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1.0
INTRODUCTION

1. As noted in its 31 May 2001 submission, SaskTel, Aliant Telecom, Bell Canada, and MTS Communications Inc. (collectively, the Companies) have been working together since the initiation of Proceeding to determine the scope of price cap review, Public Notice CRTC 2000-99, and throughout this proceeding to present the Companies' collective proposal for the next price cap period.  The Companies' model of this new regulatory regime is founded on five principles described in Section 2.5 of the Companies' 31 May 2001 submission:

· Reliance on Market Forces;

· Economic Incentives for Investment and Innovation;

· Regulation to Address Policy Goals of Competition and Affordability; 

· Regulatory Transparency and Predictability; and

· Progress Toward Minimization of Subsidies.

2. SaskTel continues to support these principles.  Furthermore, SaskTel supports the regulatory framework proposed by the Companies in the majority of its material respects.  It is SaskTel's view that the framework proposed by the Companies has the degree of flexibility necessary to respond effectively to the particular requirements of the individual companies and to maintain the principles outlined above.  

3. In the following sections of this document SaskTel provides a supplementary submission to the Final Arguments of the Companies to identify issues specific to SaskTel, where additional flexibility is necessary.  For instance, SaskTel believes it necessary to be responsive to the level of prices, the pace of price increases and the customers' past experience of rate changes, while at the same time addressing the objective of minimizing subsidies through rate increases in high-cost serving areas (HCSAs).  This is discussed in Section 2.1 of this submission. 

4. Nearly one-half of SaskTel's single-line business customers reside in HCSAs and their rates are below the cost of providing local service.  The regulatory model should be flexible enough to permit specific treatment to resolve such situations while maintaining the overall objectives of the framework.  SaskTel discusses these particular requirements in Section 2.2 of this document. 

5. In Section 3.0, SaskTel provides its view as to the appropriate productivity offset to be applied to costs in the determination of the TSR.  SaskTel emphasizes that in this respect it is not seeking the application of a company-specific regulatory framework.
  

6. In the final section of this submission, SaskTel reviews its proposed Service Improvement Plan and its views on the appropriate recovery of SIP costs. 

2.0
PRICING FLEXIBILITY 

7. SaskTel proposes to adopt the model of pricing flexibility proposed in the Companies' 31 May 2001 Submission.  As noted above, it is important that the regulatory framework adopted by the Commission from this proceeding includes the flexibility necessary to respond effectively to the particular requirements of the individual companies.  The Companies' have noted this in their 31 May submission:

"The establishment of company- and band-specific annual limits is necessary given the differences between the current basic residential rate levels and the timing of past increases across companies and across bands and/or sub-bands."

8. Although specifically addressing the proposed increases in HCSAs, SaskTel submits that the philosophy reflected in the above quotation is appropriate to apply  generally.  Over the past four years SaskTel’s rates for residence basic local service have increased by nearly 75%; from $12.65/month to $22/month as a result of a rebalancing between local service and contribution revenues.  In contrast, customers within the territories of those ILECs under price caps have experienced much lower,  if any, increases to basic residential rates over that same period.
  SaskTel believes it is necessary to take into consideration Saskatchewan's current economic conditions; particularly the impacts in rural Saskatchewan caused by rising energy prices and falling farm income.  Recognition should be given to the balance of public policy goals to promote competition and customers' interests in the implementation of the proposed price changes.  As such, it is SaskTel's view that it is appropriate that it continue its commitment not to increase Utility service rates through 2002 and to implement the proposed annual rate increases beginning in 2003.

2.1
Residential Rates in HCSAs

9. All ILECs to this proceeding, including SaskTel, propose to increase residence primary exchange service rates in HCSAs over the next price cap period through a series of explicit rate adjustments.  Appropriately, these proposals are company-specific. The rationale supporting the Companies' proposals for residential rate action in HCSAs is presented in Section 6.0 of the Companies' 31 May 2001 submission and in Section 2.2 of SaskTel's 31 May 2001 submission.

10. In SaskTel’s case, the company-specific considerations generally result from the Company's recent transition from provincial to federal regulation, and differences in the demographic and economic fabric of our marketplace.  In addition to the general considerations noted above, issues particular to HCSAs include: 

· The level of rates currently in effect when excess mileage charges are considered.  SaskTel remains one of the few, if not the only company, to continue to assess excess mileage charges to those customers who reside outside of base rate area boundaries.  Nearly 40% of residential customers in HCSA’s are subject to mileage charges, which increase basic rates by as much as $4.50/month. 

· SaskTel’s recent success in increasing penetration rates in First Nations communities, and the potential that substantial rate increases could cause some to lose their newly acquired service.

11. With consideration of these factors, SaskTel proposes the flexibility to increase the basic residential rate in high-cost areas to $28/month by 2005, via increases of $2/month in each of the years 2003 to 2005, while coincidentally eliminating excess mileage charges.

12. In contrast to SaskTel’s proposal, AT&T has suggested that residential rates in HCSAs should increase to a nationally uniform level of $35/month, referencing the fact that the Commission has approved rate levels of close to $35/month in Telebec territory.
   AT&T argues that the current rate disparities in HCSAs create inequities in the level of the residential subsidy requirement across ILEC territories.

13. The inadequacies of adopting such a "common target rate level" are addressed in The Companies(GT)26Jun01-4 PC.  Comparing Telebec’s rate to the $28/month rate proposed by SaskTel is like comparing apples to oranges.   As noted in this interrogatory response, the current maximum Telebec rate of $34.43/month includes EAS to Montreal.  Telebec customers without EAS pay only $26.93/month.

14. To compare SaskTel’s proposal for rates in HCSAs to the rates in Telebec's territory, or the rate levels proposed by other ILECs, the Commission must understand the “all in” rate customers in Saskatchewan pay for local service, the value customers derive from their basic service, and how that might compare to what is available in other areas of the country.  For example, there are some 1 million people in Saskatchewan and just over 200 exchanges.  Some residence customers, paying a basic access rate of $26.50/month, including excess mileage, have local calling to as few as 300 - 400 customers.   Further, unlike in most ILEC territories, customers in exchanges where EAS is available pay an additional mandatory charge of as much as $5.50/month.  Adding excess mileage and extended area service to the basic charge, there are residence customers in Saskatchewan’s high-cost areas who currently pay an “all in” rate of as much as $32/month for basic local service.  At the end of the proposed 4 year price cap period, SaskTel’s residential rates in high-cost areas, where EAS is included, will be as much as $33.50/month if SaskTel’s proposal is accepted – slightly higher than many other ILECs.

15. The other ILECs who are parties to The Companies' submission, who themselves are significant payers into the national fund, have recognized that SaskTel’s rating proposal is reasonable, and that the differences among the maximum allowable rates in HCSAs for 2005 do not vary significantly. In addition, the Companies' individual proposals "represent an appropriate balance between the interests of consumers and the industry players contributing to the national subsidy fund”.

16. The overwhelming lack of customer and competitor response to SaskTel's rating proposal during the oral hearing phase of this proceeding confirms that the appropriate balance of interests has indeed been struck.  Any modifications to SaskTel’s rating proposal could tip this precarious balance. 

2.2
Below Cost Business Services

17. Approximately one-half of SaskTel’s single line business customers reside in high-cost areas, and are provided basic local service at rates that do not cover their associated costs.  Given such a large proportion of single line business customers within its HCSAs, SaskTel proposed that a separate price cap basket be established for its “below cost business”, along with a series of price increases to move these rates closer to cost. (see Attachment 1)  Specifically, SaskTel proposed to increase the single-line business Network Access Service rates in high-cost areas by $5.50/month in 2003, and by $2.00/month in each of 2004 and 2005.  Excess mileage charges would be eliminated in 2003 at the time of the first price increase.

18. The record of the proceeding is silent on this aspect of SaskTel’s price cap proposal, with no interested party offering comments for or against the addition of the Below Cost Business basket.  SaskTel views this as an important issue in need of resolution, and is concerned that the absence of comment may cause the matter to be ignored. 

19. There are sound policy, customer and competitive issues supporting the treatment SaskTel has requested, including:

· Alignment with the Commission’s determination that “subsidies should not be extended to single-line business service provided in high-cost areas”.
 

· Alignment with the proposed treatment of residential rates in high-cost areas, which are proposed to move to $28/month by 2005.  Absent concurrent changes to SaskTel’s single-line business rates, the price of residence and business service would be virtually the same by the end of the price cap period.

· Alignment between the business rates in high-cost versus non-high-cost areas.  SaskTel’s current single-line business rate for urban areas is $34/month, while the rate in rural, high-cost areas is $28.50/month.  Moving the rate in high-cost areas to $38/month better reflects the costs in rural and remote areas.

· Alignment with the Commission’s objectives for local competition, since the existing rate level eliminates any potential for competitive entry into those markets over the price cap period.

· Alignment with the Commission’s determination that “base rate areas are a rating concept for primary exchange service that is becoming an outdated concept”
 and SaskTel’s consequent proposal to eliminate excess mileage charges for all residential and business customers.  For business customers, these charges may be as high as $9.50/month in high-cost areas, and could not reasonably be eliminated without offsetting increases to the basic service rate.

20. The need to move rural business rates towards cost and address issues related to excess mileage charges are not new to SaskTel.  In fact, SaskTel had taken initial steps to rectify these problems in 1999, when it sought approval from the provincial Rate Review Panel to increase rural business rates and modify its charges for excess mileage.  The Panel denied the changes to excess mileage charges, but approved a $5.35/month increase to rural single-line business rates.  Implemented in early 2000, it was the first increase to rural business rates since 1993.  With SaskTel’s move to federal regulation and its commitment not to increase Utility service prices,
 SaskTel has been unable to take further corrective action.  The movement of these rates towards cost must therefore occur within the new price cap regime.  It is SaskTel’s position that establishing a separate basket for Below Cost Business, with the pricing constraints that SaskTel has proposed, is necessary to appropriately address these transitional pricing issues.

3.0
PRODUCTIVITY OFFSET IN THE TSR CALCULATION

21. At paragraph 21 of Public Notice 2001-37, the Commission asked for comments regarding the productivity offset that would be used to re-evaluate the total subsidy requirement.  In this section SaskTel will reiterate and clarify its proposal regarding the appropriate offset, address intervenors' comments regarding its proposal, and demonstrate that the proposal is superior to the alternatives provided by the other parties participating in this proceeding.

3.1
Overview of the SaskTel Proposal

22. SaskTel was alone in proposing that the Commission should apply a productivity offset of 0% in the formula used to recalculate the TSR for the duration of the next price cap period.  Some parties have suggested that SaskTel is seeking special treatment.  This is not the case.  SaskTel supports a uniform national framework that recognizes the environment SaskTel believes exists in HCSAs throughout the country.  SaskTel’s proposal to exclude a specific productivity offset, or equivalently to establish this offset at 0% for the duration of the next price cap period, is meant to apply in all high-cost areas.
  

23. SaskTel’s reasons for proposing a 0% productivity offset are three-fold.  Firstly, the existing calculation of the total subsidy requirement (TSR), which applies to all ILECs, already includes very challenging productivity targets for high-cost serving area operations. 
  Secondly, there are limited opportunities to achieve productivity improvements in residential local services in high-cost areas.  HCSAs are often those areas of the country that have low population density, and are not experiencing population growth.  To support this position, SaskTel has presented information relative to HCSAs in Saskatchewan.
  The Company does not have direct experience operating in other areas of the country. However, SaskTel considers that the difficulties it expects to encounter achieving additional productivity increases would be encountered in most, if not all, of the other ILECs' HCSAs.  Finally, the FCC and other regulatory agencies have established a 0% productivity offset for their high-cost areas.  These considerations are discussed more fully below.

3.2
Productivity is Already Included in the TSR

24. In Decisions CRTC 2000-745
 and CRTC 2001-238
, the Commission fundamentally altered the method used to measure the residential primary exchange service subsidy and the costing assumptions used to develop the costs of providing residential PES.  SaskTel’s 31 May 2001 Evidence (Section 3) explains how the Commission has incorporated significant and challenging productivity objectives into the ILEC’s costing process and in the process used to calculate the Total Subsidy Requirement – objectives that will be difficult and perhaps impossible to attain in high-cost serving areas. 

25. These challenging productivity objectives include:

· Applying uniform working fill factors that exceed current working fill factors in high-cost areas.

· Capping Functional Operating Expenses (FOE’s) at the average of 1997 levels.

· Reducing IDLC (Integrated Digital Loop Carrier) feeder capital costs by 30%, supported by CRTC expectations that shared utilization will improve.

· Introducing a $60 per year implicit subsidy per line from optional local services into the annual subsidy amount.

· Reducing the markup applied to Phase II costs in high-cost serving areas from 25% to 15%. 

· Adopting the Phase II costing methodology, which already incorporates capital productivity improvements through the use of growth technologies, for measurement of the subsidy amount.

3.3
There are Limited Opportunities for Productivity Gains in HCSA’s

26. There are two main factors that reduce the ability to achieve productivity gains in HCSAs.  Firstly, loop costs tend to increase over time, making cost reductions harder to achieve for services in high-cost areas. Secondly, productivity gains in capital intensive services are mainly realized by better utilization of infrastructure, which requires growth to achieve. However, when populations are not growing, or are in decline, these opportunities do not exist.  In particular, 

· Working fill factors fall or remain constant, leading to rising or constant unit costs.

· Maintenance and other operating expenses do not decrease proportional to demand.

· New investment in highly efficient technologies cannot be economically justified.

27. SaskTel’s direct experience with the effects of those factors is detailed in response to SaskTel(CRTC)16Mar01-102 and in SaskTel Exhibit #1 (see Attachment 2).  

3.4
Precedent for a 0% Productivity Offset Exists 

28. Establishing a 0% productivity offset for high-cost areas is not without precedent.  The FCC has determined that a productivity offset should not be incorporated into the high-cost loop fund available to Rural Telephone Companies in the United States.  In making this decision, the FCC noted "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."
  

29. SaskTel acknowledges that this decision applies only to those companies that meet the definition of a Rural Telephone Company.  In the United States, the determination of whether a company meets this definition is performed at what is called the "local exchange carrier study area", which typically encompasses a company's entire serving area within a state.  This approach must be used in the United States because the regulatory process has not taken steps to isolate the high-cost areas of the local exchange carriers' serving territories below the state level.  The situation in Canada is different.  The Commission has taken proactive steps to isolate the high-cost areas of each ILEC territory through the banding structure established in Decision 2001-238.  Therefore, in looking at the application of the FCC model to Canada, SaskTel submits that each of the high-cost bands could be subjected to the tests used by the FCC to identify rural telephone companies
  and that most, if not all, of the high-cost areas would meet these criteria. 

30. In Australia, another jurisdiction in which the regulatory body has decided to implement a universal service fund measured on the basis of forward-looking costs, no productivity factor has been included in the calculation of the annual subsidy requirement.  

3.5
Other ILECs' Proposals and Comments Regarding SaskTel's Proposal

31. Both the Companies and TELUS have proposed utilizing a productivity offset developed on the basis of the change in the unit costs of providing residential primary exchange service throughout their serving territories – in both high-cost and non high-cost areas.  It is important to note that both of these parties have also stated that the offset developed using this approach will overstate the productivity gains that could be achieved in high-cost areas. 
  

32. The views of the Companies and TELUS were verified through their expert witnesses at the oral hearing.  For example, Dr. Hariton, when testifying for the Companies, stated: “I believe that productivity is harder to achieve in high‑cost serving areas than in non‑high‑cost serving areas.”
 

33. Similarly, Dr. Bernstein when testifying for TELUS, stated, “Indeed, we view that since the potential productivity improvements are lower in high‑cost serving areas, that indeed determining the X factor based on all residence primary exchange services, that we are overstating the X factor for high‑cost serving areas.”

34. When asked to provide its views on SaskTel’s position that a 0% offset should be applied to the TSR re-calculation, TELUS expressed a certain amount of support, stating:

SaskTel makes a convincing case that the Commission has already reduced the subsidy requirement in high-cost serving areas to the level that is not sustainable.  In paragraph 60, after reviewing the Commission’s recent costing determinations, SaskTel concludes:

Based on the above evidence, SaskTel submits that the PES costs and associated RSR established in Decisions 2000-745 and 2001-238 already incorporate very challenging productivity and revenue growth targets, and leave little if any economic incentive for a company to provide service in high-cost areas.   Reducing the subsidy level further by applying an explicit productivity offset will further hinder the development of a sustainable economic model with the appropriate incentives for competition in these areas. 

TELUS agrees with SaskTel’s analysis that the PES costs been deflated by the costing rules adopted in Decisions 2000-745 and 2001-238 for the purpose of calculating the RSR.  TELUS also agrees that this approach of deflating the PES costs and associated RSR is not sustainable.  One of the Commission’s goals is to encourage competition through its policies and allow the marketplace to generally regulate itself.  This policy will not succeed if PES costs for high-cost serving areas are set at unrealistically low levels.  The implication of making downward adjustments to lower these costs, which do not reflect the ILEC’s actual provisioning and operations, is that the ILEC must bear an implicit subsidy. Practically, no other entrants will bear the burden to pay the difference between the actual costs and the deflated costs.  As the telecommunications market becomes increasingly competitive, this implicit subsidy will not be sustainable.  An unsustainable implicit subsidy sows the seeds for future regulatory action to fix the problems caused by the distortions, including possible regulatory action to raise the RSR.

35. However, TELUS went on to reject SaskTel’s proposal, stating the following:

Telus is concerned that the actual full costs of providing service in these areas will be lost if there are too many countervailing accounting and productivity adjustments.  Deflating costs and then making broad stroke adjustments (such as increasing the level of mark-up and abandoning a productivity adjustment) runs the risk of burying the true costs, so that it is not known by whom and to what extent a subsidy is being borne.
  

36. It is surprising, therefore, that TELUS proposed a productivity adjustment that by its own admission does not reflect achievable productivity in high-cost areas.  Given that the offsets proposed by both the Companies and by TELUS admittedly overstate the productivity gains that could reasonably be achieved in high-cost areas, SaskTel submits that their proposals should be rejected.

3.6
Intervenors' Comments
37. Firstly, SaskTel would note the lack of substantive submissions from any of the intervenors regarding the methodology that should be used to develop the productivity offset for high-cost areas.  Where intervenors did make submissions, it is evident the proposals were put forward without consideration for achievable productivity in high-cost areas.
38. In SaskTel's view, this lack of consideration is an indication that either these parties do not have enough experience providing service in high-cost areas to develop a reasonable proposal, or they have no interest in serving high-cost areas and are merely bringing forward ideas that would see the TSR substantially reduced, purely for the sake of reducing their contribution obligation. The latter situation seems to be the case for at least one of the intervenors.  Mr. Watt of RWI stated, in reference to the Bell and TELUS high-cost areas, "I think it is implausible that there will be entrants clamouring to provide competitive service in those territories."

39. AT&T proposed that "an offset of at least 5% should be applied to the cost component of the TSR"
, but failed to provide any empirical data to support this statement.  Instead AT&T relies on the vague statement that "the ILECs' more recent productivity performance under price caps should be taken into account in setting the productivity offset for the cost component of the TSR"
.  It appears that AT&T is suggesting that the ILECs' Total Factor Productivity results could somehow be attributed to providing residential local service in high-cost areas.  This is a direct contradiction to the evidence provided in response to Commission interrogatories.
  These responses clearly identify that the main factors driving the Total Factor Productivity gains were increases in long distance volumes, increases in demand for optional features and increases in the demand for data services.  Therefore, AT&T's suggested approach is flawed and should be rejected.

40. AT&T has also suggested that SaskTel is somehow attempting to manipulate the contribution regime to SaskTel's benefit.  "…AT&T Canada considers that the current subsidy regime creates equivalent incentives for the ILECs to attempt to inflate their respective TSRs through other means as well.  SaskTel's proposal to eliminate the annual productivity adjustment to the cost component of the TSR is one such example.  It is little more than an attempt to avoid reducing the level of the revenues it draws from the national subsidy fund."
  SaskTel takes exception to this statement.  

41. SaskTel believes that its proposal will meet the intent of Decision 2000-745 - that the industry, rather than specific regions of Canada, should share the burden of ensuring that those individuals residing in the country's high-cost serving areas have access to affordable, high quality basic telecommunications services.  This intent, and thus the policy objectives outlined in paragraphs 7 b) and d) of the Telecommunications Act, will not be met if the Commission selects a productivity offset that cannot reasonably be achieved in HCSAs.  By establishing an unreasonably high productivity offset, the Commission would be placing a significant portion of the subsidy burden squarely on the shoulders of the ILECs who have been required to maintain their obligation to serve customers in HCSAs.  Artificially reducing the available subsidy certainly will not provide the proper economic incentives to foster competitive entry in HCSAs.

42. Group Telecom failed to mention the application of a productivity offset in its initial evidence, but when asked to provide an opinion regarding SaskTel's proposal, GT provided a lengthy response. 
  SaskTel submits that GT’s response should be disregarded.  Below, SaskTel will address Group Telecom's arguments regarding the target implicit subsidy, use of growth technology in Phase II studies, working fill factors, and maintenance and operating expenses.  

3.6.1
Achievability of the Target Implicit Subsidy 

43. Group Telecom has suggested that there is no relationship between the level of implicit subsidy and the productivity offset.  SaskTel disagrees with this position. The Commission has already determined that there is a relationship between the Total Subsidy Requirement and the level of the implicit subsidy.  This linkage has introduced an imputation of contribution arising from optional features into the calculation of the TSR.  Introducing an excessive productivity offset would result in the incorporation into the TSR calculation of a "stretch factor" that will be completely unattainable.

44. Group Telecom has also stated that the information provided in the response to ____(CRTC)26Jun01-1202 provides evidence that the $60 target is achievable.  However, this interrogatory response contains only the revenues from optional local features, including voicemail.  In SaskTel's view, simply looking at revenues without cost information cannot provide any insight into the margins available from a service.

45. Relevant information that can be used to perform the type of analysis that GT has stated it cannot perform has been provided by SaskTel in this proceeding.  The responses to SaskTel(CRTC)23May00-1D)RCM and The Companies (CRTC)16Mar01-201 PC contain the average costs and revenues, respectively, for optional local services, excluding message manager.  SaskTel's overall average revenue per line from these services is $5.44 per month.  Achieving an implicit subsidy of $5.00 per line per month would require SaskTel to provide these features at a cost of less than $0.44 per line per month.  SaskTel certainly is not capable of achieving the kind of productivity necessary to reach this cost level.  SaskTel also does not believe that any LEC is capable of delivering these services for a cost of less than $0.44 per line per month.  The degree to which SaskTel's costs per line per month exceed this level is shown in SaskTel(CRTC)23May00-1 RCM.  

3.6.2
Use of Growth Technology in the Phase II Studies

46. Group Telecom states that "…the use of current growth technology does not incorporate productivity that might occur over the study period due to changes in growth technologies or provisioning practices or improvements in the capacity or functionality of capital equipment…"
.  It goes on to say, "It appears that SaskTel would advocate the use of embedded technology to calculate residence PES costs."

47. Group Telecom appears to have missed the point of SaskTel's original Evidence.  As outlined at paragraph 55 of SaskTel's 31 May 2001 Evidence, the introduction of growth technology into the Phase II studies represents a productivity improvement over the embedded technology, even though this growth technology may never be deployed due to the lack of growth in high-cost areas.  This issue has also been discussed in SaskTel Exhibit #1.  SaskTel does not propose that PES costs be established using any outdated, embedded technologies.

3.6.3
Working Fill Factors

48. There is no question that the working fill factors established by the Commission for high-cost bands exceed current working fill and any working fill projections which SaskTel has developed.  The excerpt from the response to SaskTel(AT&T)11Aug00-20 PN2000-27 quoted by Group Telecom represents only a portion of the information that SaskTel provided to explain why 1997 working fill levels were considered appropriate over the study period.  To understand the full context of the referenced interrogatory response, one must read on to the response to part ii) of the interrogatory:

"ii) 
There is not believed to be any significant growth in outside plant working fill for a variety of reasons:

1) Line growth in SaskTel’s network is quite small.

2) Growth in IDLC technology has freed up copper feeder cable to meet some inner city demand.

3) xDSL and features such as Internet Call Waiting have made residential second line growth for internet purposes unnecessary.

4) Most line growth is in new urban developments or campus environments, which require a new facility build."

49. Clearly the NAS growth information provided by SaskTel
, which shows modest overall growth since 1997 and an overall decline in 2000, coupled with the information regarding high-cost area NAS growth
 supports SaskTel's position that the 1997 working fill factors are representative of current and future achievable working fill levels.  Therefore, SaskTel continues to submit that the use of higher national standard working fill factors presents a significant future productivity challenge for SaskTel and that any further reduction to these costs through an explicit productivity offset is inappropriate. 

3.6.4
Maintenance and Functional Operating Expenses (FOEs)

50. Group Telecom has argued that the adjustments which the Commission made to the ILEC estimates of maintenance and functional operating expenses is not related to future productivity opportunities.  Instead GT claims these adjustments relate to the fact that productivity improvements that have been achieved in the period since 1997 were not properly reflected in the costs filed in the PN 2000-27 proceeding.  

51. SaskTel's concerns regarding its inability to achieve productivity in relation to maintenance and repair activities, primarily the lack of availability of remote loop testing functionality in the rural access network and the significant presence of equipment that has been discontinued by the manufacturer, are outlined in SaskTel Exhibit #1.  SaskTel submits that these issues will put increasing pressure on its resources in high-cost areas, as both the loop and switching plant in these areas ages further and requires a higher level of maintenance work.

52. SaskTel recognizes the factors that contributed to the Commission's overall concern regarding filed FOEs.  However, SaskTel continues to submit that capping the functional operating expense costs per NAS in high-cost bands at the average 1997 cost for all bands, results in an implied productivity improvement factor in high-cost bands.  A numerical example using hypothetical information, provided in Table 1, may help explain our position.

53. In this example, the FOEs per NAS per month are presented by band, assuming a 7-band structure.  The average FOE per NAS per month has also been calculated and compared to the band-specific FOEs.  In addition, the total FOEs incurred and the total FOEs that would be recovered by capping the recovery level at the average are presented and compared.  This exercise shows that, where the FOEs are higher in the high-cost bands than in the non high-cost bands (as is understood to be the case), limiting cost recovery to the average of the FOEs will result in unrecovered costs.  Therefore, this approach results in an implied productivity improvement objective in the high-cost bands.

54. For all of the reasons discussed above, the Group Telecom arguments against SaskTel's proposal should be disregarded by the Commission. 

Table 1

Implied Productivity Offset Created When Capping FOEs at Average Level



Non High-Cost Bands
High-Cost Bands




A
B
C
D
E
F
G
Total

1
NAS in Service
100
1000
500
100
1000
500
200
3400

2
FOEs per NAS per month by Band($)
0.50
0.75
1.00
1.15
1.50
1.25
2.25


3
Average FOEs per NAS per month ($)
1.20
1.20
1.20
1.20
1.20
1.20
1.20


4
Allowable FOEs per NAS per month ($) (Lower of 2 and 3)
0.50
0.75
1.00
1.15
1.20
1.20
1.20


5
Implied Productivity Improvement % (2-4/2)
0%
0%
0%
0%
20%
4%
47%


6
FOEs Incurred ($) (1*2)
50
750
500
115
1,500
625
450
3,990

7
FOEs Recovered ($) (1*4)
50
750
500
115
1,200
600
240
3,455

8
Unrecovered FOEs (6-7)
0
0
0
0
300
25
210
535

9
% of Incurred FOEs Unrecovered (8/6)
0%
0%
0%
0%
20%
4%
47%
13%

3.7
The Solution

55. Proper sizing of the subsidy represents the only way the Commission can provide a framework that, ultimately, promotes competitive entry in HCSAs.  The rate proposals brought forward by the ILECs will result in a significant long-term reduction to the subsidy requirement, and, correspondingly, the amounts that all Telecommunications Service Providers (TSPs) will pay into the national subsidy fund.  To artificially reduce the subsidy amounts through the application of an inappropriately high productivity offset will penalize the ILECs and eliminate the remote possibility that residents of high-cost areas will benefit from competitive entry in these market areas.  This concern was shared by TELUS during the oral hearing, as follows: 

What we have is a system now where we move to Phase 2 plus a mark‑up to determine the contribution requirement.  But the whole idea of that was to target the subsidy to where it's needed. It was not to identify the subsidy where it's needed and then wipe it out with productivity gains from somewhere else.

The objective was to have prices, say, in band E, F or G, the sum of the price and the contribution be equivalent to a fully rebalanced rate.  That was the assumption that we used going into our evidence.  It does not make any sense to me, if the Commission has any desire, to have the opportunity for competitors to enter in high‑cost areas using our loops, which is really where the shortfall arises, to then turn around and say:  "Well, we are going to charge you this price for a loop, but we are not going to give you any opportunity for the revenue there."

So, to me, the I minus X should be applied to contribution only to the extent of those revenues ‑‑ of sum of the rate that is charged is paid by customers and the contribution on a band by band basis, which is what we have proposed.

Taking contribution from somewhere else and loading it over there and moving things around, I just ‑‑ I mean, if you want to go ahead with competition, then that's not what you do, but if you are trying to find other ways just to move money around, then, you know, we are going to be back here a lot.

56. SaskTel continues to submit that, within non-high-cost areas of Canada, sustainable competition can be encouraged by allowing retail prices to move to levels that provide competitors with the incentives to invest in facilities and other inputs.  However, within high-cost serving areas where retail prices are limited by affordability considerations, the conditions to support viable and sustainable competition can only be established through a contribution mechanism that fairly compensates the LEC providing service in these areas.

57. SaskTel is aware that TELUS has recently filed an application to review and vary the productivity and revenue targets incorporated into the 2002 TSR calculation.  Commission approval of this application would certainly result in a more appropriate sizing of the subsidy requirement in high-cost areas.  However, even under those conditions, SaskTel would continue to propose that the productivity offset should be set at 0%.

58. The Commission has been provided with no empirical data to establish a reliable productivity offset for residential PES in HCSAs.  When faced with this situation, the FCC chose to set the productivity factor at 0%.  Further, there is general consensus among the ILECs that the opportunities to achieve productivity are more limited in high-cost areas.  The information provided by SaskTel confirms there is little, if any opportunity to achieve productivity gains within its own high-cost areas. 

59. For all of the above noted reasons, SaskTel submits that the Commission should accept SaskTel's proposal to apply an offset of 0% in the calculation of the Total Subsidy Requirement for the duration of the next price cap period.  

4.0
SERVICE IMPROVEMENT PLAN

60. In its 29 January 2001 letter, the Commission directed each of the former Stentor companies, including SaskTel, to submit a Service Improvement Plan (SIP) to establish local service offerings that would meet the Basic Service Objectives (BSO) established in Telephone service to high-cost serving areas, Telecom Decision CRTC 99-16.  In response to this directive, SaskTel provided its preliminary SIP proposal on 15 March 2001.
  In that submission, SaskTel noted that, as the result of its previous extensive service extension and service improvement initiatives, there were no unserved exchanges within the province and that only a small number of customers were currently provided service that did not meet the BSO standards.  

61. In its preliminary SIP submission, SaskTel proposed to provide service meeting the BSO standards to approximately 200 customers north of the “Agricultural zone” (generally, north of the 54th parallel).  SaskTel identified that it had applied to the Canada-Saskatchewan Infrastructure Program for funding to support the provision of point-to-multipoint digital radio to serve the remote communities of Garson Lake and Descharme.  The chosen point-to-multipoint technology would be the least cost alternative if support from the Infrastructure program was received.
  SaskTel identified that, due to dispersion of the population and the geographic terrain of the region, traditional wireline, point-to-multipoint and point-to-point wireless technologies would not be feasible alternatives to upgrade service to these customers.
  Subsequently, SaskTel identified that alternative satellite serivces identified by the Commission would not meet the BSO standards for these customers, due to the technical capabilities of the alternative technologies.
 

62. Between the time of its preliminary SIP proposal and its 31 May 2001 submission in this proceeding, SaskTel’s application for support from the Canada-Saskatchewan Infrastructure program was rejected.  Thus, the point-to-multipoint digital radio solution contemplated for Garson Lake and Descharme was no longer the least cost technology to provide service to meet the BSO standard to those customers.  Thus, it is SaskTel’s proposal that these communities be served by means of the satellite-based Rural Anikom Access service.

63. The Rural Anikom Access technology is capable of providing service to meet the requirements of the BSO established by the Commission.  It will provide:

· Individual line local service with touch tone dialling;

· Access to operator and directory services;

· Access to emergency services and Message Relay Service; 

· Access to the long distance network;

· Capability to connect to the Internet at local rates; and 

· Enhanced calling features, including Call Answer, Call Waiting, Call Forwarding, 3-way Calling, Call blocking, Call Trace, Call Return

64. This service is unable to support Calling Line and Call Name Display due to the delay in the propagation signals to set up the call to the satellite terminal. 

65. Although SaskTel has proposed the implementation of the Rural Anikom Access technology to provide service to meet the BSO standards to these most remote and isolated territories of the province, it should be noted that it has presented this proposal in response to the CRTC’s 29 January 2001 directives.

66. Others parties to this proceeding have discounted SaskTel’s proposed SIP, saying that if they were to adopt Rural Anikom Access service it would prove to be highly uneconomic to serve their customers.  There is no argument.  Each of the ILEC’s proposed SIP programs are uneconomic as their costs are not recovered by the existing rates.  Moreover, the provision of service to HCSAs is demonstrated generally to be an uneconomic proposition by the presence of the national subsidy fund.  Admittedly, SaskTel's proposal is more un-economic than those from the other companies with a subsidy requirement of approximately $26K per subscriber, per year
.  Regardless, SaskTel’s proposal is the least cost technology to provide service meeting the BSO standards to the underserved residential customers targeted by its SIP.  As noted in Bell(CRTC)27Apr01-609 PCR, the results of a field trial of the Rural Anikom Access technology demonstrated that it "would be suitable for extremely remote, low-density applications".  TELUS commented that satellite technologies "have only proven cost-effective to the Company in situations where the costs of deploying wireline technologies to very remote locations were particularly prohibitive".
  It is SaskTel's submission that these conditions describe precisely the scope of SaskTel's proposal.  

67. It is, of course, the Commission's prerogative to stay the implementation of SaskTel's proposed SIP in anticipation of a new solution with more favorable economics.  In doing so, however, the Commission would be determining that it is not possible to provide service to the BSO standards to the remotest regions of Canada, at this time.  But, with the Commission's approval of its SIP proposal, including the recovery of the projected costs, SaskTel is prepared to begin testing the deployment of the Rural Anikom Access service in the first quarter of 2002. 

4.1
Recovery of SIP costs

68. SaskTel has completed extensive service extension and service improvement programs over the past years.
  The consequence of these past accomplishments is that the remaining underserved customers are within some of the most remote and isolated territories of the province.  As a result, SaskTel's proposed SIP is, on the basis of the customers to be served, one of the most expensive presented in this proceeding.
  The costs of SaskTel's proposed SIP are, however, associated with the least cost technology to bring these underserved customers to standards of the BSO.  Any available alternative technology is either not feasible, incapable of meeting BSO standards, or would result in far greater costs.
 

69. The Companies and TELUS propose to increase rates in HCSAs which would partially, at least, offset the costs of their SIPs and reduce the RSR.  This is appropriate as long as attempts to recover SIP costs do not result in unacceptably large rate increases.  In SaskTel's case, rates in the HCSA band affected by the its proposed SIP would need to be increased by some $9.00/month, and the RSR would not be reduced for that band.
  It is SaskTel's view that this is an unacceptably large increase in rates, especially when the recipients of this upgraded service would be low income and predominantly First Nations people.  

70. It is SaskTel's view that the Commission has encouraged the ILECs to develop their SIPs to provide the benefits of high quality, affordable local service to areas where it might otherwise not be available.  It also is SaskTel's view that there are many sources of the costs of providing service in HCSAs.  Programs which improve service to customers in HCSAs, such as the SIPs proposed in this proceeding, are merely another of those costs to be incurred to ensure that the policy objectives set out in the Telecommunications Act are achieved.  In Changes to the contribution regime, Decision CRTC 2000-745, the Commission established a new contribution regime to support the provision of primary exchange residential service in HCSAs.  Under this regime, a total residential subsidy requirement is established based on the sum of ILECs' costs and total LEC residence NAS in HCSA bands.  Canadian telecommunications service providers are required to contribute to a nationally-based mechanism to recover the subsidy requirement.  This new contribution mechanism is intended to promote fairness, ratepayer equity, economic efficiency, technological neutrality and competitive equity. This mechanism is also intended to be fair to all market participants and should not adversely affect one service provider over another.
  "The Commission believes that all Canadians will benefit most from a national mechanism. The Commission concludes that a national mechanism will best meet the policy objectives of the Telecommunications Act".

71. It is SaskTel's view that this new contribution mechanism recognizes that the achievement of Canadian telecommunications policy objectives is a national priority, the attainment of which is the responsibility of the Canadian telecommunications industry, in general.
 

72. At paragraph 54 of Decision 2001-745 the Commission states, "To ensure that subsidies in high-cost serving areas are sufficient to encourage entry into [high-cost serving] areas, the Commission considers that the subsidy required must be based on the approved rates in effect in those areas."  In addition, it is SaskTel's submission that to encourage entry in HCSAs the subsidy made available through the national fund must appropriately reflect the costs of providing service less the revenues from the approved rates in effect.  For all of the above reasons, it is SaskTel's conclusion that the costs of the ILECs’ proposed SIPs are properly included within each ILEC's determination of its RSR and those costs that cannot be recovered by acceptable increases to the rates in HCSAs should be recovered by means of the national subsidy fund. 
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