT&T proposal represents a second best alternative.

QUESTION:

REFERENCE - EVIDENCE RCI, AUGUST 20, 2001, PARAGRAPH 61 AND 64

PROVIDE AN ESTIMATE OF THE TIME FRAME REQUIRED TO REALIZE WORKABLE FACILITIES BASED COMPETITION IN EACH OF RESIDENTIAL AND BUSINESS SECTORS UNDER EACH OF

A) RCI’S PROPOSAL; AND 

B) RETENTION OF THE STATUS QUO.
ANSWER:

RCI is unable to provide an estimate of the timeframe required to realize workable facilities-based competition for either the residential or the business sector for either scenario.

It has been almost to four and a half years since the local market was opened to facilities-based competition with the release of Telecom Decision CRTC 97-8.  There is still insufficient competition in either the local residential or local business sectors to warrant removal of the structure and constraints of the initial price cap regime.  In fact, there has been reduced toll competition in both residential and business sectors over this same time frame.

RCI would like to see workable facilities-based competition before the completion of the next price cap period, and RCI believes that its proposal will improve the likelihood of this occurring.

QUESTION:

REFERENCE - EVIDENCE RCI, AUGUST 20, 2001, PARAGRAPH 62

CONFIRM THAT THE TERM OF THE PRICE CAP PERMITS A REGULATORY LAG, WHICH ENABLES INCENTIVES TO WORK OVER THE APPROVED PERIOD OF THE PRICE CAP.

INDICATE WHETHER RCI CONSIDERS THAT THE PRICE CAP REVIEW PROCESS IS A TIME TO RECALIBRATE PRICES RELATIVE TO THE UNDERLYING COSTS AND MARKET CONDITIONS. PLEASE EXPLAIN.
ANSWER:

A) It is confirmed.

B) RCI believes that price recalibration relative to underlying cost estimates is not required and would reduce or eliminate many of the beneficial incentives created by price cap regulation.

However, RCI submits that there must be recalibration of rates to adjust for exogenous factors from the first price cap period that have expired.

QUESTION:

REFERENCE - EVIDENCE RCI, AUGUST 20, 2001, PARAGRAPH 69 AND 26

INDICATE WHETHER RCI CONSIDERS THAT THE ILEC’S WILL ACHIEVE EXCESS REVENUES AS A RESULT OF CURRENT AND EXPECTED DECREASES IN GENERAL CORPORATE TAX RATES AT THE FEDERAL AND PROVINCIAL LEVELS.  PLEASE EXPLAIN.

PROVIDE RCI’S VIEWS AS TO WHETHER THE ILECS SHOULD BE ENTITLED TO RETAIN THOSE EXCESS REVENUES, AND WHETHER THOSE EXCESS REVENUES COULD BE ALLOCATED TO OTHER USES (TSR REDUCTION, RESIDENTIAL RATE REDUCTION, COMPETITOR TARIFF REDUCTION).

ANSWER:

General corporate tax rate changes that are not unique to the telecommunications industry are presumptively endogenous to the Price Cap formula.  The Price Cap formula already reflects changes in all costs, including taxes that affect prices in the economy, through the broad-based cost index.  Consequently, there should be no excess revenues.  If there are tax law changes imposed by any level of government that uniquely or disproportionately affect telephone companies (as a group or individually), such as the changes to the Ontario Gross Receipts tax, exogenous factor treatment should apply. 

See also RCI(CRTC)31Aug2001-3600 C). 

QUESTION:

AT PARAGRAPH 10, RCI STATES, “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.”  PLEASE PROVIDE COPIES AND REFERENCES TO ALL ECONOMIC THEORY APPLICABLE TO PRICE CAP REGULATION WHICH RCI RELIES UPON TO ARGUE THAT A  “PRICE CAP REGIME MUST ALSO BE TAILORED TO MORE AGGRESSIVELY FOSTER LOCAL COMPETITION”.
ANSWER:

Economic theory holds that a competitive market is the most effective market structure in increasing human wealth.  A price cap regime attempts to 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.  A price cap regime is intended to be a transitional device.  The goal of public policy in this instance is to have an effectively competitive market at some point in the future.  Accordingly, a price cap regime should be tailored to more aggressively foster local competition.  Competition is the goal, not the perpetuation of a price cap regime.

QUESTION:

AT PARAGRAPH 17, RCI STATES, “THESE [COMPETITOR SERVICES] 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”  AT PARAGRAPH 19, RCI STATES THAT “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”.
A) PLEASE RECONCILE THESE STATEMENTS WITH THE FACT THAT UNDER THE INITIAL PRICE CAP REGIME, THE RATES FOR COMPETITOR SERVICES WERE SET AT PHASE II COSTS PLUS AN APPROPRIATE MARK-UP, THUS THOSE RATES MUST DECREASE (INCREASE) WITH ANY REDUCTION (INCREASE) IN THE UNDERLYING PHASE II COSTS, UPON APPLICATION OF ANY INTERESTED PARTY.
B) HAS RCI EVER FILED AN APPLICATION TO REQUEST THE LOWERING OF THE RATES OF ANY COMPETITOR SERVICES?  IF NOT, PLEASE EXPLAIN WHY, IN LIGHT OF THE SIGNIFICANCE OF THE POTENTIAL BENEFITS CLAIMED BY RCI.
C) IS IT POSSIBLE THAT ONE REASON WHY SO FEW COMPETITORS FILED SUCH APPLICATIONS TO ADJUST THE RATES OF COMPETITOR SERVICES IS THAT THEY WERE CONCERNED WITH THE POSSIBILITY THAT THE ACTUAL UNDERLYING COSTS OF PROVIDING SUCH SERVICES, WHICH ARE A SMALL SUBSET OF TOTAL ILECS SERVICES, MAY HAVE ACTUALLY INCREASED, DESPITE PRODUCTIVITY GAINS AT THE TOTAL COMPANY LEVEL?
ANSWER:

A) RCI submits that the current process does not provide sufficient information on the public record to facilitate a thorough examination of Competitor Service rates.  This is further exacerbated by the fact that the ILECs themselves are not always sure what the mark-up is for various competitor services, as indicated in Response to Interrogatory The Companies(CRTC)27Apr01-800.  In addition, the time frames associated with any such application are usually lengthy; resulting in delayed rate reductions for competitors and increased revenues for the ILECs.

B) RCI notes that when the price cap regime came into effect, Rogers Wireless Inc. (“RWI”) had applications against five of the eight former Stentor ILECs pending.  As the details provided in Attachment 1 indicate, each of these proceedings took a long time to complete.  In fact, the proceedings against TELUS(BC) and NewTel have not yet been ruled on.  In most cases, it took over a year just to obtain limited costing information that had routinely been supplied in previous proceedings reviewing the same rates.  In the case of TELUS(BC), it took almost two years to obtain additional costing information requested through an interrogatory process. It is difficult to contemplate starting another rate review process before the current ones have even been resolved!

The success of the ILECs in resisting the provision of routine costing information, and spinning the rate review process out for up to and over two years prior to the completion of the record, has worked to their advantage.  In addition, it underscores the need to subject Competitor Service rates to the price cap index.  In the proceedings referenced, Island Tel, MT&T and MTS declined to produce any costing information at all – preferring instead to merely adopt the rates established by TELUS(AB) in a previously concluded rate review that resulted in significant rate reductions.   

RCI notes that during the course of the first price cap period, in addition to the above applications, the rates for trunk-side access for Wireless Service Providers were also reviewed.  The initial proceeding commenced in 1998, however a decision was not rendered until May 2000.

In the case of wireless services, up until 1995, RWI was the only competitor to the Mobility arms of the ILECs.  Not surprisingly, the Mobility companies never initiated nor supported any applications by RWI, but certainly reaped the benefits in terms of reduced costs.

C) It is more likely that there were few of these applications because of the significant time and resources required to file such applications, conduct any resulting process resulting from this application, and subsequently wait for a determination in the proceeding.  Further, in light of the significant productivity improvements achieved by the ILECs on an annual basis, such applications would need to be made for all competitor services on an annual basis to realize the appropriate level of rate reductions.

It is also possible that few applications were made because of the concerns that rates may go up even if costs have not increased.  Further, in light of the fact that very little cost information is placed on the public record, a thorough examination of costs and assumptions used in preparation of Phase II costs is not possible.  Intervenors are at a significant disadvantage versus the incumbents in this regard.

BCTel (Now Telus)

97-06-26 Written request by Cantel for BCTel to re-cost its cellular and paging access rates

97-07-25 Denial by BCTel that re-costing is necessary


97-09-26 Part VII application by Cantel

97-10-27 Answer by BCTel

97-11-6 Reply by Cantel

97-12-30 Order 97-1961 (option given to use TCI rates or file new cost study by March 31, 1998)

98-01-28 BCTel requests 2 month extension of time to do cost studies

98-02-17 CRTC issues new process with BCTel to file cost study by May 31, 1998

98-07-30 After a further 2 month delay, BCTel files proposed tariff 3834 and a supporting cost study

98-09-10 BCTel submits interrogatory responses but refuses to provide costing information

98-09-14 Cantel requests disclosure

99-05-17 CRTC issues order on disclosure

99-06-11 Cantel files comments on proposed rates

99-06-21 Telus files reply to comments

99-07-21 Telus amends 3834 with 3834A

No Decision Yet

Island Tel & MT&T
97-06-26 Request by Cantel for revised cost information

97-07-25 Refusal by Island Tel & MT&T

97-09-26 Part VII application by Cantel

97-10-27 Answers defending existing rates

97-11-06 Reply by Cantel

97-12-30 Order 97-1961

98-01-30
Island Tel and MT&T declined to do a new cost study

98-02-27 Island Tel and MT&T filed comments on whether interim rates should be approved

98-03-13 Cantel files reply comments

98-03-23 MT&T files new rates that match TELUS rates

MTS
97-06-26 Request by Cantel for revised rates

97-07-25 Refusal by MTS

97-09-26 Part VII application by Cantel

97-10-27
Answer by MTS defending rates

97-11-06 Reply by Cantel

97-12-30 Order 97-1961

98-01-30
MTS says it will not do a cost study, and therefore adopts TELUS’ rates.

NewTel
97-06-26 Written request by Cantel for new costs

97-08-15 Refusal by NewTel

97-09-26 Part VII application by Cantel

97-10-27 Answer by NewTel

97-11-6 Reply by Cantel

97-12-30 Order 1961

98-04-30 NewTel files Tariff 575

98-05-15 Cantel submits interrogatories

98-06-12 NewTel files responses

98-06-22 Cantel requests deficiencies

98-07-06 NewTel disputes deficiencies

98-12-21 NewTel files amended tariff (No. 575A) and amendments to costing study

99-04-06 CRTC rules on deficiencies

99-04-26 Cantel files comments

99-05-06 NewTel replies

No Decision Yet

QUESTION:

PLEASE PROVIDE ON THE CRITERIA FOR DETERMINING WHAT RCI CONSIDERS TO BE “REASONABLE COSTS FOR INTERCONNECTION” (PARAGRAPH 18), AND PROVIDE ALL SUPPORTING MATERIAL FROM ECONOMIC THEORY TO JUSTIFY SUCH CRITERIA.
ANSWER:

RCI submits that reasonable costs for interconnection are incremental costs plus an appropriate mark-up to cover fixed and common costs.  This is consistent with recognized economic theory.

QUESTION:

IN PARAGRAPH 28, RCI STATES “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.”
A) PLEASE EXPLAIN WHY SETTING A HIGHER PRICE POINT IN THE MARKET, PARTICULARLY IN THE BUSINESS SEGMENTS, WOULD ONLY CONSTITUTE A “SMALL RELATIVE FINANCIAL BENEFIT” TO THE COMPETITORS, IN LIGHT OF RCI’S ARGUMENT THAT “COMPETITORS NEED RATES…HIGH ENOUGH TO ATTRACT ENTRY AND EARN A REASONABLE RETURN ON INVESTMENT” (PARAGRAPH 20).
B) DO THE PROPOSALS MADE BY THE ILECS IN THIS PROCEEDING PROVIDE ANY ADVANTAGES OR BENEFITS TO THE ILECS THAT WOULD NOT ALSO BE PROVIDED TO ANY COMPETITORS?
ANSWER:

A) There would only be a small relative financial benefit to competitors as a result of the level of market share that they currently have and are expected to have over the near to medium term.  

B) Yes.  In light of the fact that the incumbents still control the local market, their proposals would result in additional funds accruing to the ILECs that could be used to target areas and services where competition is occurring.  This benefit of incumbency will allow the ILECs to target these areas in many ways, including, but not limited to advertising, improved service offerings, selective price reductions through promotions, and discount bundling with other services.  

QUESTION:

AT PARAGRAPH 35, RCI STATES, “LIKE OTHER UTILITY SERVICES, COMPETITOR SERVICES ARE AFFECTED BY THE ANNUAL PRODUCTIVITY INCREASES EXPERIENCED BY THE INCUMBENT”.  DOES RCI BELIEVE THAT ALL SERVICES IN THE UTILITY SEGMENT BENEFIT FROM THE SAME RATE OF PRODUCTIVITY INCREASES?  PLEASE EXPLAIN.
ANSWER:

As competition increases in all telecommunications markets, all service providers will have incentives to improve productivity to the greatest extent possible.  Where competition is more intense, it is expected that the incentives to improve productivity would be the greatest.  As a result, services in all segments will benefit to some extent from productivity improvements.  

There is no reason to believe that the annual productivity improvements achieved in the provision of competitor services are on average less than those achieved for other Utility segment services.

QUESTION:

IN PARAGRAPH 53, RCI PROPOSES TO MODIFY THE TSR CALCULATION FORMULA TO INCLUDE AN “ILEC INTERNAL RATE REBALANCING AMOUNT (IIRR)”.  PLEASE DESCRIBE IN DETAIL HOW RCI’S PROPOSAL DIFFERS FROM THE “TARGET RATE” CONCEPT PROPOSED BY THE COMPANIES.  PLEASE EXPLAIN IN DETAIL WHY THIS CHANGE IN THE CALCULATION OF THE TSR IS NECESSARY TO “REFLECT THE RCI PRICE CAP PROPOSAL”?
ANSWER:

RCI’s proposal differs from the target rate proposal in a couple of significant ways.

First, it does not result in any increase to the local residential retail rates in HCSAs.  The ILEC proposals result in significant HCSA residential rate increases.

Second, it explicitly tracks the amount of implicit subsidy provided from retail local service rates in non-HCSAs. This implicit subsidy arises from the ILECs not having to reduce local residential and business rates to meet the price cap index until the HCSA TSR has been eliminated.  See paragraph 52 of RCI’s Evidence for an illustrative example. 

The change in the calculation of the TSR is necessary to recognize the reduction in the TSR as a result of the IIRR. The IIRR is the amount of the cumulative “Offset Revenue” (the required revenue reduction for the Residential Local Services and Single and Multi-line Business Local Services baskets as explained in paragraph 49 of the RCI Evidence).  The IIRR is capped at the level that when added together with HCSA retail revenue and the $60 per line optional service revenue equals HCSA Phase II costs (including 15% mark-up).  The IIRR is notional revenue similar to the notional allocation of optional service revenue. 

QUESTION:

WITH REFERENCE TO PARAGRAPH 54, PLEASE EXPLAIN HOW THE COSTS ASSOCIATED WITH SIP MEET THE CRITERIA FOR EXOGENOUS FACTOR SINCE THESE COSTS ARE IDENTIFIED PRIOR TO THE START OF THE NEW PRICE CAP PLAN?
ANSWER:

See Response to Interrogatory RCI(CRTC)31Aug2001-3600.

QUESTION:

SHOULD THE RECOMMENDATIONS PROPOSED BY OTHER ENTRANTS IN THIS PROCEEDING (AT&T CANADA, GT, CALL-NET AND DISTRIBUTEL) BE ADOPTED BY THE COMMISSION?  PLEASE EXPLAIN IN DETAIL WHICH ASPECTS OF THE PROPOSALS OF THE OTHER PARTIES SHOULD BE ACCEPTED OR REJECTED AND HOW THESE OTHER PROPOSALS WOULD BE ACCOMMODATED WITHIN THE FRAMEWORK PROPOSED BY RCI.
ANSWER:

RCI reserves the right to provide its views regarding the proposals made by AT&T Canada, GT, Call-Net and Distributel following a further examination of the issues raised by these parties through cross-examination at the Oral Hearing.  Any such views will then be provided in the Final Comment and Reply Comment phases of this proceeding.
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