	TELUS Communications Inc.

July 16, 2001
	
	Response to Interrogatory 

PN 2001-37

	
	
	TELUS(Calgary)26Jun01-34

Page 2 of 2



34.
Reference:
Telus Evidence, Section 3, Paragraph 55, 61 and 62

“If too small an “X” factor is imposed, the regulated firm will earn excessive profits; if too large an “X” factor is imposed, the financial integrity of the regulated firm will be threatened.”  (Paragraph 55)

“…. the manner of establishing the offset must be modified to determine an “X” factor for capped services in a way that preserves the ideal incentive properties of PCR.  (Emphasis added) (Paragraph 61).

”…An “X” factor that preserves the ideal incentive properties of PCR would set the average growth rate of prices for capped services equal to the average marginal cost growth rate for those services.”  (Emphasis added) (Paragraph 62).

Request:

(a) Indicate whether Telus’ description of “ideal incentive properties” is that the incentives should not be too small or too large.

(b) Elaborate on Telus’ view of what ideal incentives should be.  Any references to public documents should provide precise pages and paragraph numbers.

(c) Provide all criteria, in Telus’ view, for ideal incentive properties.  Any references to public documents should provide precise pages and paragraph numbers.

ANSWER

(a) “Ideal incentive properties” are those that promote the desired behavior in the regulated company to achieve productivity gains.  Price regulation has been recognized in economic literature as a superior regulatory regime in that it puts in place stronger incentives for economic efficiency relative to rate of return regulation.  To the extent that the stronger incentive properties more closely emulate conditions of a competitive market they are considered as ideal.  Incentive properties that emulate conditions that would prevail in the market are neither too small or too large.

(b), (c)
In TELUS’ view, the regulated firm under pure price regulation has ideal incentives to (1) operate with the least-cost technology; (2) operate with no waste; (3) diversify efficiently into new markets; (4) undertake cost-reducing innovation; and (5) report its costs truthfully.  Price cap regulation allows for the possibility that all parties (i.e., regulated firms, consumers, competitors, and the regulator) can be made better off.  The regulated firm bears greater risk in exchange for the prospect of greater reward.  In addition the regulated firm is also granted additional pricing flexibility that enables it to compete more effectively in increasingly competitive markets.  Consumers typically enjoy price reductions over time that are more pronounced than those experienced historically under traditional rate of return regulation.  The regulator benefits from more streamlined regulation.  Competitors benefit because the regulated firm has neither the incentive to misreport the nature of its costs nor the ability to true-up earnings should its rate of return fall below pre-specified levels due to competitive entry.  Unlike rate of return regulation, price cap regulation affords little or no protection to the regulated firms from competitive losses.  TELUS’ views in this regard were fully described in the proceeding initiated by Public Notice CRTC 2000-99, Proceeding to Determine the Scope of the Price Cap Review
.







� See TELUS Comments, September 11, 2000, section 2, paragraphs 4 to 8 inclusive, and section 3, paragraphs 9 to 18 inclusive. 





