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RESPONSE TO UNDERTAKING

INFORMATION REQUESTED BY

COMMISSION COUNSEL MS. MOORE
(Transcript Ref:  Vol. 7, paragraph 11197)

At Volume 7, paragraph 11197 of the transcript, Dr. Hariton agreed to file information he received from SaskTel that identifies reasons why it will be harder to achieve productivity in high-cost areas than it will be in non high-cost areas.  This commitment was made after a discussion between Ms. Moore and Dr. Hariton regarding the appropriateness of using the 3.5 percent target productivity offset reported in The Companies(CRTC)16Mar01-105 PC as the productivity offset factor for the Phase II cost component of the total Subsidy Requirement (TSR).  This target offset was based on an analysis of unit costs for Bell Canada's overall residence PES.

Attached is the information provided by SaskTel.  Some of the information in the attachment is provided in confidence to the Commission pursuant to section 39 of the Telecommunications Act.  Disclosure of the average urban and rural loop lengths will provide current and future competitors with information that would aid them materially in determining the costs of providing service in Saskatchewan.  SaskTel treats this information consistently in a confidential manner, and its disclosure could reasonably be expected to prejudice 
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WHY ARE PRODUCTIVITY GAINS LOWER IN HCSAS IN SASKATCHEWAN?

1.
INTRODUCTION
The Commission has established an approach to calculating annual subsidy requirements for residential local telephone service in High-Cost Serving Areas (abbreviated to HCSAs).
 This approach includes, among other factors, setting a productivity target for this service, which in turn would lead to targets for yearly cost reductions, and a corresponding reduction in the size of the subsidy, all other things remaining equal.

Productivity gains in rural areas in Saskatchewan can be expected to be lower than in urban areas in that province.  There are two principal reasons for this. First, population in rural Saskatchewan is declining.  This, together with other factors, leads to a decline in the number of residential lines.  In turn, this results in lost economies of density and makes it more difficult to prove in new systems and technologies.  Second, local loop costs are a higher proportion of the total cost of residential local service in rural than in urban areas.  Since loop costs tend to increase over time, this means that cost reductions are harder to achieve for service in the rural areas of Saskatchewan. 

Other factors also contribute to lower productivity trends in rural areas, as compared to urban areas of Saskatchewan.  One example is the disproportionate presence in rural areas of switching and transport equipment that is discontinued by manufacturers. 

2.
CHANGES IN POPULATION AND IN THE NUMBER OF RESIDENTIAL LINES
The non high-cost area of Saskatchewan is growing in terms of population, albeit slowly.  In high-cost areas, however, the population is slowly shrinking.
  This is confirmed by census data from Statistics Canada:


1991
1996

Non-HCSAs 
560,000
570,000

HCSAs
429,000
420,000
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Further analysis of the 1991 and 1996 census data for Saskatchewan reveals that population changes in the most costly portions of the province's high-cost serving areas are even more dramatic.  Between 1991 and 1996 the population of the rural municipalities, those agricultural areas surrounding Saskatchewan's cities and towns, has fallen by 12,000 persons, from 209,000 to 197,000, with a decrease in high-cost areas of approximately 13,000 and an increase in non high-cost areas of approximately 1,000.  

It follows that there are many areas of rural Saskatchewan where the number of residential lines is actually declining, in contrast to urban Saskatchewan, where the number of residential lines is growing.  Residential line growth, in percentage terms, from 1996 to 2000 is given in the following tables.

Table 1  -  % Change in Non High-Cost Serving Areas  - Residential Access Lines


1996
1997
1998
1999
2000
% of Total - 2000

Cities
2.3
3.7
1.2
0.5
0.0
92.2

Rural
2.6
4.0
3.2
3.7
1.0
7.3

Resorts

2.6
2.8
5.3
5.8
2.0
0.3

First Nations

23.0
31.2
33.0
5.9
2.2
0.2

     Total
2.4
3.8
1.4
0.8
0.1
100.0

Table 2  -  % Change in High-Cost Serving Areas – Residential Access Lines


1996
1997
1998
1999
2000
% of Total - 2000

Towns
0.9
3.0
1.1
0.7
-0.1
55.8

Rural
0.1
-0.1
0.7
0.7
0.1
33.1

Resorts
13.2
5.3
4.7
4.7
1.7
  7.0

First Nations
7.7
25.4
28.9
16.0
6.9
   4.1

     Total
1.5
2.6
2.0
1.4
0.4
100.0

Although urban areas contain the highest percentage of access lines, it is clear that annual growth has been somewhat insignificant in both high-cost and non-high-cost areas.  The highest growth rates have been experienced in Resorts and First Nations areas, but this growth has had minimal impacts on overall access line growth because these areas represent a very small percentage of total access lines. 

Growth in First Nations Communities is primarily attributed to the First Nations Service Improvement Program, initiated in 1997 to provide basic telephone service to more homes in First Nations Communities.
  This growth is not expected to continue due to the completion of the program, as indicated by declining growth trends in 1999 and 2000.

Growth in residential access lines in Resort areas is attributed to baby boomers acquiring vacation homes and the conversion of existing cottages to year-round residences.  Again, this growth is not expected to continue as evidenced by declining growth rates in 2000.

Saskatchewan Telecommunications
Attachment

Abridged

Page 3 of 6

For all other rural areas, growth has remained relatively small, with growth in high-cost areas of less than 1.0% from 1996 to 2000.   

In the areas where line growth is negative, fill factors for fixed facilities will fall and unit costs will rise.  As well, maintenance and other operating expenses tend not to decrease proportionally, and so place additional upward pressure on unit costs. 

Low or negative rates of growth also make it much more difficult to "prove in" investment in new plant and technologies, which normally provide a significant source of efficiency gains.  As a result, the "growth technology" in such areas may well entail the addition of equipment which is no longer being installed in higher growth areas.  In consequence, operating efficiency gains, which are available in urban areas, are foregone in rural areas.

The consequences of low or negative line growth are made more acute by SaskTel's obligation to maintain high levels of quality of service, including service and repair intervals.  In particular, declining demand cannot be compensated by reducing plant or maintenance efforts.

As a result, productivity gains in many rural areas of Saskatchewan can be expected to be very low.  By contrast, in cities and towns, where line growth is between one and two per cent, in line with growth rates in other parts of Canada, opportunities for productivity growth are much better than in rural Saskatchewan.

3.
COST OF COPPER LOOPS
Provision of service in the high-cost areas of Saskatchewan is characterized by very long rural loops and relatively short urban loops, resulting in an average loop length in high-cost areas that is almost double the average loop length in non-high-cost areas (    #KM in HCSAs and    #KM in non HCSAs).
  As a consequence, the cost of the loop makes up a significantly larger fraction of the total costs in high-cost areas.  For high-cost areas, loop costs account for 66% of the total cost of residential local service.  By contrast, the corresponding figure for non high-cost areas is 56%.
  

# Filed in confidence with the Commission.
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At the same time, the cost of local loops has been rising.  While the purchase price of copper cables has been decreasing, the cost of installation has been increasing significantly and has outweighed decreases in the purchase price of cable.  This is due to the fact that installation is labor-intensive, and the cost of labor has been increasing.
  As well, specialized vehicles and fuel have become more expensive.  Thus, for example, for a fifty pair buried copper cable in rural Saskatchewan, the total installed first cost per meter has increased by 12% for 22 gauge, and by 29% for 24 gauge, over the period from 1995 to 2000.
  

Since copper loops are a relatively large part of total costs of local service in the high‑cost areas of Saskatchewan, increases in loop unit costs will have a large impact on total unit costs, and will make it more difficult to increase productivity in high-cost areas than in non high-cost areas, where loop costs are a relatively small part of total costs.  

Total unit costs in urban areas are relatively more affected by other functions, such as switching and transport.  Efficiency gains are more readily available for switching and trunking than for loops.  Switches have evolved rapidly over the past decade, and this is expected to be a source of productivity in the future.  Similarly, use of fiber optics for intercity transport allows a carrier to benefit from very significant economies of scale.  Since a larger part of unit costs in urban areas are caused by switching and trunking than in rural areas, it follows that productivity growth in urban areas will be higher than in rural areas.

4.
EQUIPMENT DISCONTINUED BY MANUFACTURER

SaskTel relies on remotes and/or concentrators to serve virtually all of the customers in high-cost areas
.  Without these concentrators, the amount of copper cable needed to provide service would be prohibitive.  Unfortunately, manufacturers of about 500 (over 95%) of the concentrators currently in service have discontinued these products, with approximately 82% of these concentrators serving the HCSAs.  Spare parts for the discontinued concentrators are either no longer available or will only be available from the manufacturer until the end of 2001.  

In addition, a number of the fiber multiplexers in the transport systems that connect these remotes and concentrators to the network are manufacturer discontinued, with approximately 266 (60%) of these discontinued systems serving HCSAs.  As well, many of the copper based digital carrier transport systems that connect these remotes and concentrators to the network are manufacturer discontinued.
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As a result of a dwindling supply of spare parts, maintenance costs of these systems are expected to increase sharply in the future.  Because of lack of growth in these high-cost areas, there are no valid business reasons to replace the discontinued systems with more modern growth technology.

5.
OTHER CONSIDERATIONS
There are several opportunities for productivity improvements over the next few years.  Unfortunately, most of them require a significant capital investment. Such investment may be economical in areas where demand is growing and where new equipment must be placed to meet this growing demand.  Such investments are much less likely to be economical where demand is not growing.

For example, much of the plant in rural areas does not allow for remote testing of loops.  Instead, trouble reports require the physical dispatch of a technician to sectionalize the trouble, i.e. to identify whether it is in the network or on the customer's premises.  Although the network could be upgraded to accept loop testing equipment, the capital expenditure cannot be justified financially, given the low density and slow or negative growth in rural areas.

As another example, SaskTel has examined the possibility of using fixed wireless local loop technology to serve some of its customers.  However, the very low density of customers in rural Saskatchewan makes it uneconomic to use such a technology.

6.
CONCLUSION

The factors discussed above lead to the conclusion that productivity growth in rural Saskatchewan has been lower than in urban areas of the province, and that such a differential is likely to continue.  However, available data are not sufficient to quantify the size of the differential in productivity growth between rural and urban areas.

In this context, it is interesting to note a recent decision by the Federal Communications Commission in the United States, which revises the cap on federal subsidies available to rural carriers in high-cost areas (the so-called "high-cost loop support").
  In particular, the FCC decided to adopt a "rural growth factor" that allows the high-cost loop support fund to grow based on annual changes in the Gross Domestic Product-Chained Price Index (GDP-CPI) and the total number of working loops of rural carriers."
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The FCC noted that existing data indicated "that rural carriers have experienced modest productivity gains over time." However, the FCC rejected proposals to include a productivity offset in the rural growth factor, because they did not have "a reliable methodology for measuring productivity gains for rural telephone companies."

�	HCSAs in Saskatchewan include both rural and non-rural areas, while non-HCSAs include mostly urban areas. It is the inclusion of significant rural areas that reduces the opportunity for future productivity gains in HCSAs.


�	Reform of rail transport regulation has led to the abandonment of many country grain elevators.  Once the grain elevator is gone, farmers have fewer reasons to visit the community in which the elevator was located, with the result that other businesses close, and eventually the entire community may disappear.


� 	The term "Resorts" refers to small communities comprised primarily of seasonal cottages.


� 	The term "First Nations" refers to the First Nations communities discussed at paragraph 15 of the 15 March 2001 SaskTel Service Improvement Plan.


�	SaskTel 15 March 2001 Service Improvement Plan, paragraph 15 and SaskTel 31 May 2001 Evidence, paragraph 16.


�	In high-cost areas, most customers are served off concentrators and remote switches.  Local loop length is measured from the concentrator or remote switch to the residence and excludes the length of the transport umbilical that connects these concentrators and remote switches to the network.


�	This analysis utilized the bands approved by the Commission in Decision 2001-238 and SaskTel's view of the costs of outside plant facilities as identified in the Company's September 12, 2001 application to review and vary Decision 2001-238.  


�	SaskTel contracts with outside companies for the majority of its installations, and for all installations where new cable must be put in place.


� 	SaskTel Response to Decision CRTC 2001-238 Mark-up Show Cause Order, Attachment 1, Table 3.


�	The only locations not served by concentrators and remote switches are four communities in the Far North that are served via standalone switches connected to the network through satellite links.


�	F.C.C., Fourteenth Report and Order, Twenty-Second Order on Reconsideration, and Further Notice of Proposed Rulemaking in C.C. Docket No. 96-45, and Report and Order in C.C. Docket No. 00-256, released May 23, 2001.


�	Ibid., paragraph 12.


�	Rural loop costs increased 1% annually over the period 1995-1999, while GDP-CPI increased on average by 1.75%. Ibid., paragraph 51.
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