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1109
Refer to paragraph 80 of Price Cap Regulation and Related Issues, Telecom Decision CRTC 97-9, 1 May 1997 and TELUS’ evidence, section 3.4, pages 29 to 31.  In Decision 97-9, the Commission stated that “[t]he stretch factor is intended to provide a dividend to consumers resulting from the streamlining of regulation and increased incentives for efficiency for the telephone companies.”  In section 3.4 of its evidence, TELUS stated that “[t]he imposition of a stretch factor in a second price cap period is … neither necessary nor appropriate because the one-time efficiency gains that the Commission anticipated have been achieved and are now built into the offset.”

a)
Provide a detailed response as to why the Company does not believe it would be appropriate to include a stretch factor adjustment in their proposed target X-factor.  The response should also specifically address how the TELUS’ rate proposals in this proceeding will continue to “reflect” the impact of the 1% stretch factor established in Decision 97-9.

b) In table 3.2 of its evidence, the company provided estimates of its actual/forecast X-factor, using the measurement approach proposed by the company, for the each of the years 1989 to 2001.  Using the methodology proposed by the company to determine the X-factor in this proceeding, provide TELUS’ average X-factor for the initial price cap period of 1998 to 2001.  Provide the company’s views on whether productivity levels of this magnitude could be expected to materialize during its proposed price regulation period of 2002 to 2006, and a detailed explanation of the factors that contributed to the company’s actual/forecast X‑factor in 2000 and 2001 being approximately 14.7% and ‑0.23%, respectively.  State all assumptions.

ANSWER

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

a) The Commission’s rationale for the imposition of a stretch factor was the potential for cost reductions resulting from the transition to price cap regulation.  These transitional efficiencies along with the net productivity improvements associated with increased competition are reflected in the productivity gains registered by TELUS.  Indeed, consumers have benefited from these transitional gains through the stretch factor in the form of lower prices.  However, these gains must be by their very nature, transitory, because one-time cost reductions that might be achieved initially under PCR cannot continue for a longer period of time.  Rising productivity growth rates dissipate once price caps have been in effect, as the regulated industry attains its higher level of productivity.  Continuing productivity growth diminishes once the price cap regime matures and productivity attains its sustainable level.  The one-time efficiency gains that the Commission anticipated have been achieved and are now built into the offset.  Therefore TELUS’ rate proposals for capped services will continue to reflect the impact of a stretch factor that was established in Decision CRTC 97-9.  

Additionally, the industry offset of 3% further imposes a stretch factor on TELUS in the forthcoming price cap period.  As noted in part a) of interrogatory response TELUS(CRTC)26Jun01-1107, applying TELUS’ own unit cost data leads to an offset of 2.2%.  Therefore the industry offset embodies a significant stretch factor of 0.8% during the forthcoming price cap period.  

b) The X factor proposed by TELUS is an industry offset.  As discussed in part b) of interrogatory response TELUS(CRTC)26Jun01-1107, the marginal cost growth rate for the industry forms part of the offset.  This rate is represented mainly by the growth of Bell Canada’s Phase II costs.  TELUS’ Phase II costs growth rates, used in the determination of the industry offset, are presented in Attachment 1 of interrogatory response TELUS(CRTC)26Jun01-1107. TELUS’ offset based on its own Phase II costs over the period 1996-2001 is 2.2%.  Over the period 1998-2001 the offset is 2%.       

The industry offset represents the difference between the economy-wide marginal cost growth rate and the marginal cost growth rate for capped services produced by the regulated industry.  This offset does not exclusively represent productivity effects, but also includes input price inflation effects.  Additionally, in determining an offset under price cap regulation, the longest historical period should be utilized to obtain an accurate forecast of future developments.  The Commission has recognized this in Decision CRTC 97-9.  It states at paragraph 65, “The Commission notes that the Stentor historical TFP growth of 4.2% for the period 1988 to 1995 is consistent with Bell’s long-term TFP of 4.1% (1962 to 1995).”  Selecting various sub-periods could very well provide misleading information where X factors may be either too low or too high.  However, as requested, calculating the average of the X factor column over the period 1998-2001 in Table 3.2 of TELUS’ evidence yields 4.4%.  







