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107. Regarding Appendix B of TELUS' evidence, page 5, Professor Bernstein notes that:

Generally, absent structural changes in the industry, historic marginal cost growth rates can serve as reasonable estimates of corresponding future growth rates.  However, if capped prices are linked solely to imperfect projections of likely cost reductions for long periods of time, then performance levels can deviate substantially from predicted levels.

a) Provide examples of how marginal cost growth rates may be affected positively or negatively as a result of structural changes in the industry.

b) Identify and explain any key structural factors internal to the firm which could also impact future growth rates of the marginal cost of a specific service (e.g., growth rate of other services produced by the firm, the introduction of new complementary services, technological improvements and/or other factors). 

ANSWER

a) This answer was provided by Dr. Jeffrey I. Bernstein.

Significantly intensified competition would be a major structural change in the industry.  This change can induce the regulated industry to operate more efficiently and thereby realize a lower marginal cost growth rate, and higher X factor.  However, the overall effect of increased competition on the X factor exhibits countervailing effects, and, in general, does not unconditionally lead to reductions in marginal cost growth rates.  Increased competitive forces can shift industry sales from incumbent suppliers to new entrants.  The result is a reduction in the growth rate of the incumbent supplier's outputs.  Particularly in the short run, this reduction in the growth rate of the regulated firms’ outputs can exceed any associated reduction in the growth rate of its inputs, leading to higher marginal cost growth rates for the regulated industry.  Additionally, intensifying telecommunications competition can lead to higher input prices for skilled labour and specialized factors of production.  These effects point to a lower X factor.  Thus, the proper determination of the X factor in the face of intensifying competition must reflect the net impact of these countervailing effects. 

b)
The X factor is based on the performance of the regulated industry, and not a particular firm.  In principle, structural factors applying to any one firm should not affect the offset.  In practice, however, firm-specific structural factors could affect the X factor.  A merger among firms operating in the same territory or market would be an example of a major firm-specific structural factor.  As in the response to part a) which deals with increased market competition from entrants, mergers elicit countervailing effects upon the X factor.  For example, mergers may introduce incompatibilities in service offerings, and technology that at least in the short run, increase marginal cost growth rates and thereby decrease the X factor.  Management synergies may reduce marginal cost growth, while exhausted scale economies and accompanying diminishing returns increase marginal cost growth rates.  The effect on the offset reflects the net impact of these countervailing effects.     







