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RESUME

Les services de t&l&communications dans les provinces du
Manitoba, de la Saskatchewan et de 1l'Alberta ainsi que dans
la ville d'Edmonton, sont assurés par des entreprises
publiques. Contrairement aux services d'€lectricité qui, au
Canada, sont presque toujours fournis par des entreprises
publiques, la majorit& des services t&léphoniques le sont
par des monopoles r&glementés.

L'auteur se penche d'abord sur la raison d'étre des
entreprises publiques. La documentation existante sur les
motifs qui font opter pour la formule de l'entreprise
publique et sur son efficacité est insuffisante. Des
tentatives ont &t& faites pour &tablir, en s'appuyant sur le
droit de propri&t&, une th&orie montrant la valeur positive
de l'entreprise publique, § partir de laquelle il aurait &té
possible d'examiner les colits de l'organisme et la thé&orie de
la bureaucratie. Malheureusement, la théorie &conomique de
la démocratie n'est pas suffisamment développ&e pour fournir
des directives claires sur le choix politique des instruments
d utiliser pour la formation et l'utilisation d'entreprises
publiques de pr&f&rence a d'autres formes d'institutions, par
exemple, des monopoles ré&glement&s. Sans cette information,
il est impossible de faire concorder la volont& politique du
gouvernement avec la doctrine sur le droit de proprié&té.
Pourtant, cette concordance est né€cessaire.

Les raisons qui ont motivé jadis la cré&ation des sociétés
publiques de t&l&phone subsistent a@ peu prés telles quelles
encore aujourd'hui. Voila pourquoi nous avons tenté de
comprendre les premi€res décisions touchant 1l'industrie du
t&léphone dans 1'Ouest canadien. Dans tous les cas &tudiés,
le principe de la propri&té& publique a &t& adopté& dés le
début de la colonisation de ces r&gions. On craignait
surtout qu'un monopole privE&, détenu par les TElEphones Bell,
ne puisse fournir les services d un cofit raisonnable a la
population clairsemée des Prairies. Par contre, on &tait
convaincu que les r&gions nouvellement colonis&es pouvaient
8tre desservies par des entreprises publiques, et le
t&l&phone &tait consid&ré comme un service d'utilité& publique
au méme titre que l'eau et 1'Electricité.

Les soci&t&s de services té&l&phoniques ont eu beaucoup de
difficulté 3 &tablir des r&seaux ruraux. La DEpression a
détruit toutes les premiéres tentatives i cet effet. Ce
n'est que grace a8 la hausse des recettes du service inter-
urbain durant la p&riode d'apré&s-guerre que ces société&s ont
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pu recommencer a@ financer d'importantes améliorations du
réseau rural.

La performance de ces entreprises publiques peut &tre
classifi&e selon divers aspects. Premiérement, elles ont
réussi a3 fournir le service de t&lé&phone 3 de faibles cofits
sans créer de problémes financiers ou politiques aux
gouvernements concernés. Deuxi€mement, & l'instar de toutes
les autres soci&t&s de t&l&phone, elles ont &tabli leurs
prix sans les mettre en rapport &troit avec les coflits. Nous
avons examin& les avantages financiers qu'ont obtenus ces
sociétés par leurs crédits d'impdt et leurs faibles taux
bruts de rendement. Ce dernier avantage r&sulte autant de
leur coeffigient d'endebtement Elavé que des faibles taux
d'intérét de leurs emprunts cautionnés par 1l'Etat.

Les deux derniéres sections de ce Document portent sur
1'&volution du contrdle des entreprises et sur leurs
perspectives d'avenir. Dans une grande mesure - et malgré
l'existence de régles implicites - le contrdle de ces
sociét&s et leur imputabilit& ne se sont exercés, sur le plan
pratique, que d'une facon informelle. Les gouvernements
concernés sont assez petits pour qu'il puisse exister une
interaction directe et considérable entre les d&puté&s ou les
fonctionnaires et la direction de ces soci&t&s. Aucun
instrument de contrdle &labor&, formel et public n'est en
place, et personne n'en ressent non plus le besoin.

L'avenir des entreprises publiques est menac& par l'avéne-
ment de la concurrence dans le secteur des t&l&communi-
cations. Ainsi, les recettes provenant de services inter-
urbains qui soutiennent ces soci&té&s depuis trente ans
risquent d'étre consid&rablement & la baisse. Sans un
monopole dans la prestation des services, la méthode actuelle
des subventions vers&es par l1'Etat & ces entreprises est
menac&e. Nous en sommes r&duits & nous demander si, dans un
contexte marqué par la concurrence, les entreprises publiques
auront encore un rd8le 3a jouer.

- iv -



ABSTRACT

Telecommunications services in the Provinces of Manitoba,
Saskatchewan and Alberta and in the City of Edmonton are
provided by public enterprises. While Canadian electric
utilities are almost all public enterprises, most Canadian
telephone services have been provided by regulated monopolies.

The study begins by considering the theoretical basis for
government enterprises. The existing literature on the reasons
for choosing government enterprises and their effectiveness is
inadequate. There have been an attempts to establish a
positive theory of government enterprises based on property
rights theory and this can be extended to consider agency costs
and the theory of bureaucracy. Unfortunately, the economic
theory of democracy is not sufficiently developed to provide
clear guidelines about the political choice of instruments
involved in the formation and use of government enterprises
versus other institutional forms, i.e. regulated monopolies.
Without this step it is impossible to combine the political
will of the government with the property rights literature.

The combination is required.

The basis for the development of public telephone companies
has changed very little since their inception. For this reason
an attempt was made to understand the early decisions about the
telephone industry in Western Canada. 1In all our cases, public
ownership was established very early in the settlement in these
areas. There was considerable fear that the private monopoly,
Bell Telephone, would not provide services throughout the
sparsely populated Prairies at a reasonable price. This was
buttressed by convictions that the newly settled areas could be
served by government enterprises and that telephones were a
public utility like water and electricity.

The telephone companies had a very difficult time
establishing rural networks. The depression destroyed the
early attempts to fulfill this mandate. It was only with the
growth in long distance revenue in the post-war period that
these companies were able to return to major subsidized
improvements in the rural network.

The performance of these government enterprises can be
classified in several dimensions. First, they have been
successful in providing telephone service at a low cost without
creating fiscal or political problems for the governments
involved. Second, like all telephone companies, they have
priced their services in a manner that is poorly related to




costs. An investigation was undertaken of the financial
advantages conferred on these companies by their exemption from
income taxes and their low gross rates of return. The latter
arise from the high debt to equity ratio and the low interest
rates associated with government-backed debt.

In the last two sections the evolution of the control of the
enterprises and their prospects for the future are discussed.
To a large extent, control and accountability has operated in
informal ways in practice although there are explicit rules.
The Governments involved are sufficiently small that there is
considerable direct interaction with members of the government .
or its civil service and the Companies. Elaborate formal and
public control features do not exist and are not perceived as
necessary.

The future of the government enterprises is threatened by the
approach of competition in telecommunications. The
long-distance revenue which has supported these companies for
thirty years may be sharply reduced. Without a monopoly in the
provision of services, the current subsidy practices of the
enterprises and their governments are threatened. It is
unclear if there is a future role for government enterprises in
a competitive environment.

- vi -




1. INTRODUCTION!

Canadian Government Enterprisezs pertorm manyv difterent
functions. They have arisen in wide variety of pelitical and
spocin-economic environments. Attempts to classifty and explain
the origins and scope of these enterprises have been largely
unsuccessfulz. This report 1s one study in the Economic Council
of Canada’'s investigation of Canadian Crown Corporations. QOur
task is to consider the four telecommunications companies in
lestern Canada that are government-owned. Three companies,
Alberta Government Telephones {(AGT), Saskatchewan Telephones
(SaskTel) and Manitoba Telephone System (MTS) are owned by the

Frovinces. The fourth, "edmonton telephones’ (et’)” is owned by

the City of Edmonton.

The general perception of government enterprises is often
of +irms that are wasteful, mis—managed and a financial drain

on the government treasury. This may often be the truth and the

11 have benefitted from discussions with officials of all of
the publicly-owned companies. Specific attribution has been
avoided and no one but the author is responsible for the contents
of this report. The report has also been improved by the patient
help of Arthur Kael and Ron Hirschorn of the Economic Council of
Canada as well as several anonymous readers.

T
“Several attempts are contained in Fritchard (1983).

-

> . - . = .
The companies current proper name is ‘edmonton telephones
or “et’.
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perception, true or false, maotivates the Councii’'s concern for
investigating the performance and control of sovernment

enterprises.

The government firms in telecommunications do not generally
fit the characterization of a typical troubled government
enterpriseq. In wavs, that we will discuss more fully below,
they are successes relative to many other government enterprises
and relative to a practical standard of maintaining good relations
Wwith their customers and owners. Assuming that I am correct in
this judgement, this report must have a ftocus that is slightly
ditferent than others in the series of Council studies. We will
be trying to analyze why all four firms have been relatively
successtul. The firms are certainly not identical. Their
relations with their owners are handled in different fashions and
they serve quite different regions. We will argue that the
methods of control and performance evaluation have not been the
primary determinants of success for these government

telecommunications firms.

The second section of the report discusses the available
theoretical basis for analyzing government enterprises. UWe
argue that the theory is not particularly well developed. The

section reviews the arguments emanating from the property rights

Government enterprises in utilities of all kinds have not
become serious problems for governments except in exceptional
situations.



schocl. This 1= foliowed by a discussion of ths theorstical
concerns arising +trom agency costs and the analysis of
bureaucratic deciszion making. Finally, the section analyzes
the difficulties of contrrnl problems and the evaluation of

pertormance.

The third section discusses the special nature of government
enterprises i1in the North American telecommunications industry.
The premise i1z thalt a combination of the structure of the
industry, some wise decisions by the government enterprises and
techneological levels and developments made the success of the
government enterprises possible. This i1s not absolute success

but only a limited but i1mportant practical notion of success.

The fourth section is an exploration of the history of these
enterprises. All of the government telephone systems were created
between 1205 and 1910 during the early and rapid settlement of
the Canadian West. They are relatively unique in the North
American telecommunications industry which 1s mainly privately
DwnedS. Since their founding, the broad objectives which led to
the creation of the enterprises, have not been changed although

the difficulties of achieving these objectives have been perceived

more clearly. In order to understand the motivation for the

“There have been many rural coops and a few municipal phone
systems.
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creation of the government telephone systems, it 1s necessary t

=

]

consider their eariy history.

All of the telephone systems were initially controiled
through government departments. The creation of the current
forms of government enterprises was a long slow process which
was not completed until the fifties or sixties. The limited
available historical evidence permits us to consider the ability
of these enterprises to fulfill obligations that the governments

undertook when they initially created the enterprises.

The fifth section evaluates the performance of the
government—owned firms. An unsuccesful attempt was made to
collect enough data and to estimate some mcdelsb as a segment
of the report. As an alternative, an extensive comparison based
on financial data for the four government enterpricses and three
private requlated +tirms was undertaken. It is often claimed that
the price advantage of the government enterprise is built on two
implicit subsidies. These are the exemption of government
enterprises from corporate income taxes and their low gross rate
of return. The latter is based on the high debt to equity ratio
and the low interest rates associated with the government backed

debt.

bThe problems were partially with the data simply not being
readily available from past years, partially a concern with
confidentiality and partially econometric results that did not
make sense.
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The sixth section describes the mechanisms that the
governments use to control and evaluate the enterprises at this
time. In all cases there is a great deal of informal interaction
between the companies, agencies or comnissicns created by the
government and the government itself. There are few 1f any
discussions and evaluations of these procedures that are in the
public domain. The legal details are available in the Acts of
Legislation but these do not provide evidence of the system 1in
operation. Included 1n this section will be a discussion of the
limited but growing role of regulation in the sense that is

common in the private telecommunications industry.

Section seven focuses on the impending difficulties
confronting these government firms. The first gquestion 1s how to
re-define the objectives of these enterprises. Competition in
telecommunications i1is growing and it can not be prevented in the
long run. The governments in Western Canada will have to
radically think about the objectives of these enterprises for the
first time i1n many vears. I+ competition arises in the long
distance market the implications for the Frovincial government
enterprises are serious. The very low local telephone rates of
these companies depends on the high toll revenue that 1s available
to them. Once this disappears, the local rates will have to
rise. The plans or thoughts that the governments have for these

enterprises are not fully developed or publicly available but
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this section will discuss the future of government enterprises in

telecommunications.

The final section attempts to draw together the lessons

of the previous sections.
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<. THEORETICAL PERSPECTIVES ON GOVERNMENT ENTERPRISES

2.1 Introduction

To provide some background tor ow 1nvestigation of the
telephone companies, a discussion of the available theoretical
perspectives on government enterprises i1s useful. We will begin
with a discussion of some general perspectives on the use of this
form of production and twn to more specitic issues in the later

portions of this section.

.2 Fositive Theories of Bovernment Enterprises

There have been a number ot attempts to provide a positive,

in contrast with a normative, analysis of government enterprises.

In this section7, we will discuss two schools of thought that
have had considerable influence on the analysis of government
enterprises. The first has evolved from the property rights moadel
of the firm. The second has links to the pbsitive theories of
government and bureaucracy. As we will discover neither provides
an adequate theory, with testable implications. Their discussion
is useful for two reasons. They provide an important organizing
device for consistent thinking about government enterprises.
Second, there are no other theoretical perspectives on government

enterprises. 0¥ course, there are many other theoretical areas

This section has benefitted from the excellent surveys by
RBocherding et. al. (1981) and Bocherding(1983). These studies
are highly recommended as a starting point for further
investigation. I have not agreed with everything that is said in
these sources but this is not the place for that debate.
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in econamics which can contribute to an understanding of

government enterprises.

Consider the basic general guestion. Why choose a government
enterprise? There are many other institutional alternatives for
the production of telephone services. Rather than directly
answer the general question, the property rights school poses a
related set of guestions. What are the efficiency implications
of alternative institutional arrangements in production? The
answers that are derived are dependent on modeis of the firm
originally introduced by Stigler (1931) and Coase(1937). Thais
type of theory of the firm stresses the organizational problems
of operating an enterprise. The latter may be thought ot as the
degrees ot freedom remaining after the technical constraints are

considered.

In this theory, the firm has an owner who controls, directly
or indirectly, the tactors of production. The owner has rights
to the residual income of the firm, while the other factors,
human or not, receive payments or income based on prior
contractual arrangements. The owner, or his agent, must
coordinate the the use of the contracted inputs in order to
produce and sell ocutput. Since the net income belongs to the

owner , the latter has an incentive to monitor, directly or

BThere 15 no literature that seriously treats the difficulties
of integrating the technical and organizational approaches
ta the firm. This is a serious limitation.
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indirectiy, the taskese reguired to produce the product in an
efticient way. That 1s, the owner will attempt to maximize
his private wealth, i1gnoring any other obiectives he might have.
With the normal caveats about a competitive environment, the
private owner will push the firm towards socially efficient

production in his attempts toc maximize private wealth.

Restrictions on property rights, in use or exchange, will
reduce the efticiency of firms in this task of socially efficient
private wealth maximization. For example, government regulation

usually involves restrictions on the use, and perhaps the
exchange rights of the owner. If we think of a spectrum of
restrictions on rights, then government ownership effectively
abolishes all private use and exchange rights.

The eftects of limits on use rights are tairly
straightforward and the literature, that i1s related to government
enterprises, has often concentrated on restrictions on
transterability or exchange. Restrictions on exchange rights may
prevent the person who might have maximized the wealth from the
use of the asset from obtaining ownership. The key to the
acceptability of these ideas is the focus on private wealth
maximization as the objective of interest. In attempting to
capture government enterprises within this framework, some major

difficulties arise.
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The property rights literature strives to provide links

with government enterprises along several dimensions. To clarify

the alternatives, 1nitially assume that there are only two types

of firms. There are no private agents. FPrivate firms are

operated by owner-managercs. Government firms are run by

government managers. The objectives of the managers of both firms

is, by assumption, the maximization of the value of the firm,

i.e. wealth maximization. The property rights literature sights

three sources of disadvantage +or the manager ot the government

enterprise relative to his private counterpart. First, since the

government manager 1s assumed or asserted to have a reduced,

no, financial stake in the success of the firm, the government

manager will be less efficient. Second, since there is no capital

market in the assets of the government firm, no overall evaluation

of the firm exists. Third, which is closely linked to the second,

the absence of this capital market implies that the government

manager can not be replaced by a more efficient manager through

a purchase of the firm on the capital market.

Given the restrictive conditions of our example, the arguments

for the relative inefficiency of government enterprises has some

force. However, the empirical verification of this type of

hypotheses is difficult since the conditions required are seldom

met. Before we relax the stringent assumptions, a few comments

on each of the implications will be useful.
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The first poant, the lack of a financial cstake in the
gaver nment enterprise by the manager, is easily improved by
the 1mplementation of a managerial i1ncentive scheme tied to
the firm’'s performance. This will introduce a basic issue which
we have avoided. Agency aspects were left out of the problem
intentionally but they will be explicitly considered belaow for

both types of firms.

The second point is important. It 1s very difficult to
judge the long run potential of any firm, private or public.
The existence of publicly traded shares provides some infaormation
not available elsewhere. The exact value of this information has
not been determined. This is unfortunate and we will return to
this issue. I+ a firm 1s, not traded, estimates of 1ts market
value may have a much larger variance as well as a different
mean. The evidence that market share values, at any moment, are
good predictors of future
share values is limited, since the uncertainty about the future

is so high.

The third dimension of the private firm’'s advantage requires
one aof two arguments. If there is an ownership skill, different
from a managerial skill, then the inability of potential owners
to buy a government enterprise will be a source of 1nefficiency.

It will be difficult to distinguish managerial and ownership

skills but it may be possible. The second argument returns to an
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agency type ot argument. It 1s not the usual agency case.
Whialever the incentive scheme offered to managers, i1t can not be
extended to be equivalent to a full claim on the residual 1ncome
ot the firm. This would turn managers 1nto owners or
owner —managers. If the 1ncentive scheme that is required to
maximize wealth is equivalent to ownership rights, then the
restriction of the manager to agency will imply an 1nefficiency

for government enterprises.

The ini1ti1al set of constraints was designed to 1llustrate
sever al points in an environment that appears to be i1mplicitly
used 1n the literature. Mhere are three obvious constraints
that we wish to release. The praoperty rights literature 1s
not the same as the agency literature and that was the rationale
for the earlier exclusion of agency problems. We will now permit

the separation of ownership and management in the private firm.

Second, the property rights literature does not recognize
an 1mportant role for the government owner. We will now
explicitly i1introduce a government owner. The agency problem will
permeate both private and public firms. The arguments {for the
efficiency advantages of the private ti1rm will be substantially

weakened by this change.

The explicit introduction of the government owner will force

us to reconsider the objectives of the firms. The government
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owner certainly hae objectives. However i1ll-deftined and rapidly
changing, they are not equivalent to proftit maximization, 1n the
short or long run. This will imply thet the many empirical
studies that do not control for varving objectives when studying
the relative costs of government vs private firms are not very
informative unless caretully interpreted. It is, of course,

quite difficult to control for the varying objectives.

While the studies of the caost inefficiency of government
enterprises may be unconvincing and are often poorly done they
are i1mportant for a different reason. Accurate information about
the costs of using government enterprises for political purposes
is seldom available. Foliticians and the public ought to know
the costs of non—commercial objectives in order to be able to
evaluate how intensively to pursue these ocbjectives. This is a
much more important purpose than any simple catalogue of the

supposed excess costs of government enterprises.

With these extensions of our restricted model, we are left
with the following characterization. Both private and government
owners have agency problems which may be more difficult in
government enterprises for reasons that we will discuss later.

The divergence of objectives must be directly confronted. Further
evidence is needed on the consequence, for any set of objectives,

of the absence of a capital market in the firm. Recall that this
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market will potentially assist in pertformance evaluation and

assuring efticient ownership.

The objectives that a government owner has for a particular
government enterprise are only part of, or a particular
manifestation of, a broader set of political objectives. Inside
a government or a political party, there is an active market in
political talent. Ministers and party critics can be and are
changed. It is these markets that are the proper mechanisms that
ought to be investigated as the appropriate substitutes for the
capital market i1n ownership. Members of the gavernment who have
political ownership skills may seek or be sought for the job of
overseeing the government ' s enterprises. I do not wish to push
the market analogy too far. In non—-market language, there are
political mechanisms for evaluating the political performance of
those politicians who are responsible for a government enterprise.
Some of these are internal to the government but ultimately, the
electorate may be involved. As a hypothesis 1 am arguing that
this is the right area to investigate. The absence of a capital
market for the firm can be over—played. There may be a role for
the capital market but it must be considered as part of the

complete picture and not by itself.

Perhaps the greatest failure of the property rights school
is the complete omission of any concern for the ocbjectives of the

governments that own the enterprises. Without a direct concern




tor these obiectives the property rights school does not praovide
a complete analysis or a very testable set of implications for

studying government enterprises.

There are two additional considerations that we wish to
add. First, even with the limited objective of maximizing private
wealth, the efficiency of private firms requires a competitive
enviranment to translate the pursuit aof private goals into a
social good. The degree of competition may be very important. We
wish to develop this aspect more carefully. Second, the addition

of regulation to these models requires some comment.

Government enterprises very seldom operate in flourishing
competition with private competitors. In tact, when there is
competition there 1s often regulation of the competition. 1+
there i1s competition, even of a restrained variety, 1ts existence
may force both public and private firms to be more efficient by
making the costs of i1nefficiency, in private wealth creation,
both higher and more visible. Moreover, the pursuit of
alternative goals by either type of firm may become more difficult
and certainly will appear more expensive. The weakness of
competition, in addition to, or rather, than the problems
emphasized by the property rights school, may be a cause of

inefficiency.
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The literatureg on the economic theory ot democracy,
government and the bureaucracy might provide the required bridge
between the positive theory of the organization of production and
government ocwnership. While this literature is insightful and
interesting, i1t does not provide the necessary completeness that
would permit the testing of hypotheses.10 The importance of this
literature should not be underestimated. Government enterprises
are selected by governments as a policy tool. The bureaucracy as
agents of the government oversee the operations of these
enterprises. I+ we are to understand the creation and activity
of government enterprises then it is necessary to have a theory of
government. It 1is not available at the moment and will be

difficult to create.

Niskanen focussed on the bureaucracy and its capability
of pushing programs that it wished to develop. The bureaucracy
oftfers the politicians all or nothing programs and enlists the
assistance of particular groups of politicians. This theory
can be made consistent with the median voter theory of
democracy. Many variants of this model have been developed.

There are two aspects that we will discuss. First, one strand

quamples are Downs(1957), Breton(1974) and Niskanen(1971). A
Much larger journal literature has developed. Some of it is
discussed in Bocherding(1983).

10Palmer(1983) has tried to use this theory in his analysis

of a government owned bus line.
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of thought has focussed on the bureaucracy. For this group,
the major 1ssues are modelling the objectives of the bureaucracy
and the constraints that the bureaucracy confronts. Since the
objectives may be multi—-dimensional, although all utility
enhancing, 1t i1s difficult to precisely model and collect data
that would adequately model the situation. The constraints are
even mare complex, since the politicians must be modelled and the
possibilities of interactions within the bureaucracy can not be
ignored. The particular studies have tended to select, a priori,
many aspects of the modelling problem. This has lett their
results conditional on many possible alternatives. It 1s not
zloth that has created this situation. It 1s ditficult to model,

let alone obtsin data, for this very complex framework.

I+ there i1s no satisfactory general theory of government
enterprises there are many detailed questions that we will pursue
in the body of this study. The general approaches will assist us
in suggesting ideas and we will refer back to these models in
certain instances.

2
P

.5 FPerformance, Accountability and Control

In a separate lengthy document, Denny(1984), 1 have discussed
the problems of performance measurement. That material will only
be briefly summarized in this report. Moreover, other researchers
are considering in more detail the problems of accountability and

control. The actual practices of the telephone companies will be
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outiined in a much later section. UOne point will be stressed
throughout this section. The problems in all these areas are
serious for both private and public firms. However, there is no
easy mechanism for eliminating the problems and only a few reasons
to belisve that they are more serious i1n government enterprises.
The emphasis that has sometimes appeared on the unigueness of
these problems in government enterprises and/or the availability

of ready-made cures is misleading.

The measurement of performance for a single firm 1s difficult
even 1f the firms only objective is the maximization of wealth.
There are three basic problems. Activities or actions, undertaken
in any time period, have consequences that extend beyond that
time period. These consequences will not be fully known and may
not be captured by the chosen performance measure.11 An example
is the measure, current profits, which will not reflect future
profits or the value of current expenditures on future profits.

It is often believed that the stock market providese an effective
solution to this problem. The stock market only has some of the
information and even that information is very uncertain.
Consequently, the existence of a stock market is not an effective

measure of long run performance. Unfortunately, there is no

11The Fisher and McGowan (1983) paper re—invents this point in

the context of monopoly profit measwement.
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adequate study of the value of stock market information ~. The
third paoint i1s that current or future profits are efftected by
actions from other time periods that are beyvond the control of
the firm. Whether performance measures should fully include
these effects depends on the purpose of the measure. It is often

S

difficult to eliminate the external ef%ectsld.

The 1ssues of control and accountability are not independent
of performance measurement. To the extent that performance
measures are weak or 1nadeguate, control and accountability
are more difficult. It i1s difficult to hold someone accountable
when performance can anly be poorly measured. Control requires
mechanisms that respond to performance indicators and the same

comment applies.

Ferformance measures require the prior specification of
objectives. If this appears simple for the private firm, i1t is
one of the difficulties for the government enterprise.
Governments seldom specify clear objectives for their firms.
Mareover, publicly stated objectives are not only fuzzy but

often fail to explicitly mention the political objectives that

1""Tc: the extent that stock market prices follow a random walk,

there is no information about tomorrows price in todays price.
Consequently, there is no measure of improved performance.

-

leherE are extensive efforts to evaluate portfolio managers
which wrestlie with these problems.
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are always present. It 1s unlikely that governments would like
to fully specify objlectives i1n advance. 0UOne ot the potential
advantages of government enterprises is that they may be used
flexibly to meet objectives or purposes that arise through time.
These uses may be highly publicized or kept very quiet depending
on the situation. Frior commitments on the enterprise’s

objectives limits the governments policy +flexibility.

The public often receives news that suggests that there
15 no control aver public enterprises and that they are out
of control. Proof that this is the case is seldom offered and
would seem to be very unlikely. Governments are in control
of their enterprises and the latter are accountable to the
government. This does not mean that mechanisms for control
and accountability could not be improved but only that the primary
responsibility remains with the government. Managers of
government enterprises have very little long run incentive to
fool the government. Most of the long run problems arise from a
lack of government desire to curtail the activity of their
enterprises. The nature and form of the control and
accountability are certainly topics for dispute within the
government but it is excessive to suggest that the government

has lost control.

Almost all government enterprises are under the control

of a particular Minister. Many government enterprises, perhaps
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most will have a Board of Directors or something equivalent.
The Board will usually have members who are senior civil servants
and company executives. It may contain politicians and it may
contain outside individuals. This structure i1is not dissimilar to
private corporations and mast of the difficulties in control and
accountability will not be different from those in private

corporations.

The government is the uwltimate owner of the enterprise
and the role of the Board is delineated and detined by what
the government wishes to do or not do through the Board. In this
sense, 1t 1s not like a widely held private caorporation in which
the direct influence of shareholders may be very weak. It 1s
closer to a tightly-held corporation in which the board is
controlled by the primary owner (s). The Board may be used
extensively for public relations and most of the details be
carried out through direct contacts between the management and
the government. The latter may be the Minister but is more

likely his staff.

A very wide variety of control and accountability mechanisms
have been used in both private industries and government
enterprises. There does not appear to be a single set of
procedures that is better in all situations. The following

points are important.
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1. The government must decide if 1t has objectives for

the firm and translate these into a concrete form that

can be used to control, evaluate and hold accountable the
14

Board and the management.

2. I+ the objectives are reasonably well-detined then a

Board can control and evaluate the firm.

3. Evaluation will always be subjective to some extent.

14Although it mat be surprising, governments may prefer to

have ill-defined objectives. In that case, the firm will be
difficult to control.



3. TELEPHONE COMPANIES AS GOVERNMENT ENTERPRISES

Government enterprises exist in many different types of
industries. The characteristics of the industry will dictate
limitations on behavior, require certain skills and i1mpose a
particular set of risks. In this section we will discuss some
aspects of the telephone industry that bear on the performance

of government enterprises in the i1ndustry.

There is often a perception in many parts of North America
that government enterprises develop very poor telecommunications
systems. This perception is based on direct, although often
limited, experience with the European telecommunication systems
which are almost all government enterprises. Without developing
any discussion of the Ewopean case, the four Canadian
government enterprises provide direct refutation that a
government enterprise must necessarily provide a poor
telecommunications system. There is little or no evidence that
these enterprises have supplied distinctly inferior service
compared to their private counterparts in the rest of North
America. If there are faults in the North American telephone
industry, and there are, they are faults shared in common by
both the public and private firms to a greater extent than they
are faults of either the private or public firms separately.

The government enterprises have shared in many of the




24
telecommunications policies that developed throughout North

America.

During at least the first six decades of this century,
an operating telephone company has not been a "high tech’
firm. The term operating company is deliberate. An operating
company is one that provides telephone services to subscribers
using purchased equipment. FProvided the operating company
refrained from the development of new products and processes
there was very little exposure to technological risk in either
the processes or the products. The timing of the introduction
of new products could be a problem but major disasters have
been avoided. The government enterprises, like their private
counterparts in the industry, may have been overly cautious
in the introduction of new services or options within existing
service categories. I+ they were, this was part of the
tradition in the North American industry and arose because

of the lack of competition.

Telephone companies were dominated by engineers but these
were practical engineers and it was applied ingenuity that
was important. There were few if any university graduate
engineers in the western telephone companies until the 1950 's.
These were line companies, where experience counted for almost

everything and working up from the bottom to the very top




was not uncommon. Technical knowledge was acguired on the

Tob.

Technical improvements in the telephone system were enormous
during this century. However, this knowledge was widely
disseminated amongst the telephone operating companies. The
structure of the North American telephone market facilitated
this process. The market,; for telephone services, was divided
into many areas with monopoly suppliers. Once the market
pattern was stabilized, a company that made a technical
innovation could not use this capability to improve its share
of the telephone service market. The innovation had to be
marketed to the other firms in the industry. Consequently, the
government enterprises were soon offered an opportunity to
purchase innovations from either independent telephone industry
suppliers or those tied to one of the larger telephone systems.
The government enterprises were free to purchase from any
supplier and they did. There were almost no attempts to place
restrictions on their purchasing policies. Moreover they did
not become committed to the major development of telephone
equipment. There were direct and immediate benefits to these
policies. Innovations from all sources were readily available
with the technical support to implement them. High risk
devel opment projects did not create financial problems. Unlike
the major North American integrated telephone systems, there

was no waiting until the captured supplier developed a
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compar able product. The story of the European government
telephone enterprises 1s substantially different in this area
and some ot their major problems arose from their more seld
reliant equipment develaopment policies. In North America, the
electric power industry has had developments, similar to the
telephone industry, with both public and private suppliers

having access to technological developments.

It will be useful to describe abstractly, and in simplified

form, how a telephone system works. Since subscribers wish

to be able to talk with potentially all other subscribers,

a connection is required between any pair of subscribers.
While direct permanent connections are technically feasible
they are far too expensive. Each subscriber is directiy
connected to a Central Office. The Central Office directly

or indirectly connects, via switches, the caller, to the party
to whom he wishes to speak. In the earliest manual systems,
operators had to physically make the connection and this often
required two operators shouting instructions to one anocther

in a crowded and noisy office. Central Offices are linked

to each other, directly or indirectly, by trunks that permit
the system to connect callers with subscriber belonging to
another Central Office. The local loop is the dedicated
connection between the local subscriber and his/her Central
Office in a single party system. For multi-party service,

the loop is shared. The density of subscribers served by a




central office will determine how many miles of wire or cable
must be installed to service the Central Office. The high
cost of low density or rural systems is associated with this

construction cost.

The 1ocal loop is unused most of the time by most
subscribers. This implies that the switching capacity can
be far below the number of lines. There are substantial peaks
to usage and the switching capacity is basically planned to
ensure that peak demands can be met. Formally, this 1s
translated into a probability that a caller will not be able
to complete a call. Trunk lines, between Central O+ffices,
can also be used tor any call and consequently, they can be
planned on a probabilistic basis to minimize the number of
volce channels required to meet demand subject to a probability
of failure. I+ connections are to be made automatically,
the system must have a means of communicating internally.
This is what the dial or pulse does from the phone set but
there are many other communications within parts of the system.
While there are many fine details in an actual phone system,
the core of the processes are described above. With this
fairly straightforward technoloqgy, an operating company can

provide telephone service without undue risks of major mistakes.

A simple phone system over distances of a few miles can

be very cheaply constructed. Many of the rural systems in
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North America wvsed barbed wire as a means of transmission.
This type of system will have low gquality transmission and

may be subject to high maintenance costs. Even more important,
if the transmission quality of the lines is low, automatic
equipment will misinterpret the command signals sent by the
system and create serious malfunctioning. Much of the
historical improvement in phone systems can be characterized
by a steady stream of cost effective improvements in the
reliability of equipment and transmission that eliminated
troubles and the ensuing labour and other costs. The system
has become more automatic, particularly with the introduction
of DDD. In the last decade the possibilities for enhanced
services through computerized switching has become a reality.
Al though not dealt with explicitly in this brief description,

the major i1nnovations in long distance transmission have

dramatically driven down the costs of that service.

Suppose we assume that the government enterprises in Western
Canada have been successful in a manner that I will make clear.
What is it about this industry in contrast with others that has

made successful government enterprises possible?

In this context success is being used in a limited but
practically crucial sense. First, the government
telecommunications enterprises have been successful in

delivering telephone services that are comparable in price,
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qual ity and range of service to other private telecommunications
campanies. Secondy they have been able to do this without
becoming a major source of finpancial or political distress to
their owners, the governments. Third, they have bheen used with
limited success by their government owners tor purposes other
than strictly commercial ones. That is, from the governments
perspective, they have not been a liability but rather an
asset. Many, 1f not most government enterprises have failed
some or all of these simple criteria. We want to analyze the
reasons for success in ouwr telephone cases. To ensure that
there 1s no confusion, these criteria are not those which an
ecanomist might normally apply to an industry. That very
different set ot criteria will be discussed elsewhere in the

repaort.

The core elements have been mentioned earlier in this
section but they need to be drawn together. Let us begin
with a simple hypothesis suggested to me by several members

of these government enterprises. A telecommunications firm

could not fail our criteria because the flow of cost reducing

technical innovations available to the firm, when combined

with 1ts monopoly status in the market, implied that there

were financial resources available for many diverse purposes.

I believe that there is a substantial amount of truth in this

simple hypothesis although 1t needs some elaboration.
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First, the available technology and its changes were provided
to the firms 1n useable form that did not create sericus
difficulties tor the management. Second the monopoly status
and the lack of any close substitutes for phones ensured that
there was a market available for the services of the government
enterprises. Third, the cost reducing flow of innovations
provided the management with the financial means of implementing

some non—commerclial goals.
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4. THE ORIGINS OF THE WESTERN PROVINCIAL TELEFPHONE COMPANIES

4.1 INTRODUCTION

This section provides some perspective on the origins

and historical evolution of the western Canadian telephone

companies that are government enterprises. It 1s necessary
to consider this history. Many of the major decisions about
these enterprises were made many yedars ago. First, there

has been no recent clear enunciation of the purposes or goals
ot these companies.15 Second a striking feature of all these
caompanies is that there has been very little controversy about
their continued existence. The possible exception is Edmonton
Telephones but the only alternative that has had any serious
consideration is the amalgamation of this company with AGT,
another government enterprise. There have not been serious
attempts to move these enterprises back into the private

sectorlb'

In telecommunications, unlike electric utilities, the
private sector has dominated the industry. Although rural
telephone cooperatives have been a rich part of the history

of the telephone industry in both the United States and Canada,

15There are statements in annual reports and government

documents but they are very vague and general.

lbﬁt times, the Frovincial governments have been right

wing, although populous in nature.
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there have been very few major government enterprises in the
telephone industry that have served both large rural and wurban
areas. Most of the government enterprises in North American

telecommunications have been small rural systems.

Why did government enterprises form in western Canada
and not in similar areas of the United States?17 We do not
have an answer but I believe it is another example of the
difficulties that exist in establishing the reasons for the
timing and location of government enterprisesla. There is

almost no uniform consistent theory about their formation

in this industry or others.

There is no attempt at original historical research in
this paper. Rather we have tried to look at the origins of
each of the four government enterprises in the telephone
industry and to describe the situation that led to their
formation. This will leave many questions unanswered but
it will aid us as a first step in understanding these
enterprises. The available historical research 1s gquite

limited.

A7An analysis of the radical nature of Frairie politics in
Canada relative to the U.S. is contained in Lipset(1947).

18A discussion of this issue is contained in the Chandler

paper in Pritchard(ed.) (1983).




Each company will be discussed separately beginning with
‘edmonton telephones’, followed by AGT, SaskTel and Manitoba
Tel. There are sufficient similarities 1n their experience

that we will review some companies in more detail than others.

4.2 A Brief History of Edmonton Telephones

On December 12, 19G4, the ratepayers of BEdmonton voted
461 to 63 ko purchase, for 17,000, the assets of the Edmonton
District Telephaone Co. and approved the expenditure of an
additional #10,000 to improve the system. At the time, the
system was very small by modern standards. There were 390
subscribers connected to the eight switchboards with a capacity
of 425 phones. The complete network had 150 miles of wire.
The yearly rates were #36 for a commercial phone and $25 for
a residential phone. This purchase was the culmination of
negotiations between the Town and the original private telephone
company. The Town s purchase was motivated by the desire to

keep Bell Telephones out of the Town of Edmonton.

The first Edmonton telephone system had been started in
1885 by Alex Taylor. The Edmonton District Telephone Co.
had been incorporated in 1893 and obtained a ten year {franchise
from the Town of Edmonton to operate a telephone system.
By the early years of the 90°'s, telephone construction in
Alberta was being undertaken by the territorial government

and by Bell. There was increasing concern by municipal
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officials, the public and Taylor that a Belli monopoly was
slowly developing. Bell was very unpopular due to i1ts attempts
to push the Canadian government into agreeing to exclusive
rights for Bell to provide telephone services, to give Eell
power to set up lines without local permission and the attempt
to obtain exclusive telephone rights in railway stations for

Bell.

At this time, there were other municipal telephone systems
in existence and Edmonton already operated a municipal electric
power company. There was a belief by many citizens that
municipalities could successfully operate a telephone caompany
and other utilities and that these government enterprises
would make money for the town. This income would be used to
keep down the municipal tax rate. There was also a
complementary fear that monopolies, like Bell or the CPR, meant
high rates and poor service. The truth of these propositions
is unimportant. These were the fundamental reasons for the Town
seeking ownership of the existing system. Two other factors
were important. First, the rate of population growth in
Edmonton was very high. The existing telephone company did not
have the capital resources to adequately finance either the
expansion of or improvements to the system. It was feared that
outside capital would be expensive due to the risks of competing
with Bell. As a consequence, telephone rates would have to

rise. The risks were very real since Bell was building a long
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distance line connecting Calgary to Edmonton. Along the route,
Bell was offering to construct municipal systems in towns that

wished to be connected. Bell had substantial power to operate

without municipal consent in any town and its true intentions,

vis a vis the existing telephone systems, were not clear. The

Edmonton municipal government felt that the only solution was

the creation of a municipally-owned telephone system.

Once the town owned the system, it had to decide what
to do with the portions of the existing network that spread
far beyond Edmonton. Edmonton attempted to reorganize the
existing system to create a joint-municipal system that would
be cwned by all the municipalities in the system. This was
part aof a continuing attempt by the Town and others to develop
municipal systems for local services and a Provincial government
system for long distance service. Edmonton’'s plans, and others
like it, did not succeed due to the concerns of the smaller
municipalities that they would be dominated by the larger urban
centers. During the next few years, Edmonton sold the portions
of its original system that were outside the town, to the

Frovincial government.

In 1820, Edmonton had a population of about 500 people. By
1907, the population had grown to over 11,000 and was expanding
by more than fifteen percent a year. At this time, the number

of phones was only 650, but this total would soon grow at annual
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rates appr oaching fifty percent a year. The municipal telephone
system was attempting to keep up with the rapidly growing

demand and to decide on upgrades to the exzisting system.

Frimarily, this was a choice of manual versus the new
automatic exchanges. Bell did not own the patents on the new
automatic exchanges which had been developed by a kKansas City
undertaker who felt that the telephone operators were favouring
his competition. Bell offered only manual exchanges but two
other automatic systems were given detailed consideration. The
nature of the cost differences can be illustrated. The
Strowager automatic system had a capital cost of %40 per
telephone line compared to %27 per line for the Bell manual.
For the planned system, the operating costs for the manual
would be #17.7 thousand with 43 employees. The comparable
figures for the automatic were $8.1 thousand and 14 employees.
While telephone technolgy was relatively simple it was often
unreliable. Manual systems often had daily trouble calls that
averaged eight percent of the total system phones. Edmonton
adopted a Strowager automatic system which experienced trouble

calls at a much lower level than eight percent.

While the new municipal system was struggling with growth,
the threat from Bell continued until the Alberta Government

won a war of telephone construction with Bell in 1908. During
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the battle, Bell threatened to 1nvade Edmonton and enter into

direct cvompetition with the municipal phone system.

Initially, the telephone svstem was a department within
the town government. By 1912, the accumulated surplus of
the system was #$36 thousand, the rates were #20 a year for
residences and $#30 a year for businesses and there were
seventy—four employees. Rates were increased in 19;4 and
again 1n 1922, the residence rate was #30 and the business
rate F60 in 1923, 0One can observe the sharp increase in the

spread between business and residential rates that occurred

during this period.

Edmonton Telephones was the first of the government
enterprises in Western Canada’s telecommunications industry.
There are facets of 1ts origins that will be repeated in the
history of all of the companies. There are unique aspects

that will raise some gquestions which will be discussed here.

None of the other major prairie19 municipalities bought
or created municipal telephone systems that survived over
long periods. There is no simple answer to why Edmonton was
different. It was certainly abetted by some unique telephone

pioneers like Alex Taylor. There does not seem to be a lesson

quhere are municipal systems in Thunder Ray, Ont. and

Prince George, B.C.
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tor government enterprises in general from the simple existence

20

ot Edmonton Tel -

Edmonton Tel has several important features for the study
of gavernment enterprises. First, one can argue that it has
remained more completely integrated into the municipal
government than our other firms. This suggests that adequate
control of government provided telecommunications services
does not require the organization of a separate enterprise
in all cases. Edmonton has tried to use the partial integration
as a source of cost saving by sharing resources. The size of
the government and the geographical area served has certainly
aided in the feasibility of Edmonton’s organization. Second,
Edmonton did not have the early financial problems that faced
some of the government enterprises. This suggests that it was
the pursuit of rapid expansion in expensive service areas
combined with inadequate financial systems and a desire to
simultaneously lower rates that created most of the early

problems.

~

AOEdmnnton Tel does confirm the feasibility of separate
urban systems for local networks.




4.5 Alberta Government Telephaones

Alberta Government Telephones (AGT) was formed in 1508.
This was shortly atter Edmonton had purchased their telephone
system and only two years after Alberta became a separate
Frovince. Although the stories of the two government
enterprises in Alberta’s telecommunications industry are linked

there are some distinct and important differences.

Bell began services in Alberta in 188S. In 1892, Bell
managed to obtain trom the Federal Government a Dominion charter
which granted the company the rights to place telephone poles
on any main street in Canada. This was an enormously valuable
right. While other companies could obtain similar rights,
other levels of government could mot deny this right to Rell.

A comparisaon with the current or recent local battles over
municipal franchising for cable TV in the U.5. should convince
vou of the worth of this type of right. The granting of this
charter was not popular in any part of Canada and the exact
reasons underlying the Federal government = decision have never
been revealed. Bell attempted to use this charter as a weapon
in its battle to create a monopoly in Canadian

telecommunications.

In attempting to develop telephone systems in Alberta,

EBell had several difficulties to overcome. These were noat
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specific to Alberta since they arose in modified form in
Mani toba and Saskatchewan. All of these provinces were formed
in the early 1900°'s shortly after large numbers of rural
settlers flowed in to open up farm land. FPopulation growth was
rapid and of very low density. Bell was a commercial company
interested in profits. Low density rural routes are difficult
to Justify on a commercial basis. While Bell had rural routes
in other parts of Canada, it is clear that the company’'s policy
was to develop telephone systems where commercial prospects
were most favorable, i.e. urban areaszl. The public in Alberta
wanted the benefits of telephones spread throughout the
province. The involvement of the Provincial government in the
development of the telephone system was predicated on this
objective. This objective was not present in Edmonton. It was
an objective that Bell could not profitably achieve and
consequently, was unwilling to pursue seriously. Bell developed
some municipal areas in Alberta and connected them with long
distance lines. In doing this, Bell antagonized many municipal
officials by using its Federal charter rights to compete with
existing companies or more often to simply provide a credible
threat before purchasing them. There were strong beliefs that
the phone system should be a municipal enterprise, no diftferent

from water or electric power distribution. Fears of a private

2
thural systems were developed by EBell but the emphasis was
on potentially profitable sights.
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monopaly were particularly strong, given the ecxample of the

Western ratlroads.

Durtng the i1nitial period of Bell 's telephone development

in the West, there were no Frovincial governments in the region.
We do not know what might have happened had such governments
existed. However, when the Frovincial governments were formed,
many of the new members of Parliament were former municipal
otticials who had experience with Bell at the municipal level.
These members were often not supportive of Bell ‘s efforts to
contraol the telecommunications systems in Alberta or the other

western Frovinces.

As soon as the Province of Alberta was created, it entered
into direct campetition with Bell. It purchased, with great
care, some private and municipal systems but only when there
was no political opposition. The Frovince believed that the
municipalities should run the local exchanges whenever
possible. Toll lines were constructed by the Frovince in
order to provide an alternative to Bell and to convince the
company that the Frovince was serious. Rates on the
government ‘s toll system were thirty percent less than EBell 's
rates. The competition did not preclude limited system
integration. For example, the government’'s toll lines were

hooked into Bell ‘s local exchanges in Calgary.
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Bell responded to the government’'s activities by improving
service, e.g. Lalgary, and speeding up the building of its
own local and toll systems. Towards the later stages of the
competition Bell proposed a joint venture with the Frovince.

The Fravince refused.

The willingness of the Frovince; with popular support,
to build its own competing system finally resulted in the
sale of Bell 's system to the Province in 1908. The system
that the Frovince purchased from Bell included 595 miles of

lines and 2,270 subscribers.

AGT was formed after the Bell purchase. There were three
principles. First, the Provincial system would provide all of

the toll lines. Second, local exchanges would be provided by

‘municipal systems unless the municipality wished the Frovince

to undertake this task. Third, the Province would bring the
benefits of telephones to the rural areas. This last objective
would prove to be the most difficult but Alberta has
consistently maintained its interest. The second objective was
unltimately satisfied by the Frovince building local exchanges.
The municipalities did not choase to provide their ocwn local

LA ]
exchanges“. The +tirst obiective was fulfilled by the Province.

2050
“TEdmonton is an exception. The town did not want to join the
Frovincial system since it believed that Edmonton would be
forced to pay for rural development.
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4.3%.1 Urganization and Institutiaon

AGT became a separate, proper Crown Corporation only in
1758, atter fifty years as & semi-autonomous section within
a department. The creation of a Crown Corporation was motivated
by the difficulties of handling the financing of expansion
within the government’'s existing financial framework. This
was the first time i1n its history that AGT was a separate
self-sustaining unit. Frior to this time, the Company was
expected to cover costs hut these were poorly defined or
partially ignored when they were capital costs. Both the
Government and AGT s management desired the new status.
They hoped that this change in institutional status would
clarity the definition of the rights and responsibilities
of the Company while freeing it from the normal government
administrative procedures, e.g. civil service rules, that
previously applied. The Government would continue to fully

back the debt of the Company.

4.3.2 Frices

The prices charged for telephone services have been a
source of disputes throughout North America and Alberta is
no exception. It should not be surprising that the costing
procedures and pricing structure adopted by the Frovincial
phone system bhad much in common with those in other North
American telephone companies. What distinguishes AGT and

the other government enterprises from the regulated private
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monopoliies 1s their attempt to hold prices down, particularly

in rural areac.

When AGT took over the Bell network and rapidly expanded
within Alberta, prices were reduced. It rapidly became clear
that these initial price reductions were not sustainable
financially in the long run without permanent subsidies. There
was no provision in the prices for depreciation, interest
or the repayment o+ debt. Short run aoperating costs and a
small portion of the other costs could be paid from revenues
but the implied direct subsidies required to cover long-run
costs were too large. It was politically painful to admit
that the government enterprise could not produce lower prices
than the old Bell Companies. Rates were increased in 1919,
1921 and 1926. The first two of these were certainly partly
a correction of the excessive price reductions introduced
when AGT was formed. In 1926, the rates were still lower

than those charged by the private requlated monopolies.

For forty years, from 1926-66, there were no rate increases
in AGT’'s territories. This is a rather astounding fact.
The rate increases of 192466 were followed by further increases

in the mid-seventies and eighties. .

4.3.3 Rural Development
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One of the main planks of the Alberta Government 's
telepcommunications program was the rapid development of a
rural phione network. This goal has been a part of AGT 's mission
even 1n the eighties. The implementation of this goal has been

difficult as we will discover.

There were rural systems in Alberta before AGT was formed.
These were often begun by enterprising individuals in a variety
of portions of the Frovince. They were organized as coops
generally. AGT initially spent considerable funds developing
a rural network through the purchases of existing systems

and the construction of new ones.

Most ot this early development occurred prior to WWI.
Eight years after the formation of AGT, 2000 +farm households
had been connected to the system, 4000 miles of toll lines
existed and the total system had 346,000 phones. The war years,
1914-18, halted expansion. During the first three years atter
the war, the rural system doubled to over 20,000 farms and
remained at that level until the end of the decade. The system

did not have the money to continue i1ts rapid expansion.

The depression brought a rapid decline in the rural network.
Farmers were unable to pay their bills and were disconnected.
The rural problems were increased by the decline in the

physical condition of the rural network. The latter had never
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paid for i1tself and the emphasis had been on expansion, not
maintenance. The rural network was deteriorating physically

and funds were not available to prevent it.

In 193%, the Province decided that the only course of :
action was to sell or give away the rural network to the
farmers. It was hoped that they could provide low cost mutual
systems. This policy was relatively successful. AGT’'s rural
network had fallen from 20,000 to 8,000 subscribers by 1933,
During the next three years, the mutuals raised this number back
to 16,000. The guality of the service was low but the mutuals
were able to provide very low cost service due to the free
labour of the members. Most of the mutuals produced an adequate

signal to permit hoockups with the toll lines of ABT.

AGT did not return to the problems of rural phone
development until the early sixties. The Province was much
weal thier and the government was determined to return to the
task of making telephones available throughout the Frovince.
The magnitudw of the problem can be understood by noting that
in 1957, only thirty—five percent of the occupied Alberta farms

had telephone service.

In the sixties, AGT decided on a massive investment in
rural telephones based on buried cables. Cables would be

buried throughout the province to provide a maximum of
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four—-party service in all farm regions. This can be contrasted
with the existing service which often had fifteen or twenty

parties per line.

The decision to embark on the cable program followed
attempts to strengthen the mutuals through grants. Some
progress was made in terms of adding farm subscribers but
a new set of technical difficulties was arising. The mutuals
did not have the personnel to plan and implement a plant
construction program that would fit easily into the long run
development of the complete AGBT phone system. The technology
embedded in the latter was becoming more sophisticated. Early
examples of the problems arose during attempts to introduce
dial phones and automatic exchanges intao the farm system. The
outside plant of the mutuals was oftern inadeguate for these
improvements. The gquality of the rural transmission was too
noisyto permit integration with the new eguipment. I+ the
mutuals were forced into larger outside plant i1investments
they would have to raise rates and therefore defeat the

government ‘s purpose by losing subscribers.

The Province finally decided that the continuation of
a grant program to upgrade the mutuals could not succeed in
the long run. The assistance to the mutuals had pushed the
proportion of farms with phones from thirty—five to fifty

percent. However, it had become clear that the mutuals were
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not able to build and maintain a system which would permit
full scale integration with the AGT system. It was decided

to place the buwied cable in the rural areas.

The decision to upgrade the rural areas was made by the
government and was not desired by AGT. It was a social decision
by the government which the company implemented. The new
strategies had two components. Frices had to be kept low
enough to make the telephone available to every farm. The size
of the party lines should be as small as possible. The
resulting program involved four party service and prices that
implied that the farm sector would pay for none of the capital
costs directly. By investing over #100 million, approximately
fifteen percent of the company’'s total capital at that time,
AGT brought modern telephone service to the rural areas of
Alberta. It was recognized that the service would not pay for
itself but would require continued subsidization from the rest

of the system.
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4.4 SASKATCHEWAN TELEFHONES

Our discussion of Sask Tel will be briefer than than the
earlier discussion of ‘edmonton tel " or AGT. Recall that
these histories are selective since they are intended to portray

the evolution of government ownership.

Sask Tel was formed in 1908 as a portion of the Saskatchewan
Department of Railways, Telegraphs and Telephones. It became

a Crown Corporation in 1947.

Telephones began to appear in Saskatchewan shortly aftter Mr
Bell received his telephone pattern in 1876. The Bell and
other companies were developing systems in the larger urban
areas of Saskatchewan but the rural areas and smaller towns
were not covered. Saskatchewan chose a slightly different
route than Alberta when it began to pursue government telephone
development. The Province was willing to operate a long
distance system throughout the province and local services
in urban areas. It was hoped that urban services would be
provided by the municipalities and legislation was passed
to permit and encourage this form of service provision. The
‘Rural Telephone Act’ of 1908 outlined the rights of farmers
in rural areas to create and operate farm telephone coops.
Saskatchewan wanted toc develop the rural network but 1t was

not going to develop it directly through the government.
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Farm coops with government consent and assistance would have
to be the mechanism. The process worked quite well. From
1919-1931, the rural coops had more telephones than the
government. For example 1n 1921, the 1,172 coops had over

58,000 subscribers.

The government assisted and monitored the rural systems
by providing training schools, installing and maintaining
Central Offices and paying commissions on calls. During the
last hal¥ of the twenties, the rural telephone system provided
service to over halft the farmers, which was the largest

percentage in North America.

The depression years were a disaster throughout the Frairies
and all of the Saskatchewan telephone systems suffered
severely. The number of subscribers dropped by about thirty
percent and the number of toll calls by over fifty percent. At
the end of the thirties, the number of subscribers was still

twenty percent lower than at the end of the previous decade.

After WWII, telephone development accelerated. The rural
network, initially based on the coops, was finally absorbed
into the Sask Tel network. Sask Tel, like Alberta, buried
cable throughout the rural areas during the seventies. There
are several aspects of the developments in Sask Tel that are

interesting for ow purposes. First, Sask Tel has been




directly invonlved in the distribution of television signals
throughout the province. BSask Tel owns most of the cable
for the major distribution to local cable ogperators. Second,
in the eighties, Sask Tel has been constructing the first

large scale fibre optics network in North America.



4.5 MANITOBA GOVERNMENT TELEPHONES

The early history of telephones in Manitoba has many
similarities with the developments in Alberta and Saskatchewan.
Bell Telephone entered Manitoba in 1881 by purchasing a small
system already operating in Winnipeg. In 18%9%, the tanitoba
government passed an amendement to the Municipal Act permitting
the formation of municipally-owned telephone systems. The town
of Meepawa immediately constructed a municipal system. Bell
did not permit the connection of this or other municipal systems
to Bell 's growing toll system. At the same time there was
considerable discontent in Manitoba over the pace of telephone
development and the policies of Bell. This created the faorces

which would lead to the new government enterprise.

By 19046, Manitoba was prepared to establish a provincial
telephone system. There was a Pravincial government preférence
for Municipal telephone systems providing the local exchanges
with Provincial backing for the debts of these municipal
telephone enterprises. Plebiscites on municipal ownership
vwere held in all municipalities. While forty percent of the
municipalities supported municipal ownership there were
difficulties with the Provincial plan. The Provincial
government was proposing to operate the existing local exchanges
in the three largest urban areas. The remainder of the

municipalities were critical of the financial implications of
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this ownership. It was felt that the Frovince was favaoring the
large urban systems at the expense of the smaller
municipalities. The Frovince was unable to find a suitable
arrangement with the municipalities. Consequently, municipal

systems were never widely i1nstituted in Manitoba.

Manitoba tried to expropriate Bell but was prevented by
the Federal Government. After the Frovincial government built
some parallel lines to directly compete with Bell, the latter
decided that it should sell its Manitoba system. In January
of 19208, the Manitoba government purchased the Manitoba Eell

system for 3.3 million dollars.

Manitoba Government Telephones expanded the telephone
network rapidly after it took over the system. Rates were
reduced by 16 to 28 percent. The rapid expansion, combined
with the reduced rates, led to financial difficulties. The
accounting system did not properly account for the fixed capital
costs of the system. At the same time there were allegations
that political motivations were involved in the allocation of

contracts and the purchase of supplies.

At its inception, a three man management Commission,
appointed by the Government, operated the Manitoba telephone
system. While they had explicit powers to hire employees, set

rates and connect subscribers, they required the Minister of
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Telephanes and Telegraphs’'s permission to purchase supplies.
Thus the powers of the Commission were limited. When the
Comnission attempted to raise rates in 1911 and to revise
the accounting system to properly account for capital costs,
there were sharp public protests. @A public enquiry was set
tp and the three Commissioners ultimately resigned. 1t is
clear that they were used to absorb criticism that should
have been directed at the government. The latter interfered
in rate setting, the rate of system expansion and the details
nf the construction program. The faitlure of the accounting
system was a failure ot the government accounting system to
properly account for an on—going business with large capital

costis.

The re-organization created a Fublic tilities Commission
with a single commissioner who was responsible for the telephane
system. Rates were raised in 19212 to place the system back in

financial health.

Rates were raised by a further twenty-eight percent in
1921 and then were not raised again until 1955. Another twenty
years would pass before further rate increases occurred during

the seventies. -

The similarities of telephone development in Manitoba and
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the remainder of the Western Frovinces were numerous and in

the last segment, these patterns will be discussed.

4.6 LESSONS FROM THE FAST

The early history of the Western Provincial telephone
companies is not documented in a large body of historical
research. This is unfortunate because many case studies are
needed i+ we are to unravel the situations in which government
choose to create government enterprises to supply goods and
services. I am going to draw out a plausible explanation
but I must emphasize that many of the points need much more
contirmation.

1.The North American telecommunications industry is

relatively unique in its use of private companies to supply

telecommunications. The rest of the world has used government

enterprises to control telephone monopolies. The North
American pattern is predominantly a consequence of the
anti—-government ideology that is prevalent here. However,
there has always been ambivalence about the best method to
control monopolies in transportation and utilities. The
history of the United States and Canada diverge in this

regard since the choice of government supplier has been much

more common in Canada. In the United States, there are still

many examples in the utilty and transportation industries in

which government enterprises are used in some jurisdictions
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and private enterprises in others. In North America,
particularly Canada, it takes a special set of circumstances
for government enterprises to be chosen over the prevalent
assumption that private enterprise should be the supplier.
It should not be imagined that these circumstances can be
tightly specified without more research. However, the
following points are important. The private sector must be
perceived by a politically significant portion of the
population to be incapable of providing the service 1n an
acceptable form. The variety of cases covered by the terms
"acceptable form’ may be large. Two general types stand
out. First, the private sector may be unable to start or
expand the industry on its own without government capital.
Second, the ongoing operation of the industry by the private
sector may be inadequate in price, quality, service or some
other dimension. In this case, it is crucial that the

politicians feel that they can not avoid the problem.

2.A11 of the Western telecommunications companies arose

in somewhat similar circumstances. The area was beginning
to experience rapid population growth and new political
institutions were developing. Fopulation settlements were
relatively small and widely spread. It was not a market

in which private enterprises, searching for profits, would
expand telecommunication services rapidly. Moreover, unlike

some parts of North America, there were no competing private
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suppliers. Bell Telephones was the only major private
companygz. Its prospects were damaged by attempts to use the
Federal government to secure a favourable position for
itself. All these factors influenced the western
governments although none was solely responsible. The
governments were in a position in which the populous was
opposed to the private supplier and in which public provision

was perceived to be a cheaper alternative which would bring

the wonders of the telephone to the newly opened Frairies.

3. Could Bell have succeeded in preventing the establishment
of the government ernterprises? There were certainly
alternative strategies which the company might have

chosen. One can not establish unequivocally whether these
strategies would have worked. The main issue that underlay
the creation of these enterprises was a divergence between
the commercial expectations of Bell and the expectations

of many of the politicians and the general public. It

is not sensible to believe that Bell should have pursued
these telephone markets at any costs. The costs for Bell
became very high as the history evolved and it is unlikely
that the creation of government enterprises could have

been prevented. Why the American history in the Dakotas

and other similar states was different is not known.

-~
hSThere were small private companies but none in the West
with the capabilities of competing with Eell.



4. Almost all of the companies underestimated the costs

of running a telephone system. This daes not imply a strict
business error. To an extent that is hard to quantify,

it was an error based on political considerations. Attempts
to provide telephone services at very low prices foundered
on the divetgence between political will and true economic

costs.

S. Organizational problems were not anticipated and the
provincial telephone systems began acs departments and only

slowly shifted to separate enterprises.

6. Edmonton Telephones is unique in remaining a department

rather than a separate enterprise.

7. Probleme arose with the standard government accounting
procedures that hastened the shift from department to
separate enterprise. The difficulties were with the failure
to have proper capital accounting and with civil service

regulations.

8. Folitical interference was a problem in some of the

systems in the early period.
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. FINANCIAL PERFORMANCE AND ITS IMPLICATIONS

S-1.Intraduction

In this section, we will consider the evidence on the
financial performance of the Crown Corporations in the Western
Canadian telephone industry. To provide some perspective on the
government enterprises, the dat324 to be analyzed will include
three private firms in addition to the four public ones. The
public firms, ABT, Sask Tel, MTS and ‘'et’ are analyzed in
conjunction with Bell Canada, British Columbia Telephones (BCTel)
and Maritime Telepbhone and Telegraphs
(MT&T). Our primary interest is comparing the differences 1in
financial performance amongst the public companies and between
the private and public companies. Some of the differences arise
because of the nature of the networks that each company provides.
For example, ‘et’ i=s urban based. The three other public
companies have contended with the development of rural systems as
part of their heritage since formation. How have the rural
networks altered the performance of the Frovincial companies

relative to ‘et’'?

e
”4M05t of the data are derived from the Department of

Communications compendium ,listed in the bibliography,since this
reduces the non-comparability of direct company data.
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Bell Canada 1= the giant of Canadian telecommunications
and 1t 1s i1nciuded for exactly that reason. If size makes any
difterence we may be able to perceive the aftects at BEIIES.
BCTel is slightly larger than the largest government enterprise,
AGT. I+ 'et’ is included with AGT, their combined size is very
close to BCTel. MT&T is a smaller, more rural system in Nova
Scotia and it has a size that is not very different from Sask Tel
and MTS. Comparisons are not restricted to the size groupings
but we did want some size variation in the private firms that

would roughly match the variation in the size of the government

enterprises.

All of these companies are moncopolies, or have been until
. 26.
very recently, and their rates are regulated There are no
competitive firms providing basic telephone services. Differences
in the firms must arise because of differences in the requlatory
environment or the responses of the firm to conditions in their

differing markets.

=
‘SFor a network, size is a deceptive notion. All of the North

American companies are interconnected. The density of the local
loops may well be more important

26The form of the regulation differs but rates are never

strictly a matter of company policy alone.



S3.2.Basic Operating Results

Data has been compiled for the period 1975-8Z2 for the seven
companies. Table UOne presents the operating revenue, operating
expense and net operating revenue {for the seven companies. At
the bottom of each table segment, the ratio, labelled GROWTH,
equals the value of the variable in 1982 relative to 197527.

This Table provides a summary of the operating information but we
will have to consider more detailed tables to understand the

differences. The relative size of the companies, measured by

revenue can be confirmed from Table DOne.

Three of the four government enterprises stand out (in Table
One) as the firms that have been growing rapidly. AGT, Sask Tel
and ‘et’ had the fastest growth in both revenues and expenses.
The other government enterprise, MTS5 had the slowest growth in

both revenues and expenses but the fastest growth in net revenue.

Since the prices of identical services vary widely amongst
these companies, a8 size comparison based on revenues is slightly
misleading. Two alternatives, which have their own limitations,
are the number of telephanes and the number of employees. Table
Two shows the level and rate of growth of these variables i1n the

top two panels. The bottom panel shows the ratio: telephones per

-

27 ; : £
In some cases the average value of the variable is given.
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TABLE ONE

INCOME STATEMENTS
TOTAL OPERATING REVENUE

(THOUSANDS, DOLLARS)
AGT BELL EC
{A) 1975 239786 1465870 I&06B7
1976 307801 1907924 475834
1977 3467810 2133415 501554
1978 443471 2497430 550974
1979 529018 2817108 675265
1980 6346828 3203116 754490
1981 7344562 3845100 894300
1982 825346 4359300 1009400
GROWTH 3.44 2.62 2.80
TOTAL OFERATING EXFENSES
( THOUSANDS, DOLLARS)
AGT BELL EC
(B) 1975 197557 1175693 254741
1976 245002 1372123 317138
1977 288177 15723495 358453
1978 338878 1784497 3PITBIS
1979 407616 2054468 479100
1980 493153 2390316 533375
1981 596546 2818100 643100
1982 690577 3254200 741300
GROWTH 3.50 27T 2.91
NET OPERATING REVENUE
A (THOUSANDS, DOLLARS)
AGT BELL BC
(C) 1975 42229 490177 106346
1976 2799 531801 122496
1977 79633 560920 143101
1978 104433 712933 157439
1979 121402 762642 196165
1980 138475 812800 221115
1981 1379216 1027000 251200
19872
GROWTH . 2.10 2,585
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emplovees. This data must be used with some caution. With the
advent of competition in the equipment market, the number of
company-owned telephones becomes a poor i1indicator ot the size of
the network. Currently, many phones are not company-owned but
the companies do not know the exact number of subscriber—-owned
phones. This will effect the numbers in Table Two for the
eighties, but not earlier. Companies are slowly changing over to
measure the number of subscriber lines28 rather than the number
ot phones but consistent data for all companies is not yet easily

available.29

Employees includes employees used for capital construction,
particularly installations. As a consequence, faster growing
companies will have more employees to handle the growth than
a company of the same size with less growth. Edmonton Tel
presents some special difficulties since some of its activities
are carried out jointly with other parts of the City government.

The data will underestimate the Edmonton Tel employees. The
fact remains that Edmonton Tel i1s an urban network and the large
number of telephones per employee reflects the urban nature of

the network.

2

‘BDDunting lines or telephones is not as simple as i1t might
seem. Telephones are main stations, excluding extensions. Lines
are roughly equivalent to phone numbers.

=i
pa

there is a clear break in the telephone series for BCTel
after 1980.




TABLE TWO

TELEFHONES
(NUMEER)
AGT BELL ECTEL
(A) 1975 787825 7883581 1473187
1976 856761  B201433 1543310
1977 930382 BL20229 1600512
1978 1017254 8945400 1683421
1979 1116604 9221800 1786648
1980 1218756 9548100 1893355
1981 1333358 9605400 1311000
1982 1302519 9432000 1326000
*75-782 £5.33 19.57 -9.9%
GROWTH
EMPLOYEES
(NUMEER)
AGT EELL BETEL &
(B) 1975 9572 44904 1 &z
1976 9958 48133 13749
1977 10357 S03I50 13274
1978 10696 53328 13925
1979 11229 56128 14705
1980 © 12326 57267 15120
1981 13429 58659 14404
1982 12814 55761 14063
GROWTH .87 24.18 2. 17
* 75-82
TELEFHONES /EMFLOYEE
(NUMEER)
AGT RELL ECTEL E
() 1975 82.31 175.68 11%.27
1976 B86.04 170.39 112.25
1977 89.83 171.21 120.57
1978 95.11 1467.74 120.89
1979 99.44 164.30 121.50
1980 98.84 166.73 125.22
1981 99.29 163.82 91.00
1982 101.65 1469.15  94.29
GROWTH TS50 -3.70 =—14.01

75782

EDMON MANI MARI SASH.
I2GZIG SS1601 I92441  4Z1T75%%
349393 578389 415125 4314685
73959 409161 431129 JI&J1=
405139 &H4025F 4351629 53510S3
476687 663T432 474308 584436
443442 687121 498239 613614
437674 712983 3517320 652009
496951 736710 S32470 677963

o0.94 33.56 J33.48 60.73
DMON MANI MARI SASK
14385 4923 3326 3344
1585 46565 3447 3622
1696 4703 3444 820
IaES 4718 3551 3957
1721 4635 3621 4024
1758 4789 3578 4339
1838 45677 S=27 4564
1848 4636 TS 4573
24.44 i, o) -4.2 3690
DHON MANI MARIT SASK.
22ta71 $11.99 311,30 48683
220.44 123.98 120.43 124.71
STORAS ARFRSE RSN IESINE
244.80 135.70 127.18 143%.26
292.27 143.14 130.99 145.24
269.37 143.48 13%.25 142.57
B2 S2.44 144.38 142.8¢6
=689 As8 91 AS7. 77 148:H0T
25 PG 41.97 41.75 17.41
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(c)

TABLE THREE

TOTAL OFERATING REVENUE
{THOUSANDS, DOLLARS)

1975
1976
1977
1978
173
1980
1981
1982
GROWTH

" 75-782

AGT

239786
307801
267810
443471
529018
636828
738462
825746

.44

BELL,

1665870
1902924
2133415
2497470
2817108
BROT1 1&
T845100
4759300

/=)
~eOL

EC

260687
43754934
501554
90974
573265
754490
894300
1009400
2.80

OFERATING REVENUE/TELEFHONE

(DOLLARS)

19735
19746

1977

1978
1979
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1982
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OFERATING REVENUE/EMFLOYEE

(THOUSANDS, DOLLARS)
AGT BELL

1975 25.05 37.10
1976 30.91 a7« S
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1981 S94.69 &5ie T
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There is a wide divergence between EBell, BCTel and AGT
in the number ot telephones per employee. Bell 's ratio is
gquite high while the other two seem to be very low relative
to the most companies. The limited data does not permit a
detailed assessment. AGT is atfected by 1l)the rapid demand
growth, 2)a policy of maintaining employees and 3) the rural
network which it has to maintain without the support of Edmonton.
These reasons do not really explain why AGT's results are so
di fferent from those of Sask Telzo. BCTel certainly has the most
difficult terrain but to attribute the low figures entirely to
terrain is probably incorrect. In the Vancouver metropolitan

area, BCTel has guite a dense network and it is a large proportion

of its system.

There are no available adequate measures of the physical
network. It may be more useful to combine information from
Tables One and Two to provide a better overview of the sharp

ditferences between the companies. This is done in Tables Three

and Four.

Operating revenue per telephone is shown in panel B of
Table Three. The range across companies is enormous. In 19280,

AGT received 551 dollars per phone while MTS and "et” had 289

3G c . :
The changing urban-rural =split has made both companies more

urban in the last guarter-century.
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daliars and 236 dollars per phone respectively. The other four
companies ranged between F335 for Bell and ¥398 for BCTel. MTS
and ‘et’ were able to operate a telephone system with revenues
per phone that are substantially smaller thanm average while AGT
has revenuwes per phone that are enormously above average. Since
Lhe growth in revenue per phone has been similar across the
companies, there i1s nothing special about the year 198G.
Moreover, the =imilarity in the growth in revenue per phone
implies that the sharp differences in the growth in revenues, in
panel A of Table Three, are not due primarily to revenue growth
differencials. They are due to differences in the growth of

phones across companies.

Fanel C, in Table Three, indicates the level and growth
in revenue per employee. Since we know that revenue per phone
varies sharply we wish to know i1f this 1s correlated with
variations in revenue per employee. In 1980, the dispersion
in revenue per employee is smaller than the dispersion of revenue
per telephone and the distribution is different. AGT does not
have a high value of operating revenue per employee as it did for
revenue per phone. This simply reflects the low value of the
phones per employee at ABT. M™MTS remains consistently low in
revenue per employee as it was in revenue per phone. Edmonton
Telephones has the highest revenue per employee which is a
complete reversal of its position as the lowest company in revenue

per phone.




TABLE FOUR

TOTAL OFERATING EXFENSES
(THOUSANDS, DOLLARS)

(A) 1975
1976
1977
1978
1579
1980
1581
1982
GROWTH

*75-82

AGT

197557
245002
288177
338838
407616
498133
596546
60577

S S0

BELL

1175693
1372123
1372493
1784497
2054466
2390316
2818100
3234200

2.77

BC

254341
313138
358453
393535
479100
933375
642100
741300

2291

OFERATING EXFENSES/TELEFHONE

(DOLLARS)

(B) 1975
1976
1977
1978
1979
1980
1981
1982
GROWTH
*75-782

AGT

230.76
285.9646
Z09.74
BRI3.09
3635.05
408.87
447 .40
530.19

2i

BELL

149.04
167.30
182.42
199.49
222.78
250.34
293.26
345.02

2.31

OFPERATING COSTS/EMFLOYEE

(THOUSANDS, DOLLARS)
AGT BELL

(C) | 1998 26.43% 24,182
1976 24.604 28.507
tey7 ZTT.B824 F1.0%
1978 31.479 33,463
1979 36.300 36,603
1980 40.415 41.740
1981 44.422 4B.042
1982 S53.892 58.360
GROWTH 2 R

S bE S

BC

-
202.90
223.96
2I33.77
268.16
27
490.54
959. 03

3.24

BC

19.383
22.775
27.004
28. 2461
32,381
35.276
44.641
S92.713

2.72

EDM

I2079
41549
91622
S77935
68479
80201
964658
1163%6

3.52

EDM

100.47
i =G
138.04
142.465
156.81
07 24 57
124.21
234.62

2.34

EDM

22,275
26.214
30.438
34.920
39,960
46.522
S2.963

3.093

2.83

MAN

74464
87741
100234
113240
134186
142961
1644616
196807
2.64

MAN

135.00
LS. 720
164.54
1746.87

208.06
2Z0.88
267.14

1.98

MAN

15.110
186.808
21.313
24.002
28.951
29.852
BAT T L
42,452

2.81

MARI

62484
74754
8a97%
9963
111801
122046
142019
154418
2.47

MARI

1 & i O o
180.08
199.43
220,45
251571
244,95
27%.47
290.00

1.82

MARI

L7 S
21.4687
24,930
28.03Z8
J0.876
34,110
39.483
45.793

2.598

SASK

67316
83374
Y92
117242
139856
162942
199928
229305

3. 41

SA5K

159.£0
184.50
191.34
212.76
23%.29
263. 40
306,65
338.23

2e 12



TABLE FIVE

(A) 1975
1976
1977
1978
1979
1580
1981
1982

GROWTH

* PU=GFD

(B)
1976
1977
1978
RG2S,
1980
1981
1982
GROWTH

1975

LOCAL REVENUE

AGT

20419
I ISZ27
137901
1460400
190507
223759
2465510

2.94

BELL

PP0259
1107640
263094
1392707
1362498
1844100
2049700
2.07

TOLL REVENUE

AGT

208543
243016
291869
F540446
428443
488746
531545

N =
e dd

BELL

8467679
?70433
1152507
13329670
1529014
1861100
2158000
2.49

TOTAL OPERATING REVENUE
(THOUSANDS, DOLLARS)

1975
1976
1977
1978
1979
1980
1981
1982
GROWTH

AGT

239786
307801
367810
443471
529018
636828
734462
8253446

2.68

BELL

16465870
1903924
2133415
2497430
2817108
I202116
3845100
A4FS9300

el

RETE=] .

187694
216098
241369
2537076
286478
I45600
424000

2.26

BETEL

235817

2R

318765
AL E9ES
4426473
521300

S93500
2o Sl

EC

I60687
4335834
501554
550974
L75265
754490
894300
1009400

Lo B &)
. ctal

EDMON

30935
615353
&PT23
816467
2094
102047

128370

Sl
e

EDMON

O
1353
2652
TO03
3196
2394

3745

EDM

43332

97576
70877
84101
8099
110649
123701
153547

2= OV

MANI

a7 27
49026
L
28006
68340
76528
83728

~ ~e
gy gy |

MANI

57674
Z7OGE
5219
107661
i)t
1323584
147341
2L

MAN

1274
110347
122376
148178
170203
198390
221073
244554

L I Lo )

ol el

MARI

S90678

|ty Lonl = g
a72R3

63183
&6968
70481
80024
Q3945

1.85

MARI

58376
68882
81412
Rz8%
104171
119676
133176

Lo B Yoo
&esd

MARI

Q0621
1114695
12394655
149206
166924
181544
207702
2325861

2911

4763
427006
51345
o99837%
&791%
76915
854678

245

SASE

77864
89659
108451
130249
149668
179080
193706
2.49

SASK

2103
115589
138562
1464372
197265
225140
267620
295705

2.36
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The information on operating expenses 1n Table Four tends
to follow the patterns in Table Three. AGBT has high and MTS
and ‘et’ low operating expenses per phone. On a per emplovyee
basis the distributions shrink and the companies shitt their

relative positions as they did for revenue.

The government enterprises do not form a homogeneous group.
The urban system, ‘et’, has very different characteristics from
the high cost and high revenue of AGT. Sask Tel appears to fit
into the pattern of the private companies most directly. MTS is a
low revenue and low cost company whose financial record is unigue.

5.3 Sources of Revenue

The revenue for all the companies is derived from 1local
services and toll revenue predominantly. Tables Five and Six
provide evidence on the alternative sources of revenue and their
recent growth. Local revenues have grown most quickly at AGT,
‘et” and Sask Tel. Local revenues grow because of the growth in
the number of telephones, changes in the level and mix of
particular services purchased and changes in rates. We do not
have information on the detailed piroduct mix changes but we can
separate out the growth in telephones. I1{ we consider local
revenues per telephone, this has grown by 78 percent at AGT, 73

percent at Bell, &7 percent at ‘et’, 68 percent at MT5, by only
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36 percent at MTAT and by 52 percent at Sask Tel. AGT has had
very fast growth in local revenue per phone as well as in local
revenueSI. For all of the companies, the growth i1n local revenue
per phone dominates the growth in local revenues. Bell has had a
relatively rapid growth in local revenue per phone to compensate
for a low growth in phones whereas Sask Tel has had the reverse.

MT&T stands out as the company whose local revenue growth per

phone has been constrained, severely.

The growth in local service revenue does not portray the
vast differences between the companies in the levels of local
revenue per phone. In 1980, local revenue per phone was %156
at AGT, %164 at BELL, #151 at BCTel, #197 at ‘et’, #1000 at MTS,
¥141 at MT&T, and #109 at Sask Tel. The very high value for ‘et’
reflects the urban network which it serves and the usual industry
practice of pricing relative toc the number of phones one can

access. While 'et’ does not have small local exchanges, the

rates in Edmonton reflect the rates in Calgaryb‘. The latter is

part of AGT which prices according to access to phones. Two of
the government enterprises, MTS and Sask Tel have very low local

g

X3
revenue per phone™ . This reflects the deliberate attempt to

X . 2 s ;
lﬁost of the population growth 1s inurban areas which
increases the average revenue per phone.

32 .
" " Both Alberta telephone companies have attempted to keep
the rates approximately equal in the two largest Alberta cities.

3dThe rates in Regina and Winnipeg are particularly low.




TABLE SIX

(A)

(B)

(C)

1975
1976
2977
1978
197%
1980
1981
1982
GROWTH

1975

1976
1977
1978
1972
1980
1981
1982

1975
1976
1877
1978
1979
1980
1981
1982
AVER.

OTHER REVENUE

AGT

8839
11567
13701
14572
17878
219357
28291

3.20

BELL

45986

S9332

81827
4731
1114604
139900
151600

> =g

RYWRIS)

BC

1232
15133
-9160
40224
25349
27400
29900
2. 43

EDM

6641
8091
119246
13433
15337

18264

R -

Ry
L g

TOLL/TOTAL OFERATING REVENUE

- AGT -

&7.8%
66.1%
&5.8%
66.9%
67.3%
66.5%
64. 4%
66.4%

RELL

45.6%
45.5%
46. 1%
47.2%
47.7%
48. 4%
49.5%
47.17%

EC

S4.1%
S3.9%
o7 %
S3. 1%
oB8.7%
o8.7%%
95. 0%

Sewi%

EDM

0.0%
1.74
3. 2%
Se 1%
2. 9%
2.7%
2. 2%

2.3%

LOCAL/TOTAL OFERATING REVENUE

AGT

29.4%
30.8%
L. 1%
0. 3%
29.92%
Fe S
B2 2

30.6%

BELL

S2.0%
SIS s
S0. 6%
49. 4%
48.8%
48. 0%
47 . 0%
49.7%

BC

Lo Es I
43. 1%
43.8%
39.0%
z8.0%
38. 6%
42, 0%
2 1 574

EDM

88.5%
B&6.8B%
82. 77
83.2%
83.2%
=S
BASI 7/

84.47%

MAN

34466
4193
S577
8336
10349
11761
13485
3.89

MAN

S 157
B
TS
60.9%
&0, 1%
&0.0%
60.2%
60.5%

MAN

33.T7%
R 175
3&. 4%
4.17%
34.7%
34.6%
34.2%

35. 0%

MARI

2641
3480
44611
6102
6912
7602
8740

-
e

MART

S2.3%
93. 1%
S54. 6%
S 2
S7.4%
9774
S9&6.3%

99, 4%

MARI

45.4%
44, 2%
42.3%
40. 1%
38.8%
38. &%
39.8%
41.3%

SASK

2762
3157
4403
7183
8473
11625
1632
9.71

SASE

b7.48%
bb6. 2%
() AR -
b6, Q%
&5 T
bhb.9%
&Sl 57

&6, 4%

SASK

B0 254
S 574
I 2%
IO T
29.87%
28.7%
29,07
SO 1



TABLE SEVEN

(A)

(B)

AV.

AVI

LW
1976
177
1978
i T
1980
1281
1982

1975
19746
1977
1978
1979
1980
1981
1982

OFERATING INCOME/OFERATING REVENUE

(FERCENT)
AGT

17.61%
20.40%
21.65%
23.59%
22.95%
21.78%
18.78%

20.97%

OFERATING
(FERCENT)

AGT

82.359%
79.60%
78. 35%
76.41%
77.035%
7 2
81.22%

79.03%

BELL

29.42%
27 s PI%
26.29%

HB- ='=l

27 07A

QA Y
anntw 7-

e/ A

27 . 34%

BC

29.48%
28.15%
28.

28- \_117.
A NS
A
A RS

28.74%

EDM

2T 6
27.84%
27 7%
31.28%
20.19%
26.8%9%
21.86%

26.98%

MAN

18.42%
20.489%
24.22%

e l:‘l‘\'/.

et e

21.16%
27.94%
5. 54%

EXFENSES/DPERATING REVENUE

BELL

70.58%
72.07%

s 417
71.43%
2 B
74.627%
73.29%

72.686%

BC

70.52%
71 857
71.47%
b e 525 A
70.73%
TO.69%
7L S%

L1267,

EDM

76.54%
72 T av
72.83%
GB 2

=) (=T
w ClL/a

7/ Shlile?
78.14%

3. B2

MAN

851.58%
T e AN 1o
75.78%
76.42%
78.84%
72.06%
74.46%

Thyia) Dt

MARI
| Sl @S
23 Q7%

33.69%
-w-vl-\-/‘

et @ e

SRR
I2.78%
31.49%

- e
e e

MARI

68.95%
bb.93%
66.T1%
YR
bb.F8%
AR
58.51%

O s

SASE

26.91%
27.90%
Gty R
28.48%
29187
"57 6*'/
Z2S5297

- =y
7 \J.../.

73.09%
He B
72.88%
71.32%
70.90%
72.37%

74.71%

72.487%
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keep local rates low and to use toll revenues to provide
sufficient total revenue to run the system. The fourth government
enterprise, AGT has local revenues per phone that are similar to

the private companies.

A final perspective on local services can be gained from
panel C in Table Six. The government enterprises all receive a
smaller portion of their total revenue from local services than

the private firms.

The opposite perspective is portrayed in Fanel B of Table
Six which indicates the enormous importance of toll revenue
to the Frovincial government enterprises. All three receive
more than sixty percent of their revenue from Toll services.
Toll revenue, Table Five Fanel B, has grown at rates that are not
very different from local service revenue during this short time
period. This is a reflection of the general economic difficulties
during these years. During most of the post—-WWII period, toll
revenues have been growing much more rapidly than local
revenue534. It is this spectacular growth 1n toll revenues that
has permitted the local rates to advance slowly in all companies

until at least the mid—-sixties.

=

Q4For example, i1n 19263 MTIS5's toll revenue was less than forty
percent of total revenue. In the next decade, Toll revenue grew
by four hundred percent and local service revenue by eighty
percent.
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Tall revenue growth has been predominantly growth in toll
revenue per phone. All of the companies, except for Bell and
‘et , have had toll revenue growth per phone between 54 and 48
percent. Bell had growth of 109 percent and ‘et’ has no

significant toll.

The levels of toll revenue per phone in 1980 were 3352 for
AGT, #1460 for Bell, $234 for BCTel, #173 for MTS, $209 for MTLT
and #2422 for Sask Tel. AGT emerges, once again, as the company
with large financial resources relative to all the other
companies. Bell and MTS are the poor cousins. The other three

companies are in between the very large range.

The diversity in the companies continues as we turn to
consider the operating income that the companies achieved.
This is presented in panel C of Table DOne. It will be most
useful to consider the results for operating income as a portion
of operating revenue as displayed in Panel A of Table Seven.
Here we can see that the private and public companies almost
divide into ownership groups. Most of the government enterprises
have operating income that is a lower proportion of revenue than
the private companies. AGT and MTS have had an average operating
income ratio of 21 and 23 percent respectively. The private
companies have had average ratios of 27, 29 and 33 percent for
Bell, BCTel and MT&T respectively. Sask Tel and ‘et’ have ratios

that are approximately equal to EBell. There should be no direct




TABLE EIGHT
OTHER INCOME

(A)

~(B)

(c)

(THOUSANDS , DOLLARS)
AGT BELL BC
1973 7a3l 143937 64637
1976 BO72 &5227 2694
1977 69935 o2961 ?e80
1978 12984 63144 8877
1979 17331 131962 L@ 793
1980 2T600 112444 L&67%9%
1981 39688 142000 12400
1982
GROWTH - FRory 0.97 1.86
NET INCOME
(THOUSANDS, DOLLARS)
AGT BELL e
1979 0060 36114 113003
1976 70871 897028 1323%0
1977 86628 613881 152981
1978 117&17 776077 166316
1979 138733 894604 204960
1980 1462275 925444 2T7%14
1981 177604 1169000 263600
1982
GROWTH S5.393 1.84 2.33
INCOME TAXES
(THOUSANDS, DOLLARS)
AGT BELL BC
1979 174243 1,729
1976 185825 35703
1977 178593 42102
1978 240118 446015
1979 256370 65734
1980 272561 76470
1981 337800 78200
1982
GROWTH 2.05 2.46

EDM

8873
19 enl
7
423
-136

154
1096

1.24

EDM

LLLS6
17978
20382
26733
29484
27902
28139

2.33

EDM

MAN

3654
3336
47932
6368
S9387
Q0464
8767

2. 40

MAN

204464
25942
Z68TE
413086
42004
L4497

6522

3.19

MAN

MARI

12249
174C
1274
1008
1i&7
1597

-
2T GE

1.14

MARI

30386
IB701
44950
504651
56250
61115

78446

~
o gy

MARI

8141
11224
14278
146952
19033
21500
21627

2.66

SASE

1697
3034
5069
3344

167

807
64462

3.81

SASK

26484
289
41829
S0501
57576
63025

74144

2.80

SASK
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tnterence from these figures about the capabilities of the
companies to earn a return on capital. Not only are they all
regulated but the government enterprises can and do choose to

limit their earnings.

The companies do receive 1ncome from other operations and the
importance of other income varies across the companies. Net
other incomes are shown in Table Eight, panel A. In 1980, net
other i1ncome as a proportion of total net 1ncome was IQ.SZ at
AGT, 12.2% at Bell, 7.1% at BCTel, 0.5%Z at 'et’', i14.1% at MTS5,
2.67%4 at MT%T, and 1.3% at Sask Tel. There is no common pattern

between the private and public companies.

The final panel in Table Eight reminds us that the government
enterprises do not pay income taxes. Within the industry,
individuals in private conversations, have often suggested that
this is a source of the low prices in the government enterprises.
This 1s toao simple. What is required is an analysis of the

complete picture.

The initial portions of this section suggest a number of
conclusions. First, there is very great diversity across the
companies which does not lead to a narrow contrast between the
private and public companies. Secand, there are distinct aspects
to several of the companies. MIS is a fascinating company. It

has managed to operate a low cost and low revenue network which



TABLE 9: DEFRECIATION, MAINTENANCE AND TRAFFIC EXFENSES

(A) :DEFRECIATION
(THOUSANDS, DOLLARS)

AGT BELL BC
1978 62688 338260 65914
1976 87269 381878 83195
1977 1065646 427853 101210
1978 1335068 473989 112619
1979 145980 530874 146106
1980 175773 DE66646 158807
1981 198937 646300 183500
1982 218137 760900 201800
GROWTH . - 2,29 3.06

(B) tMAINTENANCE
(THOUSANDS, DOLLARS)

AGT BELL EC
1975 J1798 274218 76567
1976 64449 Z0B962 93307
1977 74425  I72547 101334
1973 86930 420182 100960
1979 101430 4464132 138533
1980 123816 538426 185744

1981 144503 639600 N/ &

1982 1464490 710300 N/A

GROWTH 3« 18 2.859 /0

(C) :TRAFFIC
{(THOUSANDS, DOLLARS)

AGT REILL EC
1975 19238 76562 30340
1976 21317 106598 33126
1977 22471 116178 3634%
1978 24616 127413 39461
17T 27414 135141 40652
1980 29886 N/A 44792

1981 Z4799 MN/A N/A

1982 Z6516 N/7A M/A

GROWTH 1.%20 N/A N/A

EDMON

8940
11779
15060
15796
18407

22218
27314
32555

D.63

EDMON

10006
11975
1448%=
15545
18357
e 108 L)
242460
27493

2 /3

EDMON

1994
252

"17'1'7

kIR
3244
W]
3414
4012
91,9
18 iz

MANI

2e0ls

25226 .

Z0030
33674
z8351
448764
T T
68774

- I -

MANI

23022
25437
25890
29991
TOA0T
35620
38097
43157

1.87

MANTI

9849
10409
10309
10191
10135
10876

2240
i

[ )
LIRS

MARI

18108
21139
24341
27870
29988
325902
25935

40670

3 - Ty

pagrapiaw |

MARI

14120
18535
19840
22740
26186
0838
3139
65858
N/

MARI

8998
8468
8167
8637
9452
N/7A
N/A
N/A
N/&

SASK

19269

22739 |
27392 :
33099

45859

48244 .
98012 ]
64940

P —

'b .

SASH,

16552
21770
N/A
N/A
N/A
65495
78210
88686
N/A

SASK

8308 ‘
10055

N/A

N/A .
N/A

N/A

N/A

N/A

N/A
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15 distinctly different from the other companies. AGT is
pasitioned at the other end of the spectrum with high revenues and
costs. ‘et’ appears quite different from the other companies but
it is important for the perspective that 1t provides on the
urban—rural i1ssues. Third, the companies have chasen very
different paths in using their financial resources. That 1s toll
revenue 1s the key to some companies ability to offer low local
rates but this can be supplemented by decisions about the net
income requitred. The latter is dependent on the tax laws and the
government ‘s decisions about the payments required from the

companies.

5.4 Expenditure Patterns

The information on expenditures may be broken down into
a number of sub-classifications. Five categories will be
discussed. They are Depreciatrion, Maintenance, Traffic,
Marketing and Other Taxes. The three panels in Table Nine present
expenditures on Depreciation, Maintenance and Traftfic from
1975-82. Recall that operating expenses grew from two and
one—-half to three and one—-half times during this time period.
Most of the growth was growth on a per phone or per employee

basis.

Depreciation is a large and interesting expense for all

of these companies. In this time periad, there were two




7%
off-setting farces. Inflation tended to drive up current
expenditures faster than depreciation which depends on historical
costs. Due to technological and market changes, the companies
were tending to shorten their lifetimes for egquipment which
accelerated the growth of depreciation. Four companies, AGT,
Bell, MTS5 and SaskTel had growth in depreciation expenditures
that were less than the growth in operating revenue. The other
three companies had growth in depreciation expenditures that
exceeded the growth in operating expenses. Depreciation is the
largest single expense category, Table Ten, panel B. For all
companies, depreciation tends to be about thirty percent of
operating expenditures but there are some interesting departures
from this pattern. Two private companies, Bell and MT&%T, had the
lowest depreciation proportions in 1982 and they have both seen
this ratio decline quite sharply over this period. This is a
mainly a consequence of regulatory constraints on increases in
the depreciation rates and not other factors. The government
enterprises have been able to alter their depreciation rates more
freely than the regulated private firms. The rates have been
increasing but there is no general evidence that depreciation

expenses are out of line.

Maintenance is the other significant expenditure category. “
For each company roughly twenty-five percent of operating expenses
are maintenance expenditures(Table 10, panel A). Maintenance

expenditures are dominated by labour expenses. The growth in




TABLE TEM:

(A) IMAINTENANCE/OFCOSTS
(FERCENTAGE)
AGT

BELL EC

EDMON

1§78
1976
1977
1978
1925
1980
1981
1Sae
AV.

264 22%
26.317%
25.83%
25.66%
24.83%
24.86%
24 .. 220
23.82%

25.22%

23.32%

22.32%
23.69%
23.953%
22.59%

e
22.33%

jrar gy de i
2lbs 834
22.84%

30.10%
29.80%
28.27%
2. a5L
8. 294
29.24%
N/7A

N/A

28.56%

(B) : DEFRECIATION/OFCOSTS
(FERCENTAGE)

AGT

E7E,
1976
1977
1978
1979
1980
1981
1982
AV.

30.27%
I5.62%
36.98%
O bel
395.81%
35.28%
B3 39
31.89%

35.10%

BELL

28.77%
27 .83%
Al 247
e
25.84%
24,547
R AR
25,380

25.88%

EC

25.923%
2E0SI7
28.247%
=g 0=
30.50%
P, AT,
28.53%
2B

28.16%

(C):0OTHER COSTS/0FCOSTS
(PERCENTAGE)

1975
1976
N7
1978
1979
1980
1981
1982
AV,

AGT

38.51%
38.07%
37 207
37.43%
Bps B
39.86%
42.43%
44, 57%
39.68%

BELL

47.90%
49.65%
49.10%
49.89%
=P ST
SR
S4.37%
S4.79%
Sl o 281

BC

43.98%
43.63%
43. 497
45.735%
41.21%
41.09%
N/A
M/A
N/ &

OFERATING COST FROFORTIONS

30.25%
28.82%
28.06%
24.90%
26.817%
26.187%
2 1 04
23.58%

26529867

EDMON

27 O
28. 57
25577
2 . B3
26.88%
27.46%
285267
AT ASK
Ahs (174

EDMON

42.66%
42.83%
s Vs
45.77%
46.31%
465.36%
46.4647%
48.350%

45.23%

MAMTI

B0 D2
28L99%

e TR
Lt e S ie

26.48%
2250667
24.92%
23. 144
2 G
23.61%

MAMI

RGeS e
28\ 157
29,967
29.74%
8. 7Y
SN T
T B, e

34, 95%
30.65%

MANI

39,527
42, 28%
44..31%
43%.78%
48.61%
47, 6%
422y
Az 95%
&5. 79%

MARI

M

2260
284.77%
205087
23.04%
23.42%
41.65%
44.486%
42, 65%
N/A

RI

28.98%
28.28%
28.31%
27.99%
26.82%
26.63%
25.04%
24.34%
7 St

MARI

48.42%
465.97%
48.617%
48,977
49.76%
=AY
ks Sl
25 Il
N/&

SA

SASK

24.59%
5. 124
N/A
N/7A
N/A
40, 20%
a7 L24
8. 6B%
N/F

Sk

Z28.62%
el A
B T
28.23%
BR: 79
R
PSRN 7
el S

2B TS

SASE

46.79%
446.57%
N/A
N/A
N/&
R8I KN
T
N/A




TABLE 11: OFERATING COST ITEMS a

(A) :COMMERCIAL AND MARKETING

(THOUSAN
AGT RELL BC EDMON MANI MARI SASK
1975 17258 1273 23426 3945 7074 o087 7339
1976 21183 104745 27543 4914 g8778 . 6890 = 8799
1977 24601 122326 29440 3897 10789 7836 N/A&

1978 29070 141307 46225 7304 12535 Q065 N/A
19729 34789 164617 ooB&é 8700 14185 104464 N/A

1980 44753 N/A 630464 10364 16365 N/A N/A
1981 S97676 N/A N/A 13550 19492 N/A N/A
1993 &7261 N/A N/A 16450 22878 N/A N/A
GROWTH 3 9O N/A A/A 4.17 3.19 N/A N/A

(B) :0THER TAXES
(THOUSANDS, DOLLARS)

AGT BELL BC EDMON MANI MARI SASE

1975 SO13E Q6538 17694 26246 2604 2455 889

1976 6218 113227 22064 3335 2910 3083 1069
NSz 7479 130036 24813 5399 30468 3549 N/ &
1973 8760 140780 28390 6187 3148 42164 N/A
1979 Q9IS 173730 Z0304 7175 34748 45673 N/A
1980 12607 206365 33494 - 8138 367Z N/A N/A
1981 19134 247300 43700 153 3819 N/A N/ &
1982 235924 288700 S0400 11343 4398 N/A N/&
GROWTH 4.469 AT 2.85 A T 1.69 N/A N/ &

(C) :0THER COS5TS=0FCOSTS—- (DEFR.+MAIN.)
(THOUSANDS, DOLLARS)

AGT BELL BC EDMON MANI MARI SASK

1975 76071 3563215 111860 14113 29426 30256 31495
1976 3284 681283 136636 W75 37078 35080 38805
1977 107188 772093 153909 22079 44314 41798 N/A
1978 126840 890326 179936 26452 493575 48753 N/A
1979 160406 1059460 1974461 317135 635232 95627 N/A
1980 198564 1245224 218924 37504 62465 - 37046 43203
1981 253106 1532200 N/ZA 45084 73604 43324 63716
1982 307930 1783000 N/A 596548 84874 478%0 75659
GROWTH 4.05 = N/A 4.01 2.88 1.58 2.40
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maintenance expenditure, Table %, panel 5,35 has been less than
the growth 1n totsl expenditures for all companies. Since
inflation was driving up prices the growth in maintenance
expendi tures was slowed by improved equipment and maintenance
procedures. Depreciation and Maintenance averaged sixty percent
of total operating expenses at AGT, forty-nine percent at Bell,
fifty-seven percent at BCTel, fiftty—-five percent at ‘et and
fifty-six percent at MTS. There is no sharp distinction between
the private and public firms. AGBT has a very high and Eell a

very low percentage, due to their depreciation policies.

Leés complete and consistent information is available about
the other three categories, Traffic, Marketing and Other Taxes.
Tratfic expenditures, Table 2, panel C, are the costs of handling,
traffic which are largely operator wages. This is the expenditure
category which used to be the largest single expendituwre but
whose growth has been slow in the last thirty years. Operators
have been replaced by more automatic traffic handling equipment.
For example, tiraffic was almost ten percent of AGT 's caosts in
1975 and had fallen to almost five percent by 1982. Once again,
the government enterprises costs do not seem out of line relative

Lo the private firms.

QJFDF both MT&T and SaskTel there is a break in the maintenance

series in 1280.
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Since traffic expenses are becoming less important it must
be items in other costs that are increasing rapidly. Total
other costs, Table Eleven, panel C, have increased much more
rapidly than total expenditures. Two items have contributed

to this rise.

There has been a tendency for marketing expenses to rise
as a proportion of total expenses. All the companies have become
more market oriented. The evidence that we have for the public
companies is in panel A of Table Eleven . These costs are now
roughly twelve percent of total operating costs for some

companies.

Taxes, other than income taxes have also been growing
quickly, Table Eleven, panel B, for some companies. Particularly
in Alberta, these have risen sharply. The level is very high in

Edmonton because there is an explicit revenue tax.

It is not possible to look at more detailed expenditure
items. The available evidence suggests great diversity amongst
the companies but not a cleavage along public versus private
lines. Taxes, the debt ratio and the cost of capital are three
items that have been prominent in discussions of public
enterprises and we will consider them in the following segments

of this section.




TAHBLE TWELVE: DEERT AND CAFITAL

(R) :DERT-CAFITALIZATION RATIO
(FERCENTAGE)

AGT EEIIE BC EDM MAN MARI SASK

1975 93.836% 47.29% 2.274 83.374 S4.BA% T3.83% 70.29%
1976 P43k BF<74% Gl:469% P6H0F% 5981 V2. 58X 73.03%
BRI L 94.57% 49.097% 61.677 B6.23% 85.94% 48.78% 75.547%
1978 ~ 94,057 50.59% S6.88% B85.73% 85.77% 46.52% 78.40%
1979 Q3.08% A4B8.34% 53.274 84.39% 89.42% 49.117 77.59%
1980 Q2.2074 49.1974 3T3.994 83.38L 86.96% 50.85% 78.48%
1981 9B 174 49.39 D4.48% @7.094 B5.14% SRBEX 79.431
1982 96.57% 47.197% 5S51.847 88.50% 84.80Y% S0.84% 80.83%

AV. JeF44 - 48.60% S7.0LA 8H.6DL B64.10% S0.88% -76.72%

(B) :DEET SERVICES/NET INCOME
(PERCENT) '

AGT BELL EC EDH MAN MARI SASE

1973 | MbESEEA  R4E6% "ATTIE TGey \Fen07 VEELARA AN EGr
1976 = 97.53% 28B.90%Z 42.13% 71.58% 88.22% 36.F2% 3.99%
LOEe 95.60% F2.97% 41.947% Thobeh 74.70% EE. L7 YS65887%
1978 8651 7%, 29.77% 41857 &7.T57 BELIEE  EFLERT Sl A5
1979 Zalbiy SBGEES  SAwEll NeBR B4 126,807 28k e | Sifnd LSl
1980 4. 757 L Sl 17 S8« FERIETA T TS e 280G S0NGEH
1781 S AN " BEERET ST WQOR DT | TS 8 S G ST
1982 130.48% 30.32% 41,834 22,004 89.63% 30.33%4 8B.45%

AV, Se7.4Y7, S8WE0Y. DS SdAT FRsBSih . 87 Favh B LA SHe a7

fory

(C) I TAXES/NET INCOME
(FERCENTAGE)

AGT ==t 1 EC EDHM MAN MARI SASE:

11575 OO0, 73S 28087 0.00% 0.00% 26.79% 0.00%
NE76 OROo7, S VEL 27005 0. 00% D007, LS00 0.00%
1977 OHOWAISR2RL 05 B SE 0.00% OO0, Sl & 0.00%

1978 0.00% 30.94% 27.67% 0.00% 0.00%4 3IZ.47% 0. 00%
197% 0.00% 28.667% 3I1.76% 0.007% 0.00%  Z3.84% 0.00%

1980 0.00%  29.45%4  32.14% 0. 00% .00y, RO518% 0. 00%
1981 (€)E (B D)l 6 S S A i 0.00% 0.00%  F1.88% 0. 00%
HFE2 G007, 28.654 228.21% 0.00% OLO0. 5. K9 0.00%

AV. S T e F2.148%
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9.9 Income Tanes and Government Enterprises

Government enterprises are not liable for income taxes.
This is often mentioned as an unfair financial advantage +tor
these enterprises compared to private firms. That i1z, the
government enterprises are able to keep rates for telephone
services low because they do not have income tax obligations.
There i1s some merit to this type of argument and we wish to
clarify the problems that arise due to the +ailure to include

government enterprises in the income tax system.

There has been a long tradition of excluding government
enterprises from the tax system. The rationale for this decision
is that the governments would simplyvy be collecting tazes from
themsel ves or another level of government. To avoid
inter -governmental conflicts there are reciprocal agreements that
governments do not tax one another. The impact of this exclusion
can be explored in a number of ways. We will begin with a
straightforward calculation and then develop some finer

adjustments.

Over the period 1975-82, the three private
telecammunications firms, Bell Canada, BCTel and MT%T paid about
thirty percent of their net income as income taxes. Since net
income was roughly thirty percent of operating revenue, income

taxkes amounted to nine or ten percent of operating revenue.




86
Assuming no other changes, we could suggest that a ten percent
reduction of all rates or a twenty percent reduction of only
local rates would be feasible 14 the private firms did not pay
income taxes. This would be a noticeable reduction. There may

be signiticant problems with this suggestion as we will see.

Suppose we had considered taxing the government enterprises
instead of dropping the tax for the private firms. Dur
conclusions would be very different. The government enterprises
do not have large taxable incomes. Their very large debt to

equity ratio ensures that most of their income i1s not taxable.

The difference in the debt-equity ratio between the
government enterprises is greater than amongst the private firms.
As a rough average, it is reasonable to state the following
conclusion. If government enterprises were tazed, this would
only require a four percent increase in their rates. The change
would be larger {for Sask Tel and smaller for AGT. This is much
lower than the ten percent decline in the private firms rates
which might accompany the elimination of their income tax

liabilities.

The difference in the results points out the importance
of the sharp divergence in the debt-equity ratios of private
versus public firms. This topic will be discussed below. The

other contributing factor is the higher private ratio of net
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income to cperating income. The difference also i1llustrates the
ease with which similar guestions can be re-phrased to alter the

numerical answers.

In a simple world of no changes cther than the income tax, the
rates for customers of private firms would fall significantly i+
the income tax were eliminated. It is also true that due to
their debt structure, the imposition of the income tax on
government enterprises would have a much smaller effect on their

rates.

The initial discussion of the tax impact precluded any
adjustments other than in the income tax. That is, the underlying
assumption was that the tax was simply an extra cost which was
passed on to the consumer with no demand effects. This may not
be a poor approximation in the telecommunications industry
although it is certainly incorrect in general. If the tax is not
pushed forward onto the consumer where else can it be diverted.
It is unlikely that the presence or absence of the tax has any
major impact on the prices paid for either materials or labour.
The telecommunications firms are part of larger markets in these
inputs and consequently probably have little impact on their
prices. The two areas with some possibilities are the equipment

mar ket and the cost of capital.
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Frices in the equipment market, are probably, maybe
certainly, not influenced by the absence of an income tax on the
governinent enterprises. These firms are simply a very small
segment of the market. The private firms, which are linked to
eqgquipment manuwfactwers, have often been accused ot pushing
profits though to their captured suppliers in order to avoid
t egulation. Attempts to prove these allegations have not been
successful although the possibility remains open. Since the tax
liabilities of the regulated operating company can be pushed
faorward i1t is unlikely that the regulated firm would be interested
in pushing the tax liability onte the unregulated sector. For
firms without a captured supplier, the size of the Canadian firms
relative to the international telecommunications’ equipment
market makes it unlikely that prices are altered due to tax

considerations.

The tax may have an effect on the cost of capital but it
probably does not have an impact on the after tax rate of
FEtUFHZé. I+ the government enterprises were taxed, which is
highly unlikely, the probable response would be to drive the tax
liabilities close to zero by increasing the debt-equity ratioc and
avoiding the tax. The private firms are regulated. Income taxes

are accounted for as part of their costs. To the extent that the

firms are given rates that permit them to earn their allowed cost

36

This assumes that the regulator would not permit tax changes

to alter aftter tax income.
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of capital, income tax changes will simply be pushed through the

rates 1n a positive or negative direction.

The absence of the income tax might seem to provide a means
for government enterprises to lower rates. A more precise
interpretation would be the following. The high debt to equity
ratio of government enterprises isolates them from much of the
impact of the income tax system. If private firms did not pay
income taxes and retained the existing capital structure they
could benefit their customers if the income tax were eliminated.
It is the combination of the debt structure and the tax system in
a regulated environment that permits the income tax to raise

rates for the private ftirms.

There are two further guestions about the income tax.
First, the volume and timing of investment depend on the cost
of capital. To the extent that the income tax alters the cost of
capital, it will alter investment decisions. Consideration o+
this question is undertaken in another section. BSecond, the
higher rates induced by the income tax system may have reduced
the quantity of telephone services demanded. The magnitude of
this effect is unknown but some gualitative comments can be
made. Since the inter—-provincial toll rates are almost uniform
acraoss Canada, either these rates have not been effected by the
income tax or else some of the demand effects have been

transmitted via these rates to jurisdictions without any income
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tax. For local basic service, the demand i1is inelastic since
calls are free once the flat monthly fee 1s paid. Thecse tfactors
suggest thiat the demand effects may have been fairly small.

I conclusion, we are accepting the argument that the i1ncome
tax does push up rates ftor the private firms. For the government
enterprises, the direct effects on rates, of their exclusion from
income tax liabilities, 1s small. It is their debt structure
that shields them from tax liabilities. Consumers are offered
distorted prices by this structure. Telephone services,
particularly local and intra-provincial toll services are
relatively cheaper in jurisdictions with government enterprises.

This price distortion is not desirable.

S.6 Choosing a Capital Structure

Government enterprises in telecommunications and other
industries have very high debt-equity ratios. This has
consequences for a number of guestions that we have addressed
in other sections. For example, the cost of capital will depend
on the debt equity ratio. The level of this ratio has been a
sgurce of some concern in several of the companies. Are there
any criteria that would suggest what the appropriate debt-equity
ratio should be for a government enterprise or a regulated private

firm??




The theory of the debt—-equity ratio is a portion of the
theory of the capital structure ot the firm. In his recent
Fresidential address to the American Finance Assoc., Stew Myers
(1984) discussed this area of Finance. Myers and Majluf (1985)
have recently proposed some theoretical extensions that may
improve our understanding. In his Fresidential address, Myers
concluded that this area of Finance was not in a very satisfactory
condition. The theoretical developments were elegant but were
not able to exuplain the behavior of firms. The primary
theoretical models are extensions of the earlier work by
Modigliani and Miller (17258) and Miller(1977). In these models
the capital structure makes no difference except for the tax
tradeoffs between debt and equity. That i1s, debt is attractive
because the interest costs are tax—-deductible. For a private
firm, the objective is to maximize the value of the firm. Choosing
an optimal capital structure when there is only debt and equity
requires increasing the debt proportion until the costs of
increased risks of financial trouble outweigh the tax-induced
benefits of debt. While this model can be extended to cover many
special features 1t has not been able to explain the observgd

diversity of capital structures in the private sector.

The alternative descriptive capital structure analysis
accords well with the actual behavior of private firms but lacks

a rigorous theoretical basis. Donaldson (1961) is an example of
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an empit ically based description of this theory.37 Meyers has
labelled this theory as the "pecking order’ theory. In this
theory, manaaers prefer internal over external financing. it
external financing is necessary, managers preter debt over
equity. This preference based theory accords with actual behavior

but 1t is difficult to link this behavior with an objective of

maximizing the value of the firm.

The problems of explaining the choice of a capital structure
for private tirms carries over to regulated firms and government
enterprises. Specitying the objectives of government enterprises
is diftficult particularly i1f the objectives are to imply a
criteria that will determine the optimal capital structure. I+f
the objective were to maximize the value of the government
enterprise, there would be little reason to seek an optimal
capital structure based on taxes for which the firms are not
liable. While regulated private enterprises may attempt to
maximize the value of the firm and do pay taxes, the taxes are
not a strong factor in the selection of the optimal capital
structure. I+ taxes are passed forward as a cost by the
regulatory commission, there i1s little incentive to increase the
value of the firm by using destB.

-

Q7Meyers and Majluf (1985) attempt to provide a theoretical
underpinning for this behaviaor

QBThe regulated firms have shown considerable strategic
behavior in using deferred taxes.
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Regul atad firms appear to issue equity more often than
unregulalaed private firms. This may be in response to regulation
which pravenls them from financing their investments internally
cunbliied willy the firms’' arguments that they must maintain a

particular debbt-squity ratio.

The government enterprises may reasonable be attempting
to minrmtze the costs of providing services with some constraints
on the eoplovieent decision which we will ignore for the moment.39
Even in this simple case the choice of a capital structure
requires that one know the cost of eguity relative to debt. For
a government enterprise there is considerable controversy about
the cost of equity. We will discuss this controversy in more
detail in a separate section on the cost of capital. For our
purposes, assume that we know the cost of equity capital for the
government enterprise and that the firm 1s to minimize costs
sub ject to some non—commercial constraints. There may be no
optimal capital structure. For a government enterprise with debt
backed by the government,there are no financial risks to the
owners, i.e. the government, associated with equity. We will
conclude that the troubled conventional analysis of the capital

structure of private enterprises does not yield much assistance

39 . . . .
The non—commercial objectives of the owning governments are

assumed to be included in the specified service output.
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11y determining the capital structure of the government

: 40
enterprise.

In recent vyears, losses, atter debt service payments, have
been registered by same government enterprises and almost all of
them have increased their debt to eguity ratio. The ‘red ink’ 1s
perceived to be a political and public relations liability for
the management. I+ the debt-equity ratio were lower, positive
net incomes would be achieved. These positive net incomes would
not alter the financial performance of the firm but only its
superfticial appearance. While the criticism of managements’
losses may be 1ll—-informed, disguising performance by manipulating

the capital structure does not necessarily help.

The magnitude of this problem can be seen i1in Table Twelve,
panels A and B. AGT has a debt-equity level which averaged
over ninety-three percent.41 Debt servicing has absorbed almost
all of AGT ‘s net income. At MTS and ‘'et’ the debt-equity ratio
has averaged about eighty- five percent and debt service charges
have absorbed an average of eighty-nine and seventy—-eight percent,

respectively, of net income. Only at Sask Tel, where the

UThere is an exception to this conclusion. If the government
enterprise 1s to mimic a private firm then 1t should have
the capital structure of the private firm. This is discussed
below.
4IFDr' DuUr purposes, we are measuring total long term debt as
a proportion of total capitalization.
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debt-eguity ratioc has averaged seventy-six percent, have debt

service payments absorbed less than siuty percent of net income.

The private companies have had much lower debt-equity
ratios. This does not imply that their capital structures are
aptimal or that the government enterprises should mimic their
capital structure. There does not seem to be an adequate theory
of the capital structure for government enterprises but there are

e
few sensible arguments for equity in a government enterprise.

The capital structure narraouwly defined may be an issue
without as much important as it sometimes receives. However
it is related to another series of issues concerning the cost

of capital. These are important issues to which we now turn.

3.7 The Cost of Capital

The telecommunications industry is capital intensive and

that intensity is growing. The appropriate costing of capital

4‘The most likely opposition to this claim is going to arise
from those who believe that cost of capital for the government
should be as high as for the private sector. These arguments
will be discussed below. Even if valid, they do not require
equity investment.




TABLE THIRTEEN:RETURNMS TO DEET ANMD EQUITY

(A) : INCOME AFTER TAX/ TOTAL CAFITAL

(FERCENTAGE)
AGT HELL BC EDM MAN MARI SASE:
Vo7 S.99%4 10.25% 7.96% P L1687 « 23% ?.647%
1976 6.78% == 8.21% S AoM/L 0/ N ?.314 10.43%4
L9777 7 o B 85 S5/ 8.31% Q.41% 8.81% 7.804 10.21%

1978 8.84% S ON: 8.73%4 10.40% 8.874 10.27% e R
157,79 S ZE D e Q.367% 10.69% 7oL 2% C108IL ROLST

1980 2874 9.074 10,202 30.484 11.18% 10.634 A A/
1581 2.39% 10.39% 10.36V 8.584 19,927 12874 10.50%
1982 B.724 11,0674 11.98% EQw35% DadSd 120874 8.69%
GROWTH 'S5 1.08 1550 Ba 29 1.47Z 1.56 0.90

(B) : AVERAGE INTEREST RATE ON DEET

(FERCENTAGE)
AGT HELL BC EDM MAN MARI SASE.
1973 &. 29% 7. 357 7. 457 7 o 83K 7.S5% 7784 S.83%
e 7.01% T e Vo w7 &is,08% 7.34% R &.377%
1977 7.47% / 89% 7 .98% 7 w76 7.68% ?.45% 7.69%
1978 8.13% =T S B 8. 1974 8.462% G.69% 7.78%
1975 8. 2. (EHR R 8.926% B.72% 10.10% G.38% 7.62%
1980 9. 087, 8. 10% 5. SI8Y SEUSRITYA O B 9.35% 7.467%

1981 10.01% 8.86% 10.46% 9.684 10.19% 10.44%4 8.88%
1982 Ll 78% G.267 13.4274 10.954 10.09%4 11.85% 9.51%
AV. 8. 50% 8.18% 9. 30% 8. 807% PO R A 7.69%

(C) : INCOME AFTER TAX AND DEBT SERVICE/ TOTAL CAFITAL

(FERCENTAGE)
AGT HELL EC EDM MARN MARI SASK
LSS -4.677%4 12.87% 8.80% A Ven 7B 8. 7 9% a8 65
I 97E 25T P A7 DO - B B T e 15 VA SSEL  20.89%
I\FT Sie .87 8. 754 Sy BUS7ELTN ) wES 7200 1y LG s RS R bl

1978 PLI10 (1o W, (OIS 86274 2IRGE4Y. L0 EE7 1O AE ARSI
LSS FERU IS WOl H QL7 SUSB7Y. =18L077 @SRRI NR2GNE 0
1980 19,2974 10,017 10,927 16877 I7.527 122007 S1EEgs
L9281 0.837% 12,284 10687 =060 o LT 187, LRGN SetESNZ
BEER SHaE Y 204 L0 ST TN &le T BRIV S.24%
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can make a difference ftor the prices charged to cansumers.
We have already discussed the income tau separatély and in this
section we will bring together the components of the cost of

capital.

The potential cost advantage that government enterprise
may have due to their exsclusion from income tax liabilities
can be extended to the other components of the cost of capital.
Three components will be considered. They are depreciation,
interest payments and the return to equity. For the last two
companents,; government enterprises are often thought to have a
definite cost advantage. The governments guarantee their debt
which permits thems to have lower interest payments. The equity
portion of the government enterprises is very low compared to
private firms. Since the cost of equity exceeds the cost of
debt, this provides a cost advantage to the government

enterprises.

The realized after tax return to capital is shown in Table
13, panel 943. The government enterprises have not had
consistently lower realized returns compared to the private
tirms. AGT and MTS have had lower returns than the other firms
but SaskTel and ‘et’ have had averaqe returns above those of Bell

and BCTel and only slightly below MT&T.

4':’In this calculation depreciation is included as an

operating expense.
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Consider the interest costs. In Tabhle Thirteen, Fanel
B, the average debt costs for the companies are displayed.
There 1s no clear advantage for the government enterprises
relative to all the private enterpri59544. The observed
dispersion represents a combination of the government quarantees
+or the debt ot the public firms and the bond markets evaluation
of the private or public borrower. Average interest costs for
debt have risen sharply for all companies. Rates are higher than
average for some government enterprises and lower for others.
SaskTel is the one government enterprise that seems to have
access to very inexpensive debt. Bell has had favourable ratings
in the bond market and has not issued new high interest rate debt
as quickly as the western telephone companies. If we ignore Bell
and SaskTel, the other government enterprises may have a one-hal+f
percentage point advantage on the smaller private firms. This
may be an underestimate if the government enterprises’ debt was
evaluated at a lower rate than the smaller private firms without
a guarantee from the Province. Evaluating this question is
difficult because the major impact of the withdrawal of the
government guarantee might be a sharp decline in the government
enterprises debt-equity ratio. If there was no change in the
debt to equity ratio then the ocne-half a percent i1s probably

an underestimate. With a change in the debt to equity ratio,

44The data for BCTel in 1982 appears very high and it may be

an error.
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the cost 1mpact would probably not be on the interest cost but

would be through the higher relative cost of equity.

The debt costs of the private firms are relatively low
because of regulation. That is the bond market knows that the
regulators will permit cost increases to be passed through to

consumers4d. Consequently, the financial risk of default is low

due to regulation for all the telecammunications companies.

The return to equity can be measured in a large number
ot practical ways. Since our concern is with the impact of
actual costs on the prices faced by consumers we are using a
realized rate of retwn on the book value of equityqb. Fanel C
of Table 13 provides the evidence which can be contrasted with

the debt rates in Panel B and the overall rates in panel A.

Due to the high debt to equity ratio at AGT, ‘et and MTS,
small fluctuations in operating results lead to large fluctuations

in the return on equity47. These fluctuations reduce the

4dThe interesting case in recent years is the disasters for

regulated U.S. electric utilities associated with the construction
of nuclear plants. It is important to see how the bond markets
respond to the defaults in these cases.

6R'emember that adjustments have been made in the Department
of Communications source that we have used.

7 . . ; :
o SaskTel is the one government enterprise with a relatively

low debt-equity ratio and the effects are not as large.
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contidence that one can have in comparing the private and public
tirms over a few years. All of the government enterprises and
particularly SaskTel, have high retuwns to equity in the vears
with relatively high net income. Overall the returns to equity

in the government enterprises do not appear to be very low.

The evidence does not suggest that the returns to debt
and eqgquity have been a source of consistent cost advantage for
the government enterprises relative to the private regulated
phone companies. Two of the companies, AGBT and MTS have slightly

lower returns but the other two government enterprises do not.

Depreciation is an element in the cost of capital.
Unfortunately, it is subject to considerable discretion by the
companies. Figure One shows the average total cost of capital,

after tax, returns to debt and equity and the depreciation rate.

The depreciation rate at AGT is very high relative to all
other firms. These results can be used to illustrate a general
problem arising from the accounting practices associated with
depreciation. At the time that an investment is made, there is an
expected useful lifetime of the asset which can be translated
into a depreciation rate48. This rate is used in the cost of

capital to determine i+ the investment is worth undertaking or if

4BThere are numerous translation methods between 1lifetimes

and depreciation rates depending on the time profile of decay.
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1t 1s the least cist way of obtaining more services. 1+
depreciation rates are increased, atter an investment is in
place, thiis 1is equivalent to a capital loss. Unfortunately,; the
usual accounting procedures will treat this as an expense on the
income statement and not a loss. Almost all of the North American
telephone companies have been increasing the depreciation r'ates49
on a wide variety of equipment which they either have and/or
“pect to replace faster than initially anticipated. The problems
with the accounting procedures arise from the failure to recognize
unrealized capital losses. If the equipment was taken out of
service before being fully depreciated this would be a capital
loss. 1If depreciation can be speeded up, losses can be expensed.
Over the actual lifetime of the equipment, it will be expensed at
too low a rate in the early period; too high a rate during the
latter period and toe high over the whole period. Since
depreciation is roughly thirty percent of operating expenses in
this industry, this problem creates severe difficulties in judging
performance. Regulatory agencies, for the private firms, have
had a mixed effect on depreciation policies. In recent years,
they have probably slowed the increase in the depreciation rates
that the firms would have desired. Over a longer span, they have
usually accepted the depreciation rates defined by the firms.

There should be no inference that these are only problems for

49The change in depreciation procedures to "equal life

groups’ is similar to an increase in depreciation rates. This
does not imply that the change was a mistake.
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gover nment enterprises or private regulated +tirms. They are
general accounting problems. AGT s large depreciation expenses

are 1iust an example of this phenomenon.

In the telephone industry, in which the firms have
traditionally been monopolies, some increases in depreciation
rates are equivalent to self—-imposed capital losses. That i1s, i+
the firm decides to speed up the introduction of new digital
switches, this i1s equivalent to 1mposing a capital loss on
itself. Depreciation rates on old switches are increased, which
increases operating expenses in the short run. This is a capital
loss disguised as an increase 1n exXpenses. It is difficulty for
the firm's management to determine the optimal rate of
introduction of new switches. For an outside observer, it is
impossible to tell what motivated a particular rate of
introduction of the new switches. 1+ competition i1s absent then
the firm has discretion in deciding when to update its
technology. Fhrases such as "improved service' or “offering the
customer the latest technology’ do not translate into a decision

rule.

The total realized after tax cost of capital, Figure One,
tends to be slightly higher for the private firms. Two firms,
MTS and ‘et’ have a definitely lower total cost. There is merit

to the argument that the public firms derive some cost advantages
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trom both the lower cost of capital and the absence of any tax

liabilities, discussed earlier.
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6. EVALUATION AND CONTROL

6.1 Introduction

The general problems of evaluation and control were discussed
in the theoretical section. In this part, the practicai praoblems
in the telephone companies will be investigated in more detail.
The telephone companies all evolved into separate government
enterprises aftter lengthy periods as departments or departmental
agencies within the government. Perhaps,; as a consequence, they
are all closely allied with their governments and public knowledge
of the evaluation and control procedures is quite limited. The

size of the provincial governments is also a factor encouraging

relatively close ties.

The firms are all operated by agents and I will begin with
a brief comment on the agency issue. This will be followed by a
discussion of the objectives of the firms. The next section will
consider the increasing role of regulation as a control mechanism

for the government enterprises.

6.2 Agents and Incentives

The managers of the telephone companies are all agents
for the government. There has been extensive theoretical work on
agency problems although much less empirical testing of these
theories. One striking feature of the companies is the absence

of any incentive pay for managers. Unlike the private sector in
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which incentive schemes for managers are common, the government
enterprises have eschewed this mechanism for motivating and
controlling the management. This is probably a serious lapse on
the part of the governments involved but i1t is also a symptom of
a wider problem. Incentive systems +for management can only be
implemented 1+ the government is willing to spell out objectives
to which the management 1s supposed to strive. These objectives
must be precise enough that bonuses can be awarded on some
measured basis of results. The specification of obiectives is our

next topic.

6.3 Objectives

A detailed, specific set of objectives for the firm is
seldom currently available for these companiesso. In fact,
the range of concern about its absence is quite different in the
different companies. The continued close integration of the
companies management with the government has made a public set of
objectives less necessary. The nature of the industry is a
second factor. Until wvery recently the provision of a voice
network was the only major task. As a monopoly supplier, there
were no problems from competitors and close substitutes were not

available. The technological developments could be acquired from

equipment suppliers and service contracts with larger operating

=
o}

o
)The historical objectives for operating government owned
telecommunications systems are discussed in the historical
section of the report.
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companles. In certain respects the production of teleplione
services can be compared to and contrasted with the provision of
a water supply system which has been a government function for
many years. HBoth require an extensive network which must be
maintained and available at all times with a minimization of the
probability of failure. The telephone network has become
considerably more complex and the economic questions more
perplexing than the water supply system as the range of services
produced has i1ncreased. The increasing complexity has introduced
more choices for management and complicated the planning task.
This has required more attention to long run plans which will
simul taneously update the existing network to an all digital
system with increased use of high capacity multiplexed
transmission systems. The emphasis on planning creates a need

for guidelines or objectives against which plans can be measured.

Sask Tel produced a Basic Mission Statement in the mid

1970's. Although this is out of date in certain major aspects,
that will be discussed, it 1s a useful example to illustrate

what are the objectives and problems for all of these companies.

The basic organizing concept in the Sask Tel statement

=

is called the “utility concept'dl. There are three components

s

to this utility concept. First, as a monopoly, it has "an

51The statement was published in a small unpaged document

that we will refer to without any page numbers.
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exclusive market franchise within the geographical arsa that
it serves.  Second, it must serve all customers without
discrimination and third it 1s accountable to the public with
respect to the prices that it charges and the conditions of 1ts

service.

This is a very broad delineation of the nature of the
organization and 1its responsibilities. It does not provide
an adequate statement of what objectives are important and how
different objectives are to be weighed in an overall plan.
Sask Tel, and the western telephone companies, are not unique
in this attempt. Very few public or private non-profit
organizations have a set of goals that are readily translated
into measureable quantities. The qualitative characteristics
that are captured in the utility concept emphasize the service
nature of the operation and the public trust that has been thrust
upon the organization to deliver service fairly and efficiently.
Economists have always been very suspicious of this type of
organization because of the lack of any precise definitions of

2
objectives that could be monitoreds“.

The service idea is expanded in a number of directions. The

scope of the service and a service ideal are defined. The former

2
S"The prevalence of this type of organization in society but

outside the economy has implied that other social sciences have
studied these types of organizations more extensively.
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places limits on what Sask Tel will do and the latter provides

some more specific criteria for public judgement. The ideal for

4

= 3
5 s - oJ- =
telecommunications services requlress

(%

1) universal access,
2) privacy of communication,
) immediate access and communication,

4) two-way service,

3} customer choice of message form,

6) customer choice of message content.
These provide areas in which the company chooses to be
judged. Universal access is at the core of many of the recent
disputes about the provision of telephone services and is a
current political issue with strong links to the history of the
government owned telephone systems. The ideal requires that some
form of basic voice telephone service should be available to all
residents. The pricing of basic residential telephone service
has always reflected this goal. In practice, financial realities
have always limited the possibilities. Moreover, the development
of a rate structure based on the financial resocurces of the
customer has been avoided. It is only very recently that special
rates for a variety of needy groups has arisen. I+ universal
access 1s important, then 1t must be distingquished from low

residential rates for all customers independent of financial

i . : ea .
This service concept is very similar to the service concept
that pre-divestiture AT4T used in the U.S5. and that Bell Canada
has also supported.
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means. Politicaily, it is the ability to deliver low rates to
all residential customers that is i1mportant. Neither politicians
nor the companies desire the more direct subsidies and means tests
that universal access may reguire in the future. The governments’
dislike the current perceived threat to politically popular low

=

rezidential ratesd4.

Privacy of communication covers several ideas. First,
. P s 35 : _
the provision of single party service or secure multi-party
service has been an objective for many years. Second, the
security of calls from listening that might arise from inside the

phone company or externally can be included in this category.

The immediacy of access and communications has several
components. Access depends predominantly on the customers choice
of equipment relative to demand by others who might share the
equipment. The company can only control the options available to
the customers and not their choices. Immediate communications is
part of the engineering standards of the network in the long
run. This objective will illustrate an important point that

applies to many other objectives. The value of instant

54The advent of competition is the primary threat but this is

a consequence of technolaogical developments that make competition
unavoidable.

=
P 2 J o . 3
This requires that other parties can not overhear an

ongoing conversation on a multi-party line. These services are
currently available.
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communications 1s not known. Basically, the engineers sst a
tolerance level for failure and the company invests enough funds
to acquire a network that will meet the tolerance standards.
Since there is no competition, customers can not choose, at
different prices, the probabilities of not being able to make a
call. There can be considerable rescurces used in providing
capacity to meet peak demands. It is one of the difficulties
with sole suppliers that they do not tend to offer, at least on
an experimental basis, the range of options that the market might
desire. With the development of more intelligent electronic

switches i1t should be possible to offer a wider variety of options

and eliminate the past problems with this objective and many

Dther556.

Skipping the fourth item57, the last two service aspects
emphasize the fact that the company is a carrier that does not
determine either the content of the message or the form of the
message. The latter implies the breadth of types of carriage
that the company will undertake. There are two underlying
themes. First, the company as a carrier does not determine the

content of what it carries and consequently does not have content

56The pressure for competition in the telephone equipment

market was motivated by much the same concern as we have ocutlined
here for instant communication.

=

J7Tw0—way service is a key concept that has historically
distinguished telecommunications from other types of
communications.
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regulation such as broadcasters undergo. Second there is no

limit to the type of monopoly carriage service that the firm will

undertakEJB.

The Sask Tel service 'ideal’ does help to outline the tasks
of the firm. It leaves the operational content i1n practice
unspecified but it was not intended as a rigid operational set of

goals.

The following quote indicates the problems with the mission
statement.

"We will pursue our ‘service ideal’ and provide the services
demanded within the bounds detined by our “service

scope’. We will endeavor to provide service in accordance
with sound economic and business practices using the
available capital, labour and technology to the best
advantage within our socio-economic environment and any
guidelines applicable from time to time, including:

a) The common carrier duty to offer the monopoly type or
basic telecommunications services to everyone within our
franchise area without unreasonable discrimination. In

so doing, we will avoid treatment of a subscriber which

is harsher than that accorded others receiving similar
service or faced with a similar situation and will refrain
from meeting the requests of individuals or groups for
preferential treatment.

b) The application of system concepts and rating principles
that are basic to universal access.

c) The directives and guidelines of government.

d) The competitive environment."

=

8Examples are voice, facsimile and data.
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There 1s very little in this guote that allows ocne to ass=ss
how conflicting obiectives are to be balanced by the firm.
This i< particularly dit+ficult because the financial purposes

are not properly integrated with the broader purposes.

The broad financial objective was to produce enough revenue
to pay for long run costs, including capital. This obijective
was taken seriouslys9 within the constraints of limited equity
investment and guaranteed government debt. It was recognized
that the financial goals would place limitations on the level
and structure of prices. However, it was clear that prices
for basic services were to be kept low through averaging across

the system for the same service and by subsidies across services.

Frices were to be set to encourage residents to subscribe
while simultaneously distributing costs equitably and encouraging
efficiency. Rates were to be easy to administer and understand
and the rate structure would offer the options that customers
desired. There was, of course, no method for achjeving these

ends or weighing the trade—offs but this is not unusual.

The existence of competitive services were recognized.

The company was pledged to attempt toc maximize the profits from

=

quhis is true since the Second World War although it does
not apply to the pre—war period.
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these cservices and to price them to ensure that all of the costs
of providing competitive services fell on the user and were not
born by the basic telephone service customers. The second
criteria could easily be encompassed in the first. There were
two ambilguous statements about competitive services which conflict
with the first two and reflect the difficulties of defining the
objectives of competitive services with the service framework.
While describing the “Competitive Business Mission’, the document
states, "We will achieve and/or maintain a dominant position in
the telecommunications market” and "We will pursue the Service
Ideal as our ultimate aim”. Neither of these is consistent with

maximizing profits in many cases.

While there were other "missions’ associated with personnel
and public relations, they are not as important for our purposes.
The Sask Tel Mission statement provides an approximate, but
appropriate, outline for any of the telephone companies. It was
mentioned that the statement has some dated features. The
increased state of actual and incipient competition in the 1980°'s
has resulted in a need to redefine the objectives of these
companies. The companies are going to lose their historic role

as sole supplier of telephone services. To varying degrees this

has already occurred in the equipment market. Customers can
select among many suppliers. The utility concept itself may be
under serious challenge. Supporting the core of this concept is

the 1dea that there is one network that will have prices that are
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weakly and inconcsistently linked to costs. There is unlikely to

be one network in the future although 1t 1s the linkage of
networks that is i1mportant. The old network was consistent
because i1t provided voice services almost exclusively. Even

in this case the quality of transmission, required for automatic
switching equipment, led to the upgrading of rural lines. This
upgrading was not reguired +or the customer but rather for the
company to integrate the netwarkéc. The new network will

certainly be digital. The gquestion of who pays for the digital

network and why will arise. Will it be necessary to impose costs

on voice only traffic teo pay for other types of transmissions or

vice versa? More fundamentally, can these cost allocations be

made? This can be rephrased to ask what are the costs of

maintaining relatively complete integration of the network and l

who will pay for them? The answer may be no one.

The details of objectives in the short—-run and in more
operational form are not made public. The regulation that most
of these companies undergo provides the only forum for public ‘
consideration of their activity. 1 will now consider control by

regulation.

60There were benefits for the customer. The problem is that

the customer never had the proper choice of paying or not paying
for these benfits at levls that covered their costs.
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6.4 Regulation

In the last twenty—+five years, there has been a movement
towards the use of regulatory agencies to control the government
anterprises in telecommunicationsél. It is reasonable to wonder
why these agencies are needed. They do not provide any control
mechanisms that were not available to the government prior to

their introduction.

They have arisen as a means of providing the public with
a forum to scrutinize the activities of the enterprise. The
governments have supported the creation of these forums because
they were unwilling and unable to find an alternative means
of avoiding public criticism of government enterprise policies.
That 1s, the governments found it politically astute to set up an
independent agency to review and approve the policies, and
especially the politically sensitive rates of public enterprises.
By doing this, the government could shift the burden of
responsibility for telephone rates to the regulatory agency and
gain some legitimacy for the required rate changesbz. The public

would have a means of assessing the pricing and other policies

619 similar process can be seen in publicly-owned electric

utilities.
62

Recall that local rates had not changed sharply, or

sometimes at all, for up to forty years.
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of the tirm. The regulatory agency would have to find a means
for establishing pricing structures and price changes that were

acceptable.

The government support for the regulatory agencies suggests
several comments. First, government enterprises in
telecommunications are selling a services that are highly visible
to most voters, since they are alsoc subscribers. I+ these
enterprises were to be commercially viable, i.e. not a drain on
the public treasury, rates had to be adjusted periodically in
response to changing business conditions. The governments did
not wish to defend these changes in the political
arena. Rather they wanted a mechanism that would limit the
political liabilities of changing telephone rates. Second, the
governments must have felt that they did not have objectives for
these enterprises that would conflict with the regulatory
process. There was a balancing of interests by the government.
The benefits, to the government, of the regulatory procedures
outweighed the possible loss of capabilities engendered by turning

over power to the regulatory agency.

We will use the recent Alberta Government Telephones’ case
to illustrate the type of regulatory control that the governments
have been willing to accept. This will be followed by an analysis

of the situation in Manitoba. The key elements are the political
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benefits perceived to flow from the regulatory control of

telephone rates.

6.4.1 The 198%3-B4 Alberta Government Telephones Rate Case

This case began with AGT s request, in February 1983, for
a hearing to decide on new rates and ended with a judgement
issued by the Fublic Utilities Board of Alberta in June of 1984.
It 1= an interesting case because of the context in which AGT was
making the application and it illustrates the nature of the

regulation that is being applied in all the Provincial companies.

AGT had experienced enormously rapid growth in revenues
in the seventies. The energy crisis elsewhere was the energy
boom for Alberta. The growth in population and telephone services
was very rapid and provided money for the rapid expansion and
upgrading of the telephone system. The company had already
participated in the benefits of the rapid toll expansion that
began in the sixties. The eighties brought a very rapid halt to
this growth and introduced the possibilities of new competition.
The 1983 AGT application was motivated by the rapid deterioration
in its financial situation and a desire to begin the long road

—_

towards cost based ratesbd. The Fublic Utility Board’'s decision -

6°The North American telephone industry, and the government

enterprises are not an exception have attempted to justify a
value of service concept of rates. There is no adequate
explanation of this rate basis.
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was delayed by the continued rapid changes in ABT 's fimancial
position during 1983 as the case proceaded and the reguiremant
that forecast results for 1982 be used to justify revenue

reguirements.

Since the government can control the tirm without the
regulatory agency, the interesting questions relate to the role

of the regulatory agency in controlling an enterprise that 1

i

already under government control. In general, what is noteworthy
is the similarity of the regulation of government enterprises
compared to private telecommunications enterprises. It 1s almost
as if the government was not the owner or that the ownership made
little difference. In the Board discussions and decisions there
are reterences to decisions by regulatory boards in other
jurisdictions dealing with private firms and very little original
regulation. HMost issues that are contentious are those that
arise in other boards and they are not handled particularly

differently in Alberta than elsewhere.

The government established the nature of the regulation

af AGT and other public utilities in the PFublic Utilities Board

Act. The Act requires that all rates must be approved by the
Fublic Utilities Board and that the revenue of the enterprise
must be sufficient to cover its long run costs. A rate base form
of regulation was specified. The possibilities for some new

creative forms of regalation were largely eliminated by the Act
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and the history of Alberta regulation i1s similar to most other
regulatory jurisdictions.

Traditional rate of return regulation has many variants
in detail but the defects are common to almost all of the
formséa. First, a rate base is established. This is a measure
in historical dollars, i.e original cost, of the investment
in equipment, buildings, structures and working capital on which
the company 1s going to esarn a return. Alternatively, the rate
base may be measured as the total capital on the liability side
of the balance sheet. Second, a rate of return has to be
approved. This is based on the embedded cost of debt and the
return to equity weighted by their respective shares in total

capital.

In the AGT case, there was relatively little controversy
about the rate of return itself because of the high debt-equity
ratio. Some concern was expressed about the foreign exchange
rate used to calculate the value of the faoreign denominated
debt and some short-term notes were removed from the calculation
of the debt. Since AGT does not have any significant equity, the
rate of return on equity was set at fifteen percent without any

controversy. There was no criteria established for how to set

641 believe that too much faith has been placed in rate of

return regulation but it may be difficult to establish a clearly
superior general procedure.




this rate +taor a government enterprises but there is little

material importance to this rate for AGT.

The rate base gensrated a little controversy although most
of the serious l1ssues are not considered by any of the regulatory
boards. The rate base changes due to the construction program
combined with the depreciation ot existing eguipment and the
entry and exit of equipment from service. Intervenors attempted
to dispute the size of the construction program and AGT "= speed
of adjustment of this program to the declining Alberta economy.
The intervenorese were not successful. Regulatory agencies have
been hesitant to criticize or disallow the construction program
determined by management. Almost no one disputes the principle
that the management must manage the company and that the Board
can not usurp the management. The line that must be drawn between
what is managements’ perogative and what is the Board’'s is
determined by the Board. Most Boards, including Alberta’s, have
been very conservative in interpretation of their own rights.
Unfortunately, this implies that control over the regulated

companies tends to be superficial.

The problems of depreciation rates are discussed in the
part of section S on depreciation expenses. There, we also

noted the very high depreciation rates of AGT. These relatively

high rates were not discussed at the hearing. This was due to
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the acceptance of the methods used by the management to determine
these ratesbs.

The key implicit premise in most forms of rate of return
regulation is that there are no risks and consequently no capital
gains or losses. Investments are all to earn a retwn based on
their initial costs. This does not provide the correct incentive
structure for management and it makes it impossible for the
regulator or intervenor to judge the appropriateness of the
construction program or the rate at which old equipment 1is
scrapped. Boards have accepted the managements’ perogative to
manage without finding a method of judging the adequacy of the

management.

The Board is supposed to judge the adequacy of expenditures
by the company but it has very little capability of judging
these expenditures. This is one of the persistent difficulties
of any supervisory body. It is informative to compare the roles
and capabilities of regulatory boards and boards of directors in
this regard. The board of directors of a private firm can not
enter into the detailed expenditure of the firm. It does not
have the information and if it was obtained there would be
problems of interpreting that information and judging 1ts
veracity. The Board can concentrate on the long run goal of

making profits and participating i1n the planning for major

65There was some initial disagreement over depreciation with

an intervenor but this was settled.
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long-run decisions. The board of directors of a government
enterprise have the same problems and possibilities but they
may iack a clear set of goals to assist them in making long—run
decisions and 1in judging the pertormance of the management.
The regulatory board must contend with the same difficulties

but with a very different set of constraints.

The regulatory boards’ hearings are often open and are
csubject to a set of legal and procedural rules that do not hamper
the other two boards. Informal i1nterchanges are limited. The
board has a set of objectives, as specified by the relevant
acts. These objectives are limited to ensuring that rates are
Jjust and non-discriminatory and permit the firm to earn i1ts rate
of returnbb. Most boards have interpreted their role 1n
sufficiently restrained fashion that they have not actively
pursued these goals except within very narvrow limits. The major
self-imposed constraint has been based on the right of management

to manage which has been generously interpreted.

The failure of regulatory boards to set a criteria to judge
construction programs and depreciation rates leaves the size
of the capital and a major portion of expenses outside of the

boards control. Yet it is hard to imagine a set of just prices

66These objectives are consistent with the firm’'s objectives

as stated, for example, i1in the Sask Tel Rasic Mission Statement.
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and efficient production which does not require concern for these

items.

To determine the rates permitted AGT must provide forecasts
of the services 1t expects to sell and the expenses of associated
with providing these services. The forecast revenues, at existing
rates, and expenses will aliow the calculation of an expected
rate of return on the exupected capital. Rates can then be
adjusted such that, at the new set of rates, the expected rate of
return equals the allowed rate of retwn. The process is

complicated in 1ts details.

I+ all rates are changed proportionately, there i1s little
difficulty in obtaining new rates that permit the company to earn
its allowed rate of return. In the last decade, changes in
relative prices have been sought by mast telephone companies and
AGT was not an exception. First, AGT belongs to Telecom Canada
which controls the rates for inter—provincial ca11567. These
rates have not been actively regulated and AGT could not generate
extra revenue from rate increases for this service. Second, AGT
had presented evidence purporting to show that toll rates were

above costs and exchange rates below costs. The management

wanted to move the exchange rates towards costs. Consequently,

67A1berta, unlike most other provinces does not use Telcomm
Canada rastes for adjacent toll service. There are separate
agreements with BC and Saskatchewan.
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almost all of the increases would be on non—toll services. The
Alberta Fublic Utilities Board approved the relative price shifts

sought by AGT.

There has never been any well defined method to judge a
particular set of rates relative to the requlatory objectives.
Requl atory boards have usually accepted company changes in rates
although opposition has stiffened in recent years. The move to
increacse exchange rates relative to other rates i1s seen as a
political liability and contrary to most boards’® mandate to keep
the price of basic phone service low. While companies have used
the 1ll-defined concept of value of service to defend
discriminatory prices in the past, the key element has been the
refusal aof most boards to enter deeply into the determination of

the rate structure. The latter remains as a management perogative.

Since AGT has competitive services, rates i1n these areas
are not subject to the same control as those in the
non—competitive services. The company’'s policy for these rates
is quoted (p.239),

"AGT's policy with respect to Non—-Basic Service 1s to

continually maintain the rates at market levels which will

generate a positive contribution to Basic Services."

In fact, a floor price is calculated to establish the minimum

price at which AGT will sell a service. This price is based
on a calculation of the present value of incremental cash flows

for individual services. The purpose 1s to ensure that basic,
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non—compet:tive,; services do not subsidize the competitive
services. To avoid disclosure of competitive information the
details of the calculations for individual services are not
released. An aggregate for all non—basic services is available.
One of the intervenors attempted to establish that the
contribution ot the aggregate non-basic services originated
predominantly from the directory. The latter is a competitive
service and has traditionally been profitable for most telephone
companies. The intervention was unsuccessful. Fundamentally,
the Board was unwilling to intervene into the profitability o+

individual services.

There are serious problems in designing a contribution
test particularly 1+ it i1s aggregated. The telephone system
1s permeated with common costs which can not be allocated and the
use of incremental costs is potentially misleading. For the
government enterprises, the problems of forecasting cash flows

are increased by questions of the discount factor that is used.
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6.4.2 The Structure ot Accountability and Contyrol in Manitoba.

The current structure ot MTS was set out in the Manitoba
Telephone Hct initially passed in 1935 and amended at various

times after that date.

The government through the Lieutenant Governor in Council
appoints a Board of Commissioners. The size of the Board may
vary $rom four to nine and recently there have been seven
members. The government appoints a chairman and a vice—chairman.
The length of appointaents camn vary. One member ot the Board is
usually a member of the Firovincial lLegisliature. The Roard
bagically funclions as a Board of Directors of a private tirm butl

1is, of course, limited by 1ts dependence on the government.

The Board reporits to the Minister of Fublic Utilities who
isresponsible for the Manitoba Telephone Act and through the
Minister to the Legislature. An annual report must be submitted
to the Legislature and is referred to The Standing Committee on

Fublic Uti1lities and Natural Resources.

The Bystem has a General Manager as chief executive officer
and he is appointed by the government. The Board members work
anly part—-time on MTS business and the General Manger has an
Executive Committee who assist him in the full-time operations of

MTS.
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Rates have to be approved by the Public Utilities Board.
The FUB has to consider,

"a3 the amount required to provide sutficient moneys to cover
operating, maintenance and adminlistrative expenses

b) interest and expenses on debt incurred {tor the purposes
of the commission by the government;

c) interest on debts incurred by the commission;

d)} reserves for replacement, renewal, and ochsclesence, ar
works of the commission;g

e} such other reserves as are necessary for the maintenance,
operation, and replacement or works of the commissiong

+) and S?gg other payments as are required to be made out of

revenue:

Al though the purposes of the Commission are not completely
spelled out in the Act, the FUE has not had many chances to
review the decisions of MTS. There were relatively few rate
cases until the mid-seventies which lessened any influence that

the FUB had over MTS.

The role of the PUB in controlling MTS can be demonstrated
by considering two recent rate cases in some detail. Before
discussing these cases some observations about the earlier rate

hearings will be helpful.

The PUR did not hear a rate case between 1921 and 195G.

Rates were either unchanged or a few declined as the System

68The Manitoba Telephone Act, 1983, 3%(2).
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attempted to maintain customers during the depression. This does
not imply that the FPUB had limited power. The PUE has substantial
investigative power and can authorize changes in the practices of
putblic utilities i1in Manitoba. For example, the FUB may
"investigate upon 1ts own i1nitiative, upon request of the minister
or Lieutenant Governor i1n Council, or upon written public
complaint, any matter concerning any public utility”bq. It may
also "fix Jdust and reasonable individual rates, joint rates" and
"+ix Jjust and reascnable standards,... practices, measurements or

. 70
sarvice"

The FPUB has not exercised these powers but they do exist.
The PUB would argue that it has been satisfied with the companies
decisions although in most cases, there has been no detailed
investigation on which to base this judgement. The rate hearing
in 1955 basically permitted the company to catch up with the
inflation that occurred in the post—war period without entering
into the details of management practices with regard to either
rates or expenditures. There was no attempt at developing a rate
of return methodology to ascsist in the determination of rates.
It was strictly a matter of ensuring that the revenues were

sufficient to cover costs.

69Public Utilities Board Act, 1970, 280

Q
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MTS did not return to the FUB until 1975. By this time,
financial problems were again evident and the FUE had to respond
to the obvious financial needs of the company. The FUR did
discuss and criticize some ot the practices ot the MTS.
Managements’ ® perogatives remained largely intact. The PUB wished
to restrain MTS from expendituwres that would entail further rate
increases. It did not suggest how the management should decide

on new initiatives.

The rate cases in 1982 and 1983 involved a much more active
role for the FUB relative to the earlier cases and reflected the
increasing difficulties of isolating MTS from competition and
events in other jurisdictions. The Board accepted MTS’'s position
that the company was again headed towards a deficit in the
short—-run. MTS5 wanted sufficient revenue to be provided to
prevent losses and to allow the debt ratio to be reduced at a
rate of 1Z a year. The debt ratio was at 84%Z and MTS wished to

reduce 1t substantially over time.

The PUB did not fully accept the arguments for rate increases
based on investments that would improve the system and was not
interested in rate increases that would be used to reduce the
debt ratio. The PUB gquestioned the necessity to cover foreign
exchange losses, which had been large, through rate increases.
Increases in the debt of the PUB was preferred in order to delay

the impact.
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in 1982, the Government of Manitoba authorized the attachment
of non—-fMTS owned residential extension phones. This was done as
direct government policy. MTS revenues were effected because
rates on premium and extension equipment had been used to
subzidize the basic service rates. The annual cost in lost

revenue to the system was $#1.7 million dollars.

The FPUR allowed residential service rates to increase by 10%
but this was less than the 16% increase requested by the
company.71 Similarily the FUB restricted the increases on many
business services. The FUR was resticting the size of the rate
increases for basic services although it did not opposes the

continuing shift of many relative rates to reflect coste.

Construction programs are alwavse a potentially contentious
issue with regulators. In telecommunications there is always a
substantial amount of up-grading in the investment program.
Regul ators are never certain how to handle this problem and the
FUE issued another warning to MTS wo be careful. The FUBR failed
to actually specity what it expected MTS to do with the

construction program.

MTS confronts problems with the changing methodology

associated with the Telecom Canada division of the long distance

71 3 .
The requested rate increase was to cover increased costs

other than the new extension policy.
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inter—campany toll revenue. MTS has lived very comfortably +rom
these toll revenues and the threats to this income were recognized
by the FLB. Approximately have of MT5 = revenue comes {from this
source and the PUR tried to provide support in defending this
revenue. For the FUBR, the decline in Telecom revenue will require
rate increases for basic services. The latter are highly

subsidized at the moment.

The 1983 rate case was inevitable given the restrictions on
the 1982 rate increases and the continuing poor economic climate.
The FUB granted most of the increases although there were several
interesting aspects. First, the FUB continued to prevent any
attempts to shitt relative rates against the rural areas. For
example, MTS had proposed increases in basic rates in equal dollar
rather thamn equal percentage terms. The PUR did not permit this
because the percentage increase for smaller exchanges would have
been larger than for bigger ones. The continued use of common
percentage increases the dollar spread between large and small

exchange groups.

Second, the FUB continued its opposition to fancy
construction programs and any attempts to use rate increases to

alter the debt equity ratio.

Third, MTS described, in general, their attempts to balance

four factors in arriving at rates. These factors are costs of
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service; wvaiue of service, Frovince-wide price averaging and
contribution revenue. Telephone companies have been distinctly
unwilling to discuss how prices are determined. The recent
witllingness to reveal the process is in reponse to the changed
circumstances that has foreced all companies to seek rates that
are based on coste. For example, service charges were increased
by thirty percent and they were still estimated to cover only
one-half¥ of actual costs. This increase should be contrasted
with the six percent increase in most basic rates. Fublic phone
charges were increased by one hundred and fifty percent. In
recent years the phone caompanies have been acquiring more revenue
through the increase in rates for services that were formerly
very under—priced or not priced at all. These relatively easy
sources of new revenue are being exhausted and tougher political

choices will have to be made in the future.

These cases i1llustrate some important aspects of the control
of the government telephone system in Manitoba. First, the
government does not need either a FURB or a Commission to control
MTS. The government has chosen to create these institutions in
order to permit the government-owned telephone system to be
separated form the normal political and legislative process.

Over time, the government has found it useful to increase this
separation of government from the company. The case of non—-MTS
residential phones is unusual. MTS did not make the decision or

even announce the decision. Ferceiving the political value of
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the anncuncement, the government directly changed one aspect of
MTS5 s monopoly powers. There is no doubt that the government
intformed MTS of the impending change and MTS probably opposed the
move. The government left the resolution of how to absorb the
etfects of the change to MTS and the FUB. Thus the government
derived political credit for reducing prices and introducing
consumer choice, without having to resolve the financial issues
involved. The FUB partially blocked the attempt by MTS to recover
the funds through residential rate increases although ultimately

this is where the funds will be found.

In the rate cases, the PUB has not moved te include a rate
of return determination for revenue requirements. This is the
major type of North American utility rate regulation. Alberta
does use a rate of return criteria for AGT. For government
enterprises, the use of a rate of return requires some amendments
relative to the normal practice in regulating private monopolies.
If these amendments are not made then rate of return regulation
is not necessary. In Manitoba, the government appears not to wish
to establish a formal rate of retuwn procedure for evaluating
the money invested in MTS5. Consequently, the amount of net
income after debt payments is kept fairly low in order to prevent
rate increases. The cost of the subsidization of rates to the
Manitoba tax paver is difficult to assess. It would be preferable
if the costs of social policies concerning telephone rates could

be more directly evaluated.
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The evolution of regulation of the government enterprises
has been slower in Manitoba than Alberta but in both jurisdictions
the government has found it helpful to provide a visible means of
providing public discuscsions of the rate changes. Alberta has
gone beyond Manitoba because it has investigated more details of
the expenditwe side. In this sense, its procedures more closely

match those at the CRTC.

In Manitoba there are other mechanisms used to control MTS.
The company i1s audited by outside auditors, 1t has 1ts own
internal audit committee and the Commissioners have an audit
caommittee. Moreover, the public auditor of Manitoba has access
to the companies records. The mechanisms are in place to ensure
accountability although it must be remembered that the
governments’ will to use these mechanisms must exist. The
government controls the appointments of all the actors and

ultimately must take responsibility for the outcomes.

The borrowing powers of MTS are limited. Aside from limited
short—run borrowing, MTS must gain some type of approval, the
exact conditions vary, before undertaking any type of long-run
financing. MTS's long—term debt is divided between Advances from
the Provincial Government, approximately one—third of the total,
and Bonds which are fully guaranteed by the Government. Approval
of the Minister of Finance was required for both types of debt.

The Minicter of Finance holds trust accounts for investment and
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sinking funds associated with the two major classes of long-term

debt.

There is no explicit policy about what has to be done with
retained earnings. However, the existence of the borrowing
constraints combined with the direct invclvement of the government
through its appointment powers in the management of the company
probably enswes that such a policy is not required. The level
of rates in Manitoba are sufficiently low relative to expenses
that retained earnings are relatively small. They have recently
been less than five percent of revenue and less than two percent
of the assets. They can not provide even five percent of the
uses of funds. Implicitly, they have simply been a means for
financing a small portion of the construction program and other

uses of funds.

We will not provide the same details for SaskTel and ‘et’.
SaskTel has been discussed in some detail in Waverman (1983) and

‘et’ does not have as much public control structure that can be

discussed.

The Federal government has been deeply concerned about the
accountability of government enterprises during the last decade.
The procedures in the telephone companies can be compared to some
of the proposals and criticisms offered at the federal level.

The Report of the Auditor General has repeatedly called for new
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controle and accountability for Crown Corporations. In many
aspects the concerns have mirrored those of the esarlier Lambert

and Glassco Commissions.

All investigators have been distressed about the failure to
clearly define the objectives. The vagueness has extended to the
scope and sometimes authority of the government enterprises.
Moreover the failure to attempt to separate commercial and
non—commercial objectives is perceived toc be a major problem in
evaluating and controlling these firms. I have argued earlier
in this report both why I agree with the need for clarification
and also why I do not believe that this request will realistically
be satisfied. It is not in the interest aof the politicians in
power to provide clarity unless the political rewards are very
direct. In most cases of government enterprises, this is not

true.

The Auditor General has consistently argued for the
elimination of equity investment in government enterprises. His
fear i1s that equity investments do not properly enter into an
overall picture of the financial health ot the parent government.
Often these equity investments are used to hide uncollectable

loans by converting them to equity7i. This proposal is

incorrect. There may be a need to redesign the government

7LIn the 1979 report, the Auditor General used the example

of the conversion into equity of loans to the St Lawrence Seaway
Authority.
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financial accounts to properly reflect equity in government
enterprises. However, the elimination of eguity 1s not a sensible
method. Some equity is needed to permit the enterprise to
operate independently and even in the long-run a debt equity
split may be useful. It is not clear what is the appropriate
debt—-equity ratio or the costs of egquity compared to debt. These

are the imporant guestions in regard to squity.

In amny cases, the recommendations from outside observers,
have stressed the accountability to Parliament. There is an
important issue about the role of Farliament compared to the
Government. We have not dealt extensively with this political
issue. Problems of lack of accountability to Farliament are a
special case of accountability. Many government enterprises,
including the telephone companies have enough structuwre in place
to be accountable to the government. This does not imply that
the government wishes them to be accountable to FParliament in a

manner that might be politically embarassing to the government.
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7. THE FUTURE OF GOVERNMENT ENTERPRISES IN TELECOMMUNICATIONS

Government enterprises in Canadian7” telecommunrications
are entering a difficult, perhaps tatal, period in their history.
Telecommunications, unlike electricity, is coming to the end of
the period in which it was a stable utility, providing a basic
service to almost all the population. The rapid innovations in
telecommunications and the closely related computer field are
leading to sharp shifts in the commercial possibilities for the
industry. There are several broad possibilities for the long—-run
future of the industry. It may become a competitive industry
with little or no regulation and government enterprises. At the
other extreme, a new monopoly may form, based on costs and the
available technology and this will require requlation and/or
government ownership. In between are a bewildering range of
possibilities which will be cbserved in the short and medium run
until some of the characteristics of the new industry become
clearer. The continuation of the heavy government involvement in
the existing industry will slow down the adjustment to either
long—run outcome. If government enterprises are to survive
a new role must be found for them which conforms with the recent

advances in the technological possibilities.

7=

The same phenomena is occurring elsewhere. EBoth the Japanese

and the British are dismantling their government
telecommunications firms.
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The government enterpricses in western Canada have bheen
monopolies 1in most telecommunications’ 5phere574 until vervy
recently. Under this monopoly, they have benefitted from the
very large surpluses generated from long distance or toll
traffic. The introduction of new equipment and services have
been under their control which has eliminated many financial
risks. These advantages are or will be lost. Competition has
begun in both the equipment and long distance markets in Canada.
The degree of competition varies widely from company to company
but 1t i1s gradually spreading. Although there is active
opposition to the transformation of this industry, it is my
opinion that the support for the change is too large for the

current structure to be maintained.

With the advent of competition, the telecommunications
industry, defined by its current range of services, will not
be a monopoly and the need for government ownership and regulation
will have to be re-—assessed. What purposes will government

enterprises serve in a competitive market?

The Canadian telecommunications’ price structure under
both the government’'s ownership and the requlation of public
and private firms has been severely distorted relative to costs.

At the pre—-competitive prices, there were and are profits

74There are small areas in which competition has existed in

some jurisdictions for many years. They have not constituted
a major share of the revenue.
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available in a number of new and existing services and equipment.
These profits are a function of the existing price structure.
The futwre structure of the industry, after competition has
eliminated the current distorted price structure, is unknown.
Whether a compestitive industry is feasible in the long run and
exactly how competitive it will be is unknown75. The power+ful
short—-run incentives aoffered by the current price structure
should not be underestimated. There is a mistaken tendency to
perceive the successful current entry into telecommunications as
the a signal that manvy firms can survive in the industry at

prices that are lower than current prices. This may be true but

good evidence i1is not yet available.

The responsible governments, at all levels, are the most
important actors in the {future developments in telecommunications
and they have been very slow at clearly enunciating
forward-looking policies or even formulations of the tough
questions. This 1s partially because the questions and their
possible answers are politically risky and partially because the
governments have never known what the effects of their past
policies have been76. Some tough policy choices must be

considered.

75The range of services which are competitive and there cost

complementarity with monopoly services is crucial.
76The governments have not been aided by most telecommunications
industry. The latter have tried, in most cases, to shield

themselves from government enquiries.
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he form and/or continued existence of a basic voice network,
which is possibly =subsidized, is the most basic issue confronting
policy makers. I1f the goal i1is to ensure that most households are
connected to a network. the means of achieving this goal and for
what type of network have not been settled. I+ minimal telephone
service is considered, in the future, to be a public utility,
like water, sewage and electricity, then i1t is a simple voice
network that might be provided to everyone. This network will
not support all of the various enhanced services and there will
be gquestions about the possibilities of integrating this basic
type of network with other networks. That is, how compatible must
different networks be and who pays any costs of achieving and

maintaining compatibility?

There are two problems which will require hard choices.
The first is the nature of the basic network. The second is the
pricing structure, including subsidies, required to achieve a
high proportion of subscribers among all households77. The first
has not been extensively debated while the second has certainly

be the focus of many discussions.

The first has not been discussed directly for at least

two reasons. There has been some evidence, and perhaps an

77Ne will ignore the guestion of how high the proportion must

be. It is an important question. We will assume that high
implies at least 95 percent of households.
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implicit assumption, that the complete network can be upgraded as
new innovations occw . There has also been the development
ot specialized networks as componente within the total network.
It is unclear that any social economic optimization has been
undertaken when these choices were made. Second, there has
been an implicit discussion of this question buried in the debate
about cost allocations. It 1s cost allocation problems that make

any choice about the networks difficult.

Opposition to the new competitive telecommunications industry
has been partially based on the politically relevant issue of
universal access. That i1s the opposition has tried to use the
fear that the new industry will set prices for basic local
services at a level that will significantly reduce the proportion
of households that are subscribers. Linked to this point of
view, although it is a separate issue, is the political fear that
increasing local telephone rates is a sensitive i1ssue with
voters. While there has never been much explanation for
subsidizing all subscribers to local residential services, voters

may still resist the increase in price78.

I+ the existing price for local residential services is
below costs and prices are raised to cover costs, there are

two separate problems. First, how many households will actually

78The possibility of removing the baby bonus for middle class

Canadians 1s an example of this phenomena.
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disconnect? BSecond, given some loss of subscribers, what is the
appropriate policy in regard to both the subscribers who
disconnect and those that remain connected but who object to the

extra cost that has been imposed on them?

There 15 little accurate information about the number of
subscribers who would disconnect or new households who would
not connect, at any higher price level. Given some decline
in the proportion of households that subscribe due to an increase

in rates; a policy would have to be formulated.

One component of the policy should be to convince those
subscribers who remain connected that they should be expected
to pay the cost of the services they use. Foliticians fear
that the voters will not readily accept this change but it is
required 1+ rates are going to be related to costs. Given that
subsidies to most residential subscribers are removed, a policy
that attempts to extend service to some non-subscribers will be
much less expensive. The policy will require a means test or
other criteria to prevent abuse of any subsidies. This policy is
a secaond-best one. There is no particular reason for subsidizing
telephone services rather than other commodities for low income
households. It would be preferable to improve the policies that .
deal directly with income supplements to low income households.
This i1s politically unlikely, which implies that a new telephone

subsidy will be reqgquired or at lesast attempted.
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Subsidies in the past have been paid for by Lhe industry
itselfd through cross—-subsidies from one service or group of
subscribers to other services and subscribers. This has been
the source ot many of the current serious problems in the
industry. For e:ample, the distorted relative prices that invite
entry are due to this past policy. As competition spreads it
will ot be possible to generate the revenue for subsidies from
within the industry7q. Even i1+ it were +teacsible, as a2 matter of

policy, it should not be done.

The most likely outcome is the growth of special rates for
targeted groupsBU which guarantees minimal service. These should

be paid for from general tax revenue and not from telephone

revenues.

There are two key components of the government’'s policy
in support of the future competitive telecommunications industry.
First is a willingness to let prices adjust with competition

without lengthy and involved government interferenceal. Second

79The current U.S5. situation illustates the difficulties of

maintaining internally funded subsidies and the resistance
of governments to switching to tax—-based subsidies.

BUThese are sometimes called "life-line’ rates which would be
available to those participating in other social welfare
programs or who satisfy some easily identifiable criteria.

81The U.5. governments are still too entangled in the
deregulation of telecommunications in the U.S.
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is the necessity for the government to sort out the particular
subsidies that they wish to maintain. BGeneral tax revenues

should be used to pay +or any remaining subsidies.

All Canadian telecommunications firms initially opposed
the attempts to introduce competition into the industry. However,
the equipment market has been opened, in part or whole, to
competition in many provinces of Canada. Certainly, there is no
valid argument for insisting that the eguipment on the customer
premises be owned by the telephone company.
The toll market is not yet open to competition, although CMNCF
telecommunications can compete for certain non—message toll
services and 1s seeking further interconnection with the local

loops of the telephone companies across Canada.

As the Canadian telephone companies have perceived the
inevitability of increased competition they have changed their
position. More companies are willing to accept some competition
and to work out the details of the transition to a more
competitive industry. fAs an example, the government enterprises
in the West, opposed vigorously the initial CNCP application to
provide competitive services. The companies have not organized a
concerted effort to simply oppose the latest CNCP proposals,
al though they are certainly interested in the outcome and would

not be classified as supporters of the effort.
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I+ there a role left for a government enterprise in &

competitive environment? Historically, the goeals were to provide

telephone service to the whole population at a reasonable price

and te avoid the potential problems with a private mornopoly. Since

basic telephone service 1s widely spread throughout these
provinces and regulation has controlled the worst excesses of
private moncopolies, the historical goals have been largely met.
Basic residential telephone service i1s very inexpensive for the
subscribers of the government enterprises,at the moment. The
advent of competition will force up the basic service rates.
What other goals might support the maintenance of a government
enterprise?

In the short run, the local loop82 will remain a monopoly.
Thie will provide a justification for the existence of the
government enterprises as suppliers of the local loop. This
monopoly would probably be extended to the provision of local
voice and perhaps non—-voice telephone services. The company
would only have a monopoly over the transmission segment of

the service.

The gaovernment enterprises are already providing competitive

services. This segment of their business will likely expand.

82

The local loop is the connection between the subscribers

premises and the central office. The latter is the first
switch that traffic must pass through. There are serious
threats to this monopoly in the longer run.
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What Justification exists for government enterprise in competitive
businesses? What problems exist i1f¥ these enterpricses do provide

competitive services”?

In the short-run, there has been no detailed justification
in principle for the participation of government enterprises
in competitive businesses. A combination ot practical judgement
and inertia have resulted in their involvement. The companies
have not wanted to withdraw from segments of their historical
markets simply because they faced competition. The government
owners have not taken a stand on the general role of competitive

activities.

The companies have tried to remain as competitive csuppliers
in their former markets or those closely related. Since they
are established in these markets they have the human and physical
capital to compete. Whether they are efficient enough to compete
is not yet determined in most markets. The existence of
competitive and non—competitive business within the same firm
creates serious problemsaz. The network involves many joint
costs which can not be allocated. Attempts have been made to
ensure that business in the competitive markets is not subsidized

by the non—-competitive services. However, this is practically

impossible to do if there are common costs. The current

B&These problems were the direct cause of the ATZT divestiture
in the U.5. The problems in the U.5. remain and they are
only just beginning in Canada.



procedurez are not adequate since they are based on incremental
costs and do not monitor individual services. I+ the government
enterprises sell an increasing proportion of their services in
competitive markets over longer periods of time, an improved
solution will have to be found. I+ it is not found, the

U.5. experience suggests that there will be increasing conflict

over the role of competitive vs non-competitive services.

There has been limited resistance to the government
enterprises remaining in competitive markets partially because
the new private entrants into the former monopoly markets have
not had a consistent notion of what government enterprises should
be permitted to do. These private companies want access to the
markets. In practice, they realize that they can not drive out
the telephone companies initially but they are concerned that the
telephone companies do not compete un
fairly. As discussed above, this is very difficult to ensure.

The possibilities for new expanded services in
telecommunications and in the interface with the computer industry
are large. How extensively to introduce new services that will
conflict with existing private firms or prevent their creation is

a problem to which the government enterprises are sensitive.

Government enterprises will not rapidly disappear +from
Canadian telecommunications. The provinces and municipality

that own firms do not wish to see control shifted out of their
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hands to either the Federal government or a large national or
international private firm. The future is still very uncertain.
A new more limited role must be defined once the competitive

forces are more established.




8. CONCLUSION

The previous sections have contained briet conclusions
which wi1ll not be presented in detail here. Rather it will
be useful to attempt a broader conclusion that spans all of

the sections.

1. The telephone companies have been successtul although
that does not imply that they have been economically efficient.
The latter requires that effective actual or simulated competition
exists. Since there has been no competition, these firms have

not had the environment required to generate efficiency.

2. The companies have tended to adecpt many practices from
the rest of the Morth Americen industry. This has been a source
of some of bot!s their st?engths and weaknesses. They have been
able to avoid serious technological mistakes by purchasing
technologies from world—wide suppliers. This has prevented the
serious errors often committed by government enterprises who try
to develop their own technologies. On the other hand, the pricing
practices and regulatory schemes have been similar to those in

the rest of the industry. These have not been judicious choices.

Z. The historical goals of the government enterpricses
were somewhat unrealistic. The attempt to introduce lower rates

than the private firms and extend service throughout the province
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had mizesd success. Lower rates were not achieved in the initial
two or three decades. Much later, due to the growth in tolil
revenus and the existing price structure, iower rates were
achieved. While these lower rates are politically popular, they
do not provide a rational use of resources. Unfortunately the
public fails to properly understand the subsidies encompassed in

these rates.

The government enterprises were more successful than the
private companies at extending service to the rural areas.
This success was based on a willingness to subsidize the rural
areas and does not imply any mistakes by the private companies
whose motivations were different. The rural areas were not
served very well until the last quarter—-century when the part
of the surplus from toll revenue and other cost saving innovations

could be devoted to expanding rural services.

4.The government enterprises have a cost advantage which

is used to help maintain low local rates. The advantage arises
%rom both the exemption of government enterprises from the Federal
corporate income tax and the firms’ capital structure. The
latter is not primarily due to lower interest rates for the
public firms. Rather, it is the lower returns to debt relative
to equity combined with the public firms® higher debt ratio that
implies a cost advantage. These two sources of cost advantages

are artificial in a social sense and need reviewing. In a complex
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world, with many tases and subsidies there is no simple answer to
what are the social costs of capital. However, it is not the
actual costs as cwrently used by these firms. The governments
need to re-assess the goals reguired in regard to the cost of
capital. FHefore being to harsh on the telephone companies, one
should remember, that governments tend to use actual capital

costs when evaluating their own projects in other areas.

5. The future of these enterpricses is likely to be
e & 25 25 W00 UK 9 I do not believe that they should or can hide from
expanded competition. The latter will massively alter their
prospects. First; the government must decide if¥ there will be a
subsidized and regulated portion of the telephone network. It
the answer 1s yes, then the problems of separating the competitive
and non-competitive portions will expand. Better soclutions to
these problems are required 1f the firms are to remain in both
types of markets. The continuance of the firms in the competitive
markets requires some justification in the long-run. What goals
are government enterprises pursuing in competitive markets? The
customer equipment markets are the ones in which the enterprises
could most easily withdraw over time. The markets for
transmission servicecs are more difticult to withdraw from until
alternative suppliers actually exist. This may occur shortly for

long distance traffic.
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The government enterprises will probably have a roie in
the regulated markets +tor a number of years. I+ these markets
are to include subsidies then the government needs to find
Aalternative methods for financing these subsidies. Internal

subsidies should be eliminated.
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