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INTRODUCTION

Price cap regulation was proposed, and widely implemented, around the world as a better way to regulate monopolies.  It was most commonly implemented in the regulation of telecommunications.  In the United States and Canada, where privately-owned telecommunications companies and rate-base rate-of-return regulation were prevalent, price cap regulation was presented, and accepted, as having superior incentive properties to traditional rate-base rate-of-return regulation.  In much of the rest of the world, where monopoly telecommunications companies were being privatized, and regulation was required for the first time, price cap regulation was the preferred regime.


As price cap regulation is now revisited in an era of increased competition, it is instructive to revisit the arguments that were originally presented to support the implementation of price cap regulation in North America.  These arguments were generally first made in the early to mid-1980s, with widespread implementation of price cap regulation following.  Simply put, price cap regulation offered the guarantee to consumers of price reductions that would exceed historical rates of price reduction in exchange for providing improved incentives to regulated companies and permitting them to retain the gains of their increased efficiency.

This paper will review the original foundations for the adoption of price cap regulation, followed by an examination of the ways in which price cap regulation might change in response to changing conditions in telecommunications.  Finally, some examples are presented to illustrate the way some jurisdictions are modifying price cap regulation to respond to the new developments in telecommunications.
INITIAL JUSTIFICATIONS FOR PRICE CAP REGULATION

The original view of price cap regulation was not one of technical calculations of productivity factors and inflation offsets.  It was, in fact, much simpler with less attempt at being scientific or objective.  It began with a review of historical trends for, for example, residential local exchange prices.  If these had been declining by 3%, on average, over a past period, then one might guarantee that prices would fall by, say, 4% per year over the price cap period.  This would provide residential basic local exchange customers with price declines that exceeded those that they had been receiving under rate-base rate-of-return regulation.  Incumbent regulated companies would agree to this in a negotiated settlement, or would accept it in the case of an order from the regulator, in exchange for the improved incentives provided by price cap regulation.  In particular, although the companies would have to achieve productivity gains that exceeded those they had achieved historically, if they were able to do this, they would be able to keep the efficiency gains (or, sometimes, only part of them) for their stockholders.  While there was an “X” in this case, it was set to achieve this pattern of price reductions and not as a result of a more objective productivity calculation.  Indeed, when price caps were first implemented by Oftel for British Telecom in the U. K., the determination of the inflation offset was almost certainly subjective and not particularly transparent by today’s standards.


In this original incarnation, price cap regulation was presented simply as a better way to regulate monopolies.  There was little competition when price caps were first implemented in the U. S. and in the U. K., although, certainly, regulators, economists, and politicians were expecting or hoping that competition would develop.  Because price cap regulation might permit greater rate restructuring than had been permitted under rate-base rate-of-return regulation, it had the potential to allow incumbents to align their prices more closely to those that might prevail in the market.

By most accounts, price cap regulation has been a success from the point of view of encouraging efficiency and protecting consumers.  Price cap regulation has prevented companies from exercising market power and has removed the incentive to engage in cross-subsidization as lost revenues from reducing the price of one service cannot be made up by an additional increase in regulated prices for another service beyond what would normally be permitted under the price cap.  At the same time, gains in efficiency have generally exceed expectations, so the price caps have been a success both for customers and stockholders.
As competition has developed substantially for most telecommunications services, however, price cap regulation has in addition turned out to be compatible with the emergence of competition, even though the primary justification for price cap regulation had little if anything to do with competition.  Today, however, price cap regulation is seen to permit incumbent firms to adjust their prices, within constraints, to market levels.  Price cap regulation encourages incumbents to reduce above-market prices to market levels, reducing or eliminating incentives that would cause inefficient entry or entry by high-cost suppliers.  To offset these price declines, price cap regulation gives incumbents the incentive to increase prices that are at below-market levels, within the constraints of the price cap, making competition more likely for these services.  In the end, though, price cap regulation was and is always a method of regulating monopoly services or, at least, services that are not sufficiently competitive to justify deregulation.
PRICE CAPS REGULATION AND CHANGES IN TELECOMMUNICATIONS
The competitive landscape for telecommunications has shifted, very substantially, in the years since the first introduction of price cap regulation.   In the U. S. and Canada incumbent telephone companies now face competitive pressures – in the form of entry by both inter- and intra-modal competitors – across the entire range of services they offer.   North American telecommunications regulators have forborne from the regulation of many of these services (most notably long distance and wireless services), while they continue to regulate other services (such as residential local service and business local service) that face often significant competitive pressures – but pressures that fall short of those that would justify forbearance.   Price regulation remains relevant for the services in this last category.
As regulators approach the question of how to regulate those services
 now in forbearance’s shadow, it is useful to revisit the arguments and principles that originally underpinned price cap regulation.   Price cap regulation originated as a preferred means of protecting consumers from the exercise of monopoly power.   The policy goal of protecting consumers from market power remains relevant for those few services that remain subject to regulation, but this policy goal must now be complemented by others.   In particular, with the advent of entry, regulators must take steps to ensure the integrity of the competitive process.  In general terms, this means taking steps (in particular via the unbundling of essential facilities and the establishment of price floors) to ensure that efficient competitors can enter the market and succeed on their merits.
These two primary policy goals – protecting consumers from the exercise of market power and ensuring the integrity of the competitive process – are now complemented by a third goal:  that regulation, where applied, should be both justified, in the sense that the benefits of regulation outweigh the cost of regulation, and proportionate, in the sense that it that it is the least-intrusive form of regulation consistent with achieving the stated policy objectives.
   This last policy goal ensures that the public and private costs of regulation do not eclipse its benefits and that regulation is systematically displaced by market forces where they are capable of doing so.     
Taken together, these three policy goals imply a continuum.  On the one end of this continuum are markets characterized by natural monopoly and heavy regulation.   On the other end of the continuum are fully competitive markets no longer subject to sector-specific regulation.  In between these two boundary points on the continuum, there is a gradated scale of regulatory responses that diminish in proportion to the extent to which competition and market forces can impose a disciplining effect on incumbent firms.
These policy goals – of protecting consumers, of ensuring the integrity of the competitive process, and of accomplishing all of the foregoing in the least-intrusive manner possible – imply that changes are necessary to the way that price cap regulation has been traditionally applied.   To this end, there are a minimum set of regulatory measures compatible with protecting consumers and the competitive process in markets subject to significant competitive pressures, but pressures short of those which would justify forbearance.

The unbundling of essential facilities, at cost-based rates, is a traditional regulatory response to prevent the exclusion of competitors from markets.    This remains a relevant policy tool to the extent that an incumbent genuinely has essential facilities that a competitor requires to be viable in the market.   However, with the advent of ubiquitous platform competition for local services (between incumbent telephone companies, cable companies and wireless networks), it is open to question whether there are any essential facilities in the local telecommunications market.   It may well be that in forbearance’s shadow, wholesale regulation should consist of nothing more than an obligation to terminate traffic from other networks at cost-based rates to ensure that calls can be completed.    Such a traffic termination obligation may be the least intrusive form of wholesale regulation compatible with ensuring the integrity of the competitive process.
Imposing a floor on retail prices that can be charged by incumbent firms is another traditional regulatory tool used to prevent the exclusion of competitors from a market.  These price floors are typically set at the long run incremental cost of the incumbent plus the price of any essential facilities that must be purchased by a competitor.   With the advent of significant platform competition for local services, it is open to question whether price floors are a relevant or necessary tool.   Traditional price floors assume that the incumbent competes with “clone” entrants using similar technologies with similar cost characteristics.  However, this is not the case for many regulated telecommunications services today.   Incumbent telephone companies offering regulated local services face significant competitive pressures from competitors using different technologies (wireless networks, cable networks, VOIP applications).    These same competitors often benefit from service-delivery cost structures that are vastly superior to those historically enjoyed by incumbent telephone companies.    In areas where incumbents face multi-platform competition for regulated services, it is arguable that price floors are no longer required.  Indeed, a case can be made that price floors in such a situation simply act as a price umbrella that denies consumers benefits they would otherwise obtain in a more vigorously competitive market.   Seen from this perspective, traditional price floors are not justified in settings where incumbents face inter-platform competitive pressures.
Imposing an X factor on the prices charged by an incumbent has become a traditional tool of price cap regulation.   X factor calculations have been an attempt to make price cap regulation more technically objective than the early versions which were simply designed to provide consumers price trends that were superior to those that had been faced with historically.  The X factor represents an estimated amount by which the regulated industry’s productivity is likely to differ from that of the economy as a whole.  The effect of the X is to reduce, on average, the price increases that the firm can impose after taking into account inflation.    
There are a number of reasons to question the continued necessity and wisdom of imposing an X factor on regulated firms offering services subject to significant competition.   First, there is the not insignificant risk of setting the X at a level that is anti-competitive because it lowers prices, on average, more rapidly than the market might otherwise have.  This can imperil the ability of competitors to enter, or remain, in the market.   Second, the calculation of a scientific X – as distinct from a political or negotiated X – imposes significant costs on the industry and the regulator.    As the range of services subject to the X decreases as a result of forbearance, the cost-benefit calculus falls out of alignment.   
Third, to the extent that the X assumes the industry consists of “clone” companies using similar technologies with similar productivity potentials, it may be a measure out of step with the reality of multi-platform competition in telecommunications.    It is doubtful that an X developed on the basis of the ILECs in an industry has much to do with productivity trends in an industry composed of cable companies, wireless companies, and VoIP service providers in addition to traditional telephone companies, including both ILECs and CLECs.  For this reason, basing price trends on such an X factor results in the real possibility of denying consumers some of the benefits of competition and forcing the ILECs to charge prices that are incompatible with the development of a competitive market.

Whatever the merits of imposing an X on services facing competitive pressures, although ones not sufficient to justify forbearance from price regulation, there remains the question of how, if at all, should incumbents be constrained with respect to upward pricing flexibility for regulated services.  The traditional price cap regulation solution has been to permit prices to rise, on average, by the rate of inflation less an offsetting amount determined by an X factor.   It is open to question whether any upward pricing limit is necessary in a setting of significant competition (as is the case with the offering of basic local service in most urban areas in North America).  Competing local service offerings from cable and wireless firms may well impose an upper price limit on local service offered by incumbents.   That being said, the decision to impose price ceilings on basic services is often a political one.  To the extent that this is the case, the focus then turns to designing the least-intrusive measure possible that is still compatible with the protection of consumers and ensuring the integrity of the competitive process.

Several options present themselves – some of which must be rejected out of hand as being incompatible with the three policy goals articulated in this paper.   A price freeze – in which rates are frozen at existing levels – is one means of imposing a ceiling on regulated rates.  This option suffers from the defect that it can lock in place rate structures that may not accurately reflect costs.   This is turn will distort entry decisions by competitors and will deny certain customers options they might otherwise obtain if the incumbent had the option of rebalancing rates.  For these reasons, a rate freeze is not the optimal means of imposing a price ceiling.   
Another option is to cap (but not freeze) rates at existing levels.  This permits incumbent firms to selectively adjust rates to better align them with costs and competitive conditions while assuring that consumers are protected because rates cannot rise (on average).     Yet another option would be to impose a cap set at inflation. Such a constraint would establish an upper limit on prices that consumers would pay while preserving the ability of the incumbent to pass through input cost increases if necessary while also rebalancing rates as required by market pressures.  Both of these options are very light-touch forms of price ceiling that protect consumers and minimally constrain the operation of market forces, while imposing very limited costs on regulators and regulated firms.   It is worth noting that such options mark a return to the original nature of price cap regulation, in which the offset determining the trend of prices over time was one what was not based on a technical calculation but one which provided benefits to both consumers and to the regulated companies.  Because there is no initial incentive benefit to firms already under some form of price cap regulation, it is now more likely that a hard cap is less satisfactory than one which increases in some manner, either with inflation or by some fixed dollar amount per year.

A final consideration relates to basket design.  In price cap regulation, baskets are used to separate groups of like services for common pricing rule treatment and to prevent rebalancing across baskets.  The regulated firm has the freedom, subject to the various price cap and basket constraints, to set the prices for the services in the basket in response to market conditions.   The separation of services into distinct baskets also ensures that the regulated firm is constrained in its ability to rebalance rates in an anti-competitive manner (say, for example, by funding price decreases for more competitive services by means of price increases for monopoly-supplied services).    In late generation price cap plans, the preponderant part of the firms revenues are now subject to the discipline of market forces alone as a result of forbearance orders.   Accordingly, an adaptation of the complexity of the basket design to the reality that very few services are still subject to rate regulation now might be in order.  A minimum response, then, would be to appropriately align the complexity and overhead of the basket scheme with the services being regulated.  
In many plans, it may well be that basic local service (business
 and residential) account for most of the regulated revenues in the plan.   This implies the requirement for only two baskets (business basic local and residential basic local), potentially further subdivided into urban and rural baskets to reflect the reality of different competitive pressures and a different pace of entry for local competition in urban vs. rural areas.   Such a minimum set of baskets would protect both consumers and competitors by, among other things, limiting the extent to which competitive price decreases could be funded from services and geographic areas facing less competitive pressures, while imposing the least-intrusive form of regulation consistent with protecting consumers and ensuring the integrity of the competitive process.   The balance of services remaining in the price regulation plan can be dealt with via a combination of other measures such as cost-based rates for essential facilities, price freezes, etc.    There may not be a practical necessity for baskets beyond those dealing with basic local services.

EXAMPLES OF “NEW” PRICE CAP REGULATION
In the U. S., several states have begun to modify their price cap plans along the lines suggested here.  Whether or not the states have undertaken studies or have recognized the changed circumstances surrounding price cap regulation, the outcome is the same.  It is illuminating to examine a few examples of how price cap regulation is changing.  While these examples are not comprehensive, nor, perhaps, do they represent the majority of states, they do provide some indication of the direction in which price cap regulation is changing.  Of course, the specifics of each plan are tailored to the circumstances in each state, so it is natural that the specifics of the plans vary, and different plans will be suitable for different states.

· In Alabama, beginning in 2008, residential and business basic local service prices may increase with inflation (CPI), while optional local service prices may increase 5% per year.

· In Arizona, residential flat rate service is capped at existing prices, and the price for business flat rate service can increase no more than 25% per year.

· In Colorado, the price for 1-5 business lines may increase at CPI – 1% per  year, but if the CPI is less than 1%, no price reductions are required.

· In Florida, flat-rate local residential and business service prices may increase at CPI – 1%, and non-basic service prices may increase at 6% per year in areas with no competition and 20% per year in areas with competition.
  

· In Idaho, carriers may elect to exclude any service from regulation, and from the time of this election, during a three-year transition period, prices may rise by no more than 10% above the pre-election price, with the exception that prices in rural areas are capped at the pre-election price.

· In Iowa, for three years beginning July 1, 2005, the monthly price for flat-rate residential service may increase by no more than $1 per year, to a maximum of $19, and monthly business rates may increase by no more than $2 per year to a maximum of $38.

· In Michigan, prices for basic service may be automatically increased if the increases do not exceed CPI – 1%.

· In New Mexico, flat-rate residential and business services may not be increased above the prices at the beginning of the price cap period, but the price cap for other services may increase up to 20% over the six-year price cap period, provided that annual increases do not exceed 5% and the new cap does not exceed the average prices in the other 13 Quest states.

· In Oklahoma, while urban services are deregulated, monthly rural basic local exchange service prices may increase $2 per year in each of the five years of the plan which began in August, 2005.

· In Virginia, basic local exchange service prices may increase with inflation (GDP-PI), while other local exchange service prices may increase 10% per year.

CONCLUSION

Given the decrease in telecommunications services still subject to price cap regulation, which often include only basic residential and sometimes business service, some reduction in the complexity of the applicable price cap regime seems in order.  This will provide a better balance between the complexity and burden of regulation of regulation and the benefits of regulation when they are derived from the much-reduced group of services still subject to regulation and when these remaining regulated services are often subject to some degree of competition.
 In particular, the complex calculation of the X factor for the purposes of the offset in the price cap formula can be replaced by a simpler rule, such as one based on inflation or some other price trend over time.  The number of baskets can also most likely be reduced.  Other protections, such as unbundling of essential facilities, regulation of interconnection, and cost-based pricing of services for competitors, should insure the integrity of the competitive process and leading to additional regulatory forbearance in the future.
* The authors would like to thank Eric Edora, Senior Regulatory Policy Advisor, at TELUS Communications, for assistance with some of the research on current price cap plans.


� Typically, but not exclusively, basic local services.





� For an extended discussion of the question of proportionality and, more generally, of the principles governing regulation, see TELUS’ Submission to the Telecommunications Policy Review Panel, 15 August 2005, and Dennis L. Weisman “Principles of Economic Regulation and Forbearance,”  filed as Appendix 1 in TELUS’ Comments in Telecom Public Notice CRTC 2005-2.


� In some jurisdictions, basic business services may be deregulated while basic residential services continue to be regulated under price caps.


� Act 2005-10, August 1, 2005.  





� Arizona Corporation Commission, Dockets T-01051B-03-0454 and T-00000D-00-0672, Notice of Filing Settlement Agreement, August 23, 2005, approved in Decision 67734.


�  2005 Florida Statues, Title XXVII, Railroads and Other Regulated Utilities; Chapter 364, Telecommunications Companies; Chapter 364.051, Price Regulation.  


� Idaho Statutes, Chapter 62, Railroads and Other Public Utilities, Chapter 6, 62-604 and 605.





� Merged Iowa Code, 476.1D.





� Michigan Telecommunications Act as amended by HB 5237, Act No. 235, November 22, 2005.





� Final Order, Utility Cases Nos. 3215 et al.





� Corporation Commission of the State of Oklahoma, Cause PUD 20050042, Order No. 508813.





� State Corporation Commission, Commonwealth of Virginia, Case No. PUC-2004-00092, Final Order, January 5, 2005.
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