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I.
INTRODUCTION

1-1. AT&T Canada Corp. and AT&T Canada Telecom Services Company (collectively, AT&T Canada) file this reply argument pursuant to the procedures established in Price Cap Review and Related Issues, Public Notice CRTC 2001-37, 13 March 2001 (PN 2001‑37) as modified by the Commission on 11 October 2001.

1-2. AT&T Canada received final argument from the following parties:

· Aliant Telecom Inc. (Aliant);

· Aliant Telecom Inc., Bell Canada, MTS Communications Inc., and Saskatchewan Telecommunications (collectively, the Companies);

· ARC et al. and BCOAPO et al. (ARC et al.);

· Call-Net Enterprises Inc. (Call-Net);

· City of Calgary (Calgary);

· Commissioner of Competition (Competition Bureau);

· Consumers' Association of Canada –Alberta (CAC-Alta); 

· Distributel Communications Limited (Distributel);

· Futureway Communications Inc. (Futureway);

· GT Group Telecom Services Corp. (GT);

· Manitoba Keewatinowi Okimakanak (MKO);

· Microcell Telecommunications Inc. (Microcell);

· Paytel Canada Inc. (Paytel);

· Primus Telecommunications Canada Inc. (Primus Canada);

· Rogers Wireless Inc. on behalf of itself and Rogers Communications Inc. (RCI);

· Saskatchewan Telecommunications (SaskTel); and 

· TELUS Communications Inc. (TELUS).

1-3. AT&T Canada's price cap proposal addresses the competitive difficulties created by the on-going dependence of Competitive Local Exchange Carriers (CLECs) on Incumbent Local Exchange Carrier (ILEC) supplied facilities and the substantial cost disadvantage this creates for entrants.  The overriding objective of AT&T Canada's proposal is to put in place the conditions necessary to promote the development of sustainable competition and to correct the imbalance of interests among key stakeholders (the incumbent telephone companies, the competitors and consumers).  The Facilities‑Based Carrier (FBC) rate proposal, the central element of AT&T Canada's proposal, is intended to directly address the imbalance that exists under the current regime.

1-4. AT&T Canada is requesting that the Commission establish, effective 1 January 2002, an FBC rate that will provide eligible carriers an overall price reduction of 70% for services included in AT&T Canada's proposed "competitor" services basket.  The initial price caps period, established pursuant to Decision 97‑9, commenced 1 January 1998.  In order to ensure that the ILECs' going‑in rates would be effective from the outset of that regime the Commission established interim rates
 which were subsequently made final in Decision 98‑2.  AT&T Canada requests that similar interim measures be put in place to ensure that the parameters of the regime commencing 1 January 2002 will be effective from the outset.  Therefore, should the Commission be unable to provide final approval by 1 January 2002, AT&T Canada respectfully requests that interim approval be granted.  

1-5. All parties to the proceeding have recognized that competition is not progressing as quickly as originally expected.  Notably, apart from the ILECs, parties consider that the two fundamental shortcomings of the current regime are its failure to foster the development of competition and the growing imbalance this has created amongst the key stakeholders.

1-6. With the sole exception of GT, every competitor that filed final argument agrees that new measures are necessary in the next price cap period to promote competition through the introduction of significant changes to the manner in which competitor services are categorized and priced.  

1-7. Call-Net's "carrier segment" proposal is similar in many regards to AT&T Canada's FBC rate proposal.  The two proposals stem from the same rationale and share the same objective.  As explained by Call-Net, its proposal:

…recognizes that CLECs require mandated access to a broader range of inputs from the ILECs during the transition towards building their own facilities.  This proposal also recognizes that these inputs purchased from the ILECs should be made available at a cost that will enable CLECs to aggressively expand their footprints, in order to acquire the critical mass of customers necessary to enable them to compete on an equal basis with the ILECs.  Finally, this proposal recognizes that competition using a combination of these ILEC facilities and a CLEC's own facilities is a legitimate and valuable form of facilities-based competition in and of itself, and in certain geographic areas will remain the only form of competition for the foreseeable future.

1-8. Futureway supports both proposals, stating that:

…the initial price cap period did not acknowledge the extent of the reliance by CLECs on ILEC unbundled network components, the resulting impact on the underlying cost structure of CLEC services and the implications for the overall profitability of CLECs.

The ILECs' carrier services pricing is an issue for CLECs.  The fact that services in the Competitor's sub-basket have been frozen throughout the first price cap period has been out of step with the Commission's actions to make these services more attractive for competitors.  Futureway agrees with the various competitors in this proceeding who have called for significant reductions in the rates charged by the ILECs for services in the competitors services sub-basket.
  
1-9. Primus Canada also notes that the current price cap regime has met few of its stated objectives.  In particular, Primus Canada observes that competition appears to be in the state of decline.
  Among other factors for this decline, Primus notes that:

Competition has also been hampered directly by the rates the ILECs charge for competitor services.  High rates for interconnection, co-location and other uncapped services utilized predominantly by competitors has led to a weakening of competition as competitors are prevented from entering markets or are pushed out of certain markets entirely.

1-10. Primus Canada echoes AT&T Canada and Call-Net by recommending that the current competitor services basket be reconsidered and expanded, and that the rates for services within the basket be reduced.

1-11. Distributel says the following in relation to the various price cap proposals tabled by competitors in this proceeding, namely AT&T Canada, Call-Net and RCI:

While these approaches all differ, they do have the common objective of ensuring that competitors have access to underlying services and facilities controlled by the ILECs at prices that will sustain the development of a viable competitive market for telecommunications services in Canada.  This is an important objective which Distributel fully supports.
  
1-12. Accordingly, Distributel recommends that the definition of competitor services be broadened and that the rates for these services be reduced to more appropriate levels.
  
1-13. AT&T Canada's reply comments address issues raised by other parties in their final arguments with respect to their own proposals as well as criticisms of AT&T Canada's proposal.  The following section provides AT&T Canada's response to matters raised by the ILECs in particular.  The three following sections provide AT&T Canada's responses to issues raised by Call-Net, ARC et al. and other parties, respectively.  Failure by AT&T Canada to address a proposal or argument of another party should not be interpreted as agreement or acquiescence thereto by AT&T Canada.

II.
Reply to THE ILECS' COMMENTS AND PROPOSALS

A.
AT&T Canada's Price Cap Proposal

2-1. The ILECs raised a number of criticisms of AT&T Canada's FBC rate proposal.  They argued that, if introduced, the FBC rate would:

· provide CLECs with a subsidy (by setting rates below Phase II costs);

· apply to services that are not currently classified as essential or near-essential and not used solely in the provision of local services;

· undermine the objective of facilities-based retail service competition and discourage investment;

· undermine the development of a competitive wholesale market; 

· lead to a downward pricing spiral, to the detriment of the entire industry;

· result in uneconomic entry (by providing entrants with a guaranteed margin);
 and

· compromise the ILECs' ability to earn a fair return.

2-2. The following constitutes AT&T Canada's reply to each of these allegations.

i.
The FBC Rate will allow ILECs to recover their costs

2-3. The FBC rate proposal is founded on two fundamental empirical observations.  First, under the current price cap regime, the ILECs' earnings have grown steadily and rapidly on a year-over-year basis.  This indicates that their costs are falling rapidly and/or they are able to generate new revenues from their existing network infrastructure at no additional cost.
  The former situation is inconsistent with the static level of Phase II costs used to determine rates charged to competitors while the latter does not make any economic sense.  The gap between ILEC rates and costs has grown considerably under price caps.  Indeed, this is especially so in the case of services relied on by competitors given that these services have been subject to minimal rate reductions, on average, since the outset of the current regime.
  Second, based on AT&T Canada's analysis of its on-net operating costs, the current rates for the services the Company purchases from the ILECs far exceed the actual costs of those services.  As AT&T Canada has documented, the analysis shows the that rates charged for these services exceed the ILECs' cost of providing these same services to themselves by roughly 70%, when the services are considered in aggregate.
  

2-4. The FBC rate recognizes that the ILECs enjoy a significant cost advantage as a result of their incumbency and ubiquitous network infrastructure.  The cost advantage is derived from the fact that the ILECs can provide broad range services from this integrated network.  Consequently the FBC rate must apply to a range of services.  It will reduce the overall cost to eligible carriers for competitor services covered by the proposal, while still allowing the ILECs to recover the costs associated with these services, including a contribution toward fixed and common costs.

2-5. The Companies have argued that the FBC rate proposal could result in certain individual competitor services being priced below incremental cost, resulting in a subsidy being provided to CLECs.  AT&T Canada notes, however, that the FBC rate does not apply at the individual service level, rather it was developed to apply to a CLEC's overall expenditures on ILEC services contained with the proposed expanded competitor services category.  As explained in AT&T Canada's final argument:

It is important to recognize that the 70% cost advantage estimate derived by AT&T Canada represents a proxy for the cost advantage the ILECs enjoy as a result of their ubiquitous network infrastructure.  It is also important to recognize that the proxy applies to the aggregate cost of a group of services rather than any one particular network element or service.  Consequently, were the 70% FBC rate applied to a CLEC's aggregate expenditures on ILEC services within the proposed competitor services category, the revenues derived from these services would cover the ILECs' incremental costs of supplying this same set of services, including a contribution towards fixed and common costs.  The FBC rate, therefore, would not result in eligible carriers paying less than cost for these services or, in other words, obtaining ILEC services at a subsidized rate level.

2-6. It is simply not realistic to assume that a CLEC would solely purchase one or two essential/near-essential services from the ILEC and no other services whatsoever, as implied by the Companies.  The evidence on the record of this proceeding demonstrates that CLECs rely on a broad range of ILEC-supplied services, and that their expenditures on essential/near-essential services only account for a small percentage of those expenditures to date.
  The FBC rate has been constructed in a manner that reflects this reality.  Consequently, when the rate reduction is applied to a CLEC's total expenditures on services within the proposed competitor services category, the FBC rate does not provide CLECs with a subsidy.

2-7. While certain competitor services rates are currently based on Phase II cost studies (of varying vintages) plus a mark-up,
 AT&T Canada is of the view that continued and even expanded reliance on the Phase II approach to set rate levels for all ILEC services provided to competitors will only serve to exacerbate the competitive disadvantages faced by entrants today.  As described in AT&T Canada's final argument, there is a litany of concerns regarding the reliability of Phase II study results.  This is especially true when it comes to estimating costs for the purpose of setting rates for services provided to competitors.
  Most parties to this proceeding share these concerns.  For instance, Call‑Net observes that: 

In terms of the policy of making essential and near-essential facilities available to competitors at incremental cost plus a mark-up, the most significant input is of course the measure of incremental cost.  Incremental cost is measured based on the Phase II methodology approved by the Commission.  During the course of this proceeding, the rigour underlying the Phase II costing methodology has been seriously questioned.  At the very least, there has been a recognition that the application of this methodology involves as much "art" as "science".  In addition, the entire approach of applying this methodology to an existing service – an application that was never intended when the methodology was first developed – has come into question.

The Phase II costing methodology is based on a service-specific or granular analysis of an ILEC costs.  However, what is relevant to the pricing of ILEC network elements to facilities-based competitors is an approximation of the cost of these elements in the context the ILECs' overall costs of provisioning their own networks.  Put another way, using the Phase II costing methodology to arrive at a true reflection of the ILECs' cost for provisioning a network element is like building a car out of parts purchased individually.  The result would be a $60,000 Chevrolet Cavalier.  Call-Net notes that the analysis submitted by AT&T Canada underlines the discrepancy which exists between these two measures of the ILECs' incremental costs.

2-8. In addition, the Competition Bureau has raised doubt regarding the reliability of the ILECs' cost estimates used to set competitor service rates as well, noting that:

A primary concern of the competitors in this proceeding is that the ILECs have raised their costs by providing them with service levels in the provision of competitor services less than the ILECs provide themselves.  The incentives for the ILECs to do this follows from the asymmetry of regulation between its retail and wholesale products.  The retail products are subject to a price cap, while its essential facilities are regulated on a cost plus basis.  This gives the ILEC an incentive to raise the cost of its rivals by lowering the quality of their retail service through degrading quality supplied of the essential facility.  Doing so is profitable because it relaxes the competitive constraint on pricing in the ILEC's retail markets.  In essence, the market power of the ILECs in the market for the services of the essential facilities is transferred to, and exercised in, retail markets.

2-9. AT&T Canada believes that the Phase II methodology, which was initially developed to assess forward-looking incremental cost for new services, is simply not well suited for the purpose of setting rates for a broad set of services such as those provided by the ILECs to their competitors.  Only in a very limited number of cases are these actually new services, the vast majority are long-established existing services or network elements.  Updating, revising and/or developing new Phase II cost studies on a service‑by-service basis for each and every ILEC service relied on by competitors is not a viable option.  Doing so would not only be time-consuming but an exercise in futility.  

2-10. The ILECs repeatedly argue that the parameters of the next price cap regime must be set based on "sound economics" -- with frequent side-bar references to ice cream and lemonade production and the provision of hotel rooms.  However, the soundness of economics that their Utility segment price cap proposals ultimately rests on is entirely dependent on the accuracy and reliability of their Phase II cost estimates.  In this respect, there is ample evidence on the record of this proceeding calling into serious question the reliability of these estimates.  This is well illustrated by recent experience with the Phase II studies for 800 database query charges and local loops. 
  In fact the three cases where prices for competition services have been re-examined: 800 database, local loops and direct connect charges, the ensuing prices reductions have been in the 30% to 60% range.
2-11. Based on actual experience to date under price caps, it is clear that blind reliance on the economic doctrine, as advocated by the ILECs, combined with inaccurate costing information will not allow the Commission to achieve its objective of fostering sustainable competition in the local exchange market.

2-12. Under AT&T Canada's proposal, the range of services assigned to the competitor services segment would be expanded to include all ILEC services relied on by competitors (e.g., covering services such as DNA, PRI and Centrex services).
  Evidence on the record of this proceeding shows that entrants rely on a much broader range of ILEC services than those currently assigned to the Competitor Services basket.  Indeed, the charts provided in the Companies final argument demonstrate this fact.  In AT&T Canada's case 72% of the $421 million it spent on ILEC services fall outside of the current Competitor Services basket, and in Call-Net's case the ratio is 63%.
  
2-13. The ILECs claim that CLECs can readily obtain these services from competitive wholesale providers, and/or supply to themselves, grossly mischaracterizes the market reality today.  This appears to be simply another case where the ILECs believe that competition in "theory" translates into competition "practice".  In reality, however, entrants have few, if any, options but to rely on the ILECs for a wide range of ILEC services, not just those narrowly defined to be essential or near-essential.  This is not surprising, since no entrant is in a position to match the ILECs' ubiquitous network coverage.
2-14. AT&T Canada acknowledges that many of the services included in its proposed competitor services category can be used to provide customers with more than just local exchange service.  The proposed assignment reflects the fact that it is neither appropriate nor possible to separate Utility segment services used to access the PSTN into those strictly for local exchange voice services versus other services.  The ILECs themselves rely on underlying access facilities and services to provide customers with a broad range of services on a integrated basis and, in doing so, recover the costs of the services in aggregate.  Indeed, Mr. Jean Monty has recognized the value of providing customers a broad range of integrated telecommunications services over common access facilities:

For us, value creation is in owning the customer relationship.  Our strategy flows from that belief, a strategy that treats the customer as single, total entity with integrated communications needs and wants…

2-15. AT&T Canada also agrees with Call-Net's observation in this respect:

CLECs do not compete with the ILECs based solely on local voice services.  Rather, they compete with the ILECs based on a bundle of services, including local, long distance and data services.  Accordingly, any regulatory prescription for competition must address the inputs necessary for CLECs to compete in all market segments.

2-16. Moreover, AT&T Canada notes that services within the current Competitor Services basket can be used for more than the provision of local exchange voice service.  Interconnection services included in the basket allow for the interchange of both local and toll services.  In addition, the Commission extended the availability of unbundled local loops to DSL service providers to promote competition in the provision of data and Internet services.
  Accordingly, in AT&T Canada's view, it is not only appropriate but also necessary to include all services relied on by competitors in the competitor services category.  This will ensure achievement of the Commission's objective of fostering the development of competition and thereby better balance the interests of key stakeholders during the next price cap period.

ii.
The FBC Rate will promote the development of facilities-based competition

2-17. AT&T Canada's FBC rate proposal is founded on the recognition that entrants have little choice but to rely on ILEC facilities and services in order to provide local exchange services, especially at this early stage of the transition from a monopoly to competitive market structure.  AT&T Canada, Call‑Net and GT have invested roughly $3 billion in telecommunications infrastructure in Canada over the last three years.  This equates to 25% of the ILECs' total investment and 46% of ILEC Utility segment capital expenditures.
  Yet competitors have only been able to gain approximately 3% of the market and, moreover, despite the considerable facility builds and the gradual migration of customers onto CLEC networks, competitors are still heavily reliant on the ILEC for facilities and services.
2-18. AT&T Canada has explained why entrants must rely on a hybrid entry strategy: 

· There is pressure to expand services beyond current network reach to serve new customers and especially business customers with multiple office locations;


· Even in large metropolitan areas an entrant's network coverage is sparse when compared to that of an ILEC; and


· Although the Commission has made a determination that having only a minimal number of facilities as "essential" and "near essential" would encourage facilities‑based competition, experience has shown that competitors must inevitably rely on the ILECs for a range of services.

2-19. Call-Net's Carrier Segment proposal is also premised on the same recognition of the practical necessity of hybrid entry model; i.e., it notes that:

The Commission's past approach to the rating of ILEC services was driven by the perceived need to discourage new entrants' reliance on ILEC facilities so as to hasten the development of their own infrastructure.  The evidence clearly shows that the assumptions behind this view of facilities‑based competition have been proven overly-optimistic by subsequent events.  Call-Net has requested that the Commission recognize that new entrants will continue to rely significantly on the ILECs' infrastructure in order to bring about competition in the local exchange market.  Call-Net believes that unless the Commission accepts the reality that new entrants must rely on these facilities and prices them to encourage competitive supply of retail services, broad-based competition will fail to materialize.

2-20. Evidence relied on by the Companies, prepared by Dr. Crandall, reaches a similar conclusion:

…my general results suggest that a mixed strategy of building one's own network, in addition to using ILEC services or network elements, works rather well.  Nevertheless, the best CLEC strategy is to build out one's own network in a careful and deliberate manner.

2-21. Even GT, which claims to have placed a greater emphasis on serving its customers on-net compared to other CLECs, recognizes that while entrants may be able to self-provision non-essential ILEC services, there are a variety of reasons why entrants may choose not to do so or be unable to do.  GT notes that:

· There may be temporary excess supply of certain facilities;


· In order to make effective use of capital, entrants may choose not to immediately provision facilities;


· An entrant may choose to market services on a broader scale than can be accommodated on its own network and, as a result, face physical and commercial constraints on its ability to self-supply all the facilities required to support entry on a widespread basis; and


· Entrants have limited access to the capital (especially so in today's tight capital market).

2-22. Consequently, in AT&T Canada's view, new measures to promote the development of competition over the course of the next price cap period must take into account the practical experience to date under price caps and the current realities of the local marketplace.  The FBC rate proposal reflects this reality in that it applies to all ILEC services relied on by CLECs to provide a competitive alternative to the ILECs.  

2-23. In order to have competition, all competitors, CLECs and ILECs alike, must compete on a level playing field.  The ILECs, by virtue of their incumbent, ubiquitous network, have an enormous head start over competitors.  As stated by Mr. McLennan
, the framework for competition in the wireline market is considerably different than that established for wireless.  In the case of wireless all competitors started to build their networks at the same time, and as a result, a vibrant, competitive industry developed.

2-24. The FBC rate neutralizes the cost advantage ILECs enjoy as a result of their incumbency and ubiquitous network infrastructure by allowing competitors access to ILEC facilities and services used to provision end-customers on the same terms and conditions as the ILEC.  While the FBC rate puts CLECs on a level-playing field with the ILECs, it does not diminish their incentive to continue to build out their own network infrastructure.  As explained by AT&T Canada, with the FBC rate in place, CLECs will continue to have a strong incentive to extend their own facilities in a steady and deliberate manner.  The incentives include the following:

· As an entrant's customer base grows, on‑going investment in the expansion of its network capabilities and reach will continue to be driven by the need to become increasingly more efficient by taking advantage of the significant economies of scale, scope and density inherent in the provision of local telecommunications services;

· An entrant's ability to upgrade customers or offer new services can be accomplished more quickly and economically on its own network;


· Quality of service to the customer can best be controlled by an entrant when service is provided on its own network, end to end;


· In some cases suitable access capacity may not exist on an ILEC's network, and it may be in the entrant's interest to build rather than pay the ILEC to provision the additional capacity; and

· In many cases, customers require the construction of diverse local exchange facilities into their premises, which is often a condition of obtaining a customer's business.

2-25. In AT&T Canada's submission, the FBC rate will allow CLECs to grow their customer base faster than otherwise; rather than blunt incentives for facilities builds by CLECs, it will create the necessary conditions to accelerate the construction of competitive network facilities and the ability to offer new services.  Contrary to the ILECs claims, the FBC rate should lead to increased rather than decreased investment in competitive network infrastructure over the course of the next price cap period.

2-26. The annual Monitoring Report will provide the Commission with an opportunity to review the progress of competitors in gaining entry and market share, while continuing to invest in facilities.  Continued CLEC investment in facilities will diminish their reliance on the ILECs and ultimately the FBC rate.
 

2-27. The ILECs have made much about the current state of wholesale competition and the potential impact the FBC rate could have on the wholesale market.  TELUS' view of the wholesale market is bullish.  It claims that "significant competition" is developing in the wholesale market largely based on anecdotal evidence of its trade with GT.
  The Companies also refer to GT as the pillar of the emerging competitive wholesale market, while warning that "the effect of the ILECs providing … discounts to CLECs would seriously harm its competitive wholesale business".
  To complete the circle, GT has also suggested that lowering competitor services rates could eliminate the possibility of a CLEC focusing exclusively on the wholesale market.

2-28. AT&T Canada notes that the wholesale business for GT is its private line business, chiefly to other carriers.
  As noted by Mr. Shoemaker in cross-examination, this business currently accounts for approximately 40% of its revenues, but revenue from these services is already dropping for GT, and the evidence suggests that that trend will continue as the few remaining competitors look to put more traffic on their own networks.  Mr. Shoemaker's testimony is revealing in this regard: 
[W]e experienced a fairly substantial sequential decline in our private line business, which is essentially our wholesale carrier business.  As we have seen, a lot of the larger carriers like AT&T Canada, Sprint and even the incumbents have been actively grooming their network so they have been leasing a lower amount of circuits from us as they have been building out their own networks and moving traffic on to their own networks.

2-29. AT&T Canada has invested approximately twice as much in facilities as GT over the last four years.  It serves approximately 150,000 lines on-net, more than twice the number that GT serves on-net.
  Even so, AT&T Canada recognizes that wholesale business is a transitory opportunity for competitors, at best.  No competitor has the scale and coverage that is necessary to make wholesale service a viable and sustainable part of the business.  

2-30. It is important to bear in mind that to date competition in the provision of retail local exchange services has been insignificant.  It follows that until such time that a more meaningful degree of competition in the "retail" local market begins to develop, competition in the provision of "wholesale" services will be limited in scale.  The objective of the FBC rate proposal is to, first and foremost, promote sustainable competition for retail services.  Without sustainable retail competition, there will be no competition for wholesale services.

iii.
The FBC Rate will discipline pricing in the local market

2-31. Contrary to the ILECs' allegations, there is no reason to believe that the introduction of the FBC rate would lead to a downward pricing spiral.  In fact, the FBC rate would provide an effective means to discipline ILEC retail service pricing over the course of the next price cap period as competition begins to take hold in the marketplace.  The current price cap regime has kept the ILECs' market power only in partial check, and only with respect to those services that are price capped.  If the overall price cap index (PCI) were eliminated without implementing the FBC rate (as proposed by the ILECs), there would be virtually no remaining check on the ILECs' market power.  They would then be in a position to restrict, if not entirely foreclose, further competitive inroads in local markets and, in doing so, maintain their upward earnings trend established under the current regime on into the next.
2-32. It is important to bear in mind that, given their near-monopoly control of the local market, the ILECs are the price leaders.  Given this practical reality, CLECs simply do not have the ability to undertake a strategy intended to significantly down price the market.  As Mr. Lazzarato explained under cross‑examination by counsel for the Companies, on this matter:
I think what you are trying to suggest is that one party, no matter how big or small, could take a pricing action and upset the whole price dynamic across the country.  I would hazard to say that somebody would have to be large, have to make a significant price change and stick to it across the country for a sustained period of time, then I would be willing to take your point that somebody could make the change.

Nobody in this industry, nobody that I'm aware of, that is coming into this industry, has the ability to do that, in my opinion. 

2-33. Mr. McLennan further explained that all market participants have learned from past experience, especially in the long distance market.  Consequently, there is no reason to believe that past mistakes will be repeated in the local market.  As he explained:

There has been several examples of some very ‑‑ at least a couple of very bad experiences in that area and if one was to repeat those examples they would be ‑‑ they would be hard pressed in the marketplace.  I think there was a lot learned by a couple of those examples, and as Mr. Lazzarato said, with the contribution decision and the benefit that that bestowed, which was a great first step, we have not seen any of a similar type of price action in long distance since then.

No CLEC in this country that I know of can afford to be a price leader. 
 
2-34. Contrary to the ILECs' allegations, AT&T Canada is not proposing that a guaranteed margin be provided to CLECs.  The ILECs would continue to be free to revisit service prices as they saw fit in order to reflect ongoing reductions in the costs of business and other local services.  In this way, the applicable price floor relevant to ILEC pricing decisions would presumably fall over time.

2-35. Moreover, there is no risk that the FBC rate would allow for uneconomic entry.  As already discussed, the FBC rate neutralizes the cost advantages enjoyed by the ILECs, but does not involve subsidizing or otherwise protecting entrants in any way.

iv.
ILEC surplus revenues far exceed the cost of the FBC Rate

2-36. In order to ensure the next price cap regime would achieve the objective of providing incumbents with an incentive to increase efficiencies and innovation and allow them an opportunity to earn a fair rate of return.  AT&T Canada examined the impact the FBC rate proposal would have on the ILECs.  As described in AT&T Canada's evidence and summarized in its final argument,
 the ILECs can be expected to enter the next price cap period with a substantial pool of surplus revenues (i.e., revenues above and beyond those necessary to earn an 11% Utility segment return on equity).  In determining this estimate, AT&T Canada took into account a number of factors affecting the ILECs' Utility segment earnings going into the next price cap period.  These include the following:

· the ILECs' actual 2000 Utility segment earnings;


· the effect of the elimination of the overall PCI (net of the offset to be applied to the cost component of the total subsidy requirement or TSR);


· the effect of the recent changes to the contribution regime and the calculation of the TSR (Decision 2000-745 and Decision 2001-238);


· the effect of exogenous factors granted during the current price cap period, which will be fully recovered going into the next price cap period (e.g., local number portability and local competition start-up costs and the one-time effect of the Direct Connect rate reduction);


· amortized regulatory deferred charges and Year 2000 compliance costs incorporated in the ILECs' going-in, 1998 rates (which will have been fully recovered as of 2001 and 2002, respectively); and 


· in Bell Canada's case, the effect of ignoring further reductions in the Ontario Gross Receipts Tax and expected reductions in Québec Telecommunications, Gas and Electric Tax.

2-37. Based on these factors, AT&T Canada has estimated that the ILECs' revenue surplus will be roughly $1.2 billion in 2002.  While most of the above-noted factors represent annualized revenue impacts (i.e., $1 billion of the $1.2 billion total), the net effect of the elimination of the PCI compounds annually starting in 2002 (i.e., $200 million in 2002, $400 million in 2003, compounding to roughly $2 billion over 4 years on a cumulative basis).  Therefore, in total, over a four year price cap period, the ILECs can be expected to enjoy surplus revenues in the order of $6 billion on a cumulative basis (all else being equal). 

2-38. The ILECs, of course, have argued that under price caps earnings are "entirely irrelevant".
  Moreover, they acknowledge that even if one were to accept the notion of "excess earnings", there is no evidence on the record as to what constitutes "excessive" earnings.

2-39. In AT&T Canada's view, it would be wrong to ignore earnings levels and trends achieved under the current price cap regime as suggested by the Companies.  The consistent upward trend in Utility segment earnings
 for each and every ILEC coupled with evidence of declining quality of service and very limited development of competition, provides clear evidence that the current regime has failed to properly balance the interest of key stakeholders, or properly reflect the ILECs' costs.

2-40. Price caps were intended to be a transitional form of regulation as the industry moved from a monopoly to competitive environment.  If competition had developed as expected, earnings would not have been an issue.  Indeed, in a competitive environment, there would be no reason for the Commission to cap ILEC rates and, in any event, even if ILEC earnings fell below previous regulated levels in such an environment, there would be little the Commission should be expected to do about it.

2-41. While the Companies claim ignorance as to what level of earnings could be considered "excessive", it is obvious that the 11% return on equity benchmark set by the Commission at the outset of the regime remains a reasonable estimate of a fair Utility segment return today.  There has been little change in the ILECs dominance over the market since the outset of the current regime.  Moreover, given the downward trend in interest rates over the last four years,
 it is likely that an even lower benchmark return on equity (ROE) could be appropriate.  

2-42. In any case the ILECs' views on the relevance of earnings are confusing and inconsistent.  Notwithstanding their views on the irrelevance of earnings, the Companies have nevertheless suggested that the Commission take into consideration the impact of reduced subsidy revenues on their earnings going into the next price cap period.
  Not surprisingly, they did not identify any offsetting factors that may increase their earnings in the next price cap period.  For instance, under the Companies' pricing proposal, relative to the current regime, Bell Canada alone would generate an annual average revenue increase of $324 million or close to $1.3 billion over the period 2002 to 2005.
  In addition, the Companies have indicated that the exogenous factor adjustments approved over the course of the current regime have provided ILECs with additional annual revenues of $400 million per year as of 2001.
  However, the costs associated with these exogenous factors will have been fully recovered as of next year, which means that the revenue stream will begin to go straight to their bottom lines in subsequent years.

2-43. Similarly, notwithstanding its views on the irrelevance of earnings, TELUS has also now come forward with a highly selective earnings-sensitivity exercise, similar to the one conducted by the Companies.  TELUS claims that, all else being equal, the recent changes in the contribution regime (brought about by both Decisions 2000-745 and 2001‑238) will reduce TELUS' subsidy revenues in 2002.  Incorporating this revenue loss in its 2001 financial results would apparently lower TELUS' 2001 Utility segment earnings to 8.8%.
  Further earnings-sensitivity scenarios were conducted by TELUS to remove tax and pension accounting changes, contribution and rebanding impacts, and exogenous adjustments (the latter of which inexplicably reduces TELUS' rate of return).  By the end of the exercise, TELUS managed to reduce its estimated 2001 Utility segment ROE of 16.2% to 2.2%!
  

2-44. The ILECs' earnings-sensitivity analyses are purely one-sided.  They want the Commission to ignore their earnings over the course of the current price cap period but, at the same time, they appear to believe that the effect of specific factors that may reduce their earnings on a going-forward basis should be borne in mind.  As noted, both the Companies and TELUS believe that changes to the contribution regime should be taken into account when considering their current and future earnings levels.  However, at the same time, they conveniently ignore the rate increases they were granted through a series of exogenous factor adjustments that more than offset the changes to the contribution regime.  The costs associated with these exogenous factors will have been fully recovered, but no going-forward adjustment in rates to reflect this fact is contemplated.  Both of these factors -- positive and negative -- were included in AT&T Canada's analysis summarized above.  

2-45. TELUS' earnings analysis misrepresents its true going‑in 2002 revenue/earnings surplus situation.  AT&T Canada has estimated that TELUS can be expected to have a revenue surplus of at least $100 million in 2002, taking into account both the negative and positive effects of the changes to the contribution regime along with the other factors noted at the outset of this section.
  In fact, AT&T Canada's estimate likely significantly understates TELUS' surplus revenues, since AT&T Canada's initial analysis did not fully account for Year 2000 compliance and deferred regulatory charges which were approved in Decision 98-2.
  These costs were to be amortized over five years starting in 1998 and were incorporated in TELUS' going‑in rates.  However, while these costs will have been recovered in 2002, the corresponding revenue stream will continue indefinitely.  Moreover, AT&T Canada did not factor into its analysis consideration of the significant rate increases that are contemplated under TELUS' proposal (e.g., for residence service in non-HCSAs and business rates, among others).

2-46. Going beyond price cap parameters, and with further disregard to their views on the relevance of earnings, the Companies have also attempted to isolate the impact of other variables on ILEC earnings over the course of the next price cap period.  In particular, they attempt to estimate the potential negative affect that the softening of the economy (i.e., slowing of GDP growth) on ILEC earnings.
  In addition, the Companies also attempted to demonstrate the sensitivity of ILEC earnings to market share losses combined with retail service price decreases.  Not surprisingly, the only alternative scenarios considered involved reduced earnings levels.  Strangely enough, the scenarios examined appear to be internally inconsistent since they couple sharp ILEC retail service price decreases with increased market share losses.  These scenarios are at odds with the Companies' price cap proposal which is based on the notion that retail rates must rise for competitive entry to succeed.  

2-47. In AT&T Canada's view, the Companies have selectively focused only on negative factors that might affect ILEC earnings in the next price cap period.  In any event, the Companies' price cap proposal already builds in sufficient upward pricing flexibility together with the removal of the overall PCI to more than compensate for any adverse situations such as a temporary downturn in the economy.  Consequently, contrary to ILECs' claims, when all known factors are taken into account, the ILECs can be expected to have in the order of $1.2 billion in surplus revenues in 2002, at the outset of the next price cap period.

2-48. AT&T Canada has explained that the estimated going-in revenue impact of the FBC rate is between $500 and $600 million, well below the ILECs' going in revenue surplus.
  The Companies have suggested that this understates the impact, especially when second and third order impacts are considered.
  None of these factors, however, affect AT&T Canada's going-in estimate of the financial impact of the FBC rate.  While the purpose of the FBC rate is to allow entrants to compete on the same economic terms as ILECs, there is no reason to believe that the resulting increase in competition will deprive the ILECs of a reasonable opportunity to achieve a fair rate of return.  AT&T Canada has proposed that the effectiveness of the FBC rate be reviewed at the end of the next price cap period in order to assess how successful it has been in terms of promoting competition, balancing stakeholder interests and, accordingly, whether the level of the FBC rate needs to be adjusted.

2-49. The Companies suggest that the trend comparison of ILEC profits and CLEC losses is irrelevant to the review of the current price cap regime and to the consideration of proposals for the next period.  They contend that the more salient financial measure is operating results, measured by EBITDA.
  

2-50. AT&T Canada does not dispute that EBITDA is a relevant financial measure for the Commission to consider.  In an attachment to AT&TC(CRTC)31Aug01-3202 PC, AT&T Canada simulated operating under an FBC rate for 2000 and compared its pro forma EBITDA and EBITDA/revenue results against the ILECs' actual Utility segment results in that year.  The comparison demonstrates the tremendous benefit that the ILECs derive from incumbency in terms of their scope and scale, regardless of territory.  Their EBITDA/revenue ratios range from a low of 41.8% (Aliant) to a high of 47.6% (MTS).
 

2-51. Even with the introduction of the FBC rate, the ILECs' will continue to have the potential to earn profits at a pace that outstrips the CLECs by 2 to 1.

2-52. Curiously, the Companies point to Figure 4.3 of the Commission's Monitoring Report as an indication that the CLECs' EBITDA performance is improving in relation to that of the ILECs.  The reference, however, demonstrates just the opposite.  The explanatory text to Figure 4.3 reads as follows:

[For the industry] Total Earnings before Interest, Taxes, Depreciation and Amortization (EBITDA) has experienced 5% annual growth since 1996.  The incumbents' EBITDA growth has been approximately 7%.  The competitors, however, have not been able to match this performance.  Over the 1996 to 2000 timeframe, the competitors' EBITDA has generally been slightly positive except for 1998.  In 1998, both the wireline and mobile competitors experienced negative EBITDA of $35 million and $116 million respectively.  Although the competitors overall had a positive EBITDA of $250 million in 2000, the wireline competitors had a negative EBITDA of $39 million.  Due, in part, to the negative cash flow generally experienced by wireline competitors, several local service providers went into receivership and subsequently ceased operations.

2-53. As the explanatory text shows, wireline competitors experienced negative EBITDA between 1998 and 2000.  Moreover, the trend grew worse in those years.  The ILECs, by contrast, saw positive EBITDA growth over that same period.  Thus, contrary to the Companies' contention, the Commission's report shows that the trend in EBITDA for the ILECs and CLECs is precisely the same as the trend in earnings for the corresponding period – the curve for the ILECs is trending upwards while the curve for the CLECs is trending downwards.

v.
Quality of Service

2-54. AT&T Canada notes that the Companies are not opposed in principle to Competitor Service Quality Guarantee involving penalties.
  While there is some common ground with respect to such a program, there are a number of underlying principles to be resolved.
  For example:

i) the appropriate size of the penalties so as to provide sufficient incentive;


ii) a determination of which service indicators to include and the relevant contribution of each to the penalty, including consideration for competitor services such as DNA, Centrex and PRI services;


iii) due consideration be given to the fact that the service intervals for competitors are inputs to an overall process serving the end customer, and as such must be better than those provided to the ILEC's own retail customers;


iv) a means of ensuring penalties do not thwart continuous improvement of to quality of service objectives over time; and


v) a framework for the expedited rollout of a penalty program.

2-55. In AT&T Canada's view the underlying principles should be resolved without delay and prior to a CISC undertaking. 

The mandate of the CISC is to undertake tasks related to technological, administrative and operational issues on matters assigned by the Canadian Radio-television and Telecommunications Commission (CRTC) or originated by the public, that fall within the CRTC's jurisdiction
. [emphasis added]

2-56. AT&T Canada submits the requirement for both a residence and a competitor quality of service plans are necessary to ensure ILEC compliance with Commission approved standards, and that such plans should resolved without delay.  In AT&T Canada's view the plan for residential customers should be effective 1 January 2002 and the implementation of competitor quality of service penalty program should be in time to be incorporated into the third competitor quality of service report.

B.
The ILEC Price Cap Proposals Should Be Rejected

2-57. The ILECs propose, among other things, to eliminate the PCI and uncap most retail services while allowing other services to rise at either the rate of inflation or by a pre‑determined amount, reduce the productivity offset or X-factor, remove any stretch factor, and maintain the definition and pricing of competitor services.  The ILECs justify these proposals on the grounds that they will promote competition while keeping rates affordable for consumers.  AT&T Canada submits that neither of these objectives will likely be achieved through the ILECs' proposal.  


2-58. Given the ILECs' dominance of all markets, price increases that are unrelated to costs will result in even higher Utility segment returns for the ILECs over the next price cap period than they have achieved over the past four years, while having minimal positive impact on competition.  AT&T Canada submits that these proposals will only exacerbate the imbalance that exists under the current regime and should therefore be rejected by the Commission.
  Selected elements of the ILEC proposals are dealt with below.  

2-59. AT&T Canada notes that the ILECs have proposed to apply a productivity offset to the cost component of the TSR or, in TELUS' case, to residence basic local service rates in high‑cost serving areas (HCSAs).  While AT&T Canada agrees with this approach in general, it is important to recognize that this involves a significant reduction in the base of Utility revenues that are effectively subject to a productivity offset relative to the current regime.  As pointed out in AT&T Canada's evidence, the ILECs as a group would net an additional $200 million in the first year alone under this proposal.
  This amount compounds annually, so by the end of four years, the ILECs would enjoy a net gain of roughly $2 billion.

2-60. Despite this enormous benefit under their proposals, the ILECs have nevertheless put forward productivity offset proposals that significantly understate the level of productivity gains that can reasonably be expected to be achieved on a going-forward basis, just as was the case in the first price cap period.  TELUS has reduced its proposed offset to 2.2%, and now proposes company-specific offsets.
  SaskTel's proposed offset is zero.

2-61. No party to this proceeding supports the productivity offset proposals put forward by the ILECs.  The reliability of the data used to develop the residence Primary Exchange Service (PES) unit offset by the Companies and TELUS is highly questionable.
  Indeed, AT&T Canada considers TELUS' argument for a company-specific offset to be a reflection of the unreliability of the data TELUS and Bell Canada used to estimate historical changes in units costs than meaningful evidence regarding the potential for inter‑territorial productivity growth differences.

2-62. For the reasons outlined in AT&TC(CRTC)31Au01-3100 PC, AT&T Canada believes that there is sufficient evidence on the record of this proceeding to support an X-factor of 5% or more.  As with the current price cap regime that offset should apply uniformly to all ILECs.

2-63. No party to this proceeding supports the ILECs' proposed competitiveness tests to shift Utility segment services from the capped to uncapped categories.
  AT&T Canada considers that the tests proposed by the Companies and TELUS are inadequate and, in any case, unnecessary.  The degree of competition in the local market has not progressed sufficiently to warrant any changes to the services that are capped under the current regime.  Nor is there any need for the Commission to consider ongoing competitiveness tests on an ILEC-by-ILEC, service-by-service basis throughout the course of the next price cap period as was the case under the current regime.  Changes to service assignments under the price cap regime need only be considered as part of the price cap review process at the end of the next price cap period.

2-64. The ILEC proposals fail because they assume a competitive market that does not exist.  Throughout this proceeding the ILECs have elected to ignore the real world experience of the last four years preferring instead to rely on "accommodative entry" and "contestability" theories as being sufficient to guarantee competition.
 


2-65. AT&T Canada previously summarized in some detail the evidence that has been tendered in this proceeding regarding the current state of competition.
  The record of this proceeding demonstrates that the industry is a long way from achieving sustainable competition.  As the Competition Bureau points out:

The evidence with respect to new entry into local residential and business markets is quite clear.  Apart from local business markets in the downtown core of a few major metropolitan areas, there is minimal competition at this time.  Nor does such entry appear imminent.  Mobile wireless remains a complementary product due to price, quality and service area coverage concerns.  While the ILECs discuss the potential for new technologies to offer voice services (e.g., cable, fixed wireless, Voice over Internet Protocol) these technologies have yet to materialize and it is not evident that significant entry will arise over the term of the next price cap.

2-66. The evidence of this proceeding demonstrates that the wireline CLECs will continue to be the only viable source of local competition for the balance of the next price cap period.  Again, the Competition Bureau's comments are insightful in this regard: 

The evidence in this proceeding strongly suggests that the ILECs continue to possess market power over local in most areas in Canada.  They are likely to do so for the foreseeable future.  The Commission, therefore, will need to continue to protect consumer interests and take action to assist the competitive process.

2-67. The ILECs' proposals do nothing to protect consumer interests, nor do they assist the competitive process; rather, they preserve those elements of the current regime that have allowed them to earn record profits and to stifle competition and incorporate new measures to ensure even greater profitability in the future.  In addition, their proposals remove any checks on their ability to increase those profits at the expense of consumers and competitors.  

III.
reply to CALL-NET'S PROPOSAL

3-1. Call‑Net recognizes that the considerable capital investment and time involved in building a competitive network necessitates the hybrid or "blended" approach to competitive facilities-based entry.  As a result, Call-Net is proposing, among other things, the establishment of a carrier segment basket which would be comprised of services and facilities used by competitors in the provision of service to the end-customer.  Call-Net's carrier segment basket includes services currently classified as essential/near essential, competitor and retail.  Call-Net is proposing that services within its proposed carrier segment basket be priced at Phase II costs, with no mark-up.  In addition, Call-Net proposes that carrier segment services must only be used to augment the networks of competitors.  To this end Call-Net stipulates a resale restriction on the facilities and services eligible for its carrier segment basket and pricing.

3-2. AT&T Canada, although supportive of a carrier segment basket that encompasses price reductions for the range of services purchased by competitors, has difficulty with Call‑Net's proposal for a number of reasons.  Most importantly, as discussed in AT&T Canada final argument,
 and the previous section, Phase II costing is not the appropriate tool to determine competitively neutral pricing for services used by both the ILECs and competitors to compete.

3-3. AT&T Canada does not believe that Call-Net's proposed resale restriction will encourage facilities-based competition.  On the contrary, limiting the eligible facilities to those that are connected at one end to the competitive carrier's facilities would be a step backwards.  Normally a competitive carrier is in a better position to build facilities from co-located space to its point of presence (POP) than it is to expand its reach of facilities into new areas.  The first step in expanding facilities-based reach is to build the critical mass of customers to justify such a build.  As well, serving multi-location regional and national end-customers necessarily involves using ILEC facilities to expand competitors' reach.  The restriction proposed by Call-Net would frustrate rather than encourage growth in facilities-based competition and customer choice. 

3-4. Call-Net's proposal also suffers from a variety of implementation problems.  With respect to the resale restriction, the requirement to police and potentially have competitors and ILECs subject to an audit would increase rather than decrease the regulatory burden, an outcome entirely contrary to that anticipated by a competitive market environment. 

3-5. During cross-examination of the Call-Net panel, the practical and administrative difficulties involved in developing and scrutinizing Phase II cost studies for all the services contained in the proposed carrier segment basket were effectively demonstrated.
  In addition to the time and effort involved in a follow-up proceeding, other weaknesses of Call-Net's proposal were explored.  The fundamental weakness, in AT&T Canada's view, is the development of the parameters used in the Phase II studies.  As indicated by the Companies, "a sound demand forecast is a critical element for a reliable cost study."
  It was indicated that competitors currently comprise only 29% of the demand for DNA service for Bell Canada.
  This fact could have certain ramifications on the costs resulting from a Phase II study designed to price DNA to competitors.  If, for example, the study only included demand estimates specific to competitors, it would have the impact of artificially increasing the costs.
  Moreover, the demand estimates would not include the ILEC's use of these and other network facilities used in the provision of end service to the customer and therefore would not capture the costs actually incurred by the ILEC in the provision of this service. 

3-6. AT&T Canada's FBC rate proposal avoids the costing difficulties and related extensive follow-up procedures inherent in the Call-Net proposal.  AT&T Canada, therefore, submits that the Call-Net proposal be set aside in favour of the FBC rate proposal, especially given that both proposals are designed to achieve the same objective of promoting the development of local competition.

IV. Reply to ARC ET AL.'S PROPOSAL

4-1. ARC et al. and other consumer groups have largely focussed on the treatment of residence local service rates in their price cap proposals.  While they consider that the ILECs predictions of future competition in the residence local market are "grossly overstated",
 they offer no suggestions as to what new measures should be introduced in the next price cap period to foster the development of competition.  It appears that ARC et al.'s only recommendation or concern in this regard is that they are opposed to the introduction of any measures that would result in entrants being subsidized in any way.

4-2. With respect to residential basic local services, ARC et al. has proposed that rates for these services be reduced over the course of the next price cap period (unless they are already below cost).

4-3. Since Decision 94-19, significant effort has been put into rebalancing residence rates in order to help reduce barriers to entry into the residence market and reduce the subsidy requirement.  Beginning to reverse the significant progress made to date, before competitive entry in this market segment has even begun, would be a mistake.  Having achieved rebalanced rates and a significant reduction in the subsidy requirement, in AT&T Canada's view, it would be inappropriate to begin a program of residence basic local service rate reductions as contemplated in ARC et al.'s proposal.

4-4. In AT&T Canada's submission, continued efforts are necessary to reduce the subsidy to HCSAs by raising ILEC rates to more uniform levels in the areas.  In addition, AT&T Canada proposed that rates in non‑HCSAs should be frozen, in aggregate, in real terms (i.e., capped at the rate of inflation).  However, in light of ILEC performance and given questions raised regarding Phase II costing, it may be more appropriate to simply freeze residential rates.  Moreover, AT&T Canada believes that its FBC rate proposal will provide the impetus necessary to accelerate the rollout of competition in both the residence and business markets.  Rather than artificially forcing residence rates down, as under ARC et al.'s proposal, market forces would increasingly serve to discipline ILEC pricing and begin to provide consumers with the benefits of competition.

4-5. The major shortcoming in ARC et al.'s proposal is its failure to include any measures to promote competition.  Indeed, if implemented, their proposal would likely severely limit any possibility of competition for the foreseeable future.

V. reply to OTHER COMMENTS AND PROPOSALS

5-1. As noted in the section above, Distributel expressed support for the AT&T Canada's proposal.  However, Distributel also indicated that it is opposed to the restrictions contemplated in AT&T Canada's proposals which would limit the availability of the FBC rate to CLECs.

5-2. The FBC rate is intended to promote facilities‑based competition.  The intent in limiting the FBC rate to CLECs was to ensure that new investment would also include facilities used in the provision of local voice services.
  As well, the CLEC obligations enumerated in Decision 97‑8 would, in AT&T Canada's view, provide assurance of a commitment to investment and consumer safeguards on the part of the eligible carrier.  However, given the Commission's price cap objectives include fostering competition in all markets, AT&T Canada would not be opposed to expanding eligibility for the FBC rate to Canadian carriers.

5-3. Based on RCI's analysis of the current price cap regime, it concluded that the ILECs have benefited disproportionately under the current regime and that competition did not develop as anticipated.  RCI's proposal, therefore, included new measures to ensure that the rates for competitor services are reduced over the course of the next price cap period in order to help promote the development of competition.
  However, the key focus of the RCI price cap proposal appears to be the elimination of contribution.

5-4. In AT&T Canada's view, RCI's proposal fails to address the more fundamental problem faced by entrants which is that the current rates for services relied on by competitors are overstated and must be reduced going into the next price cap period.  As well, under RCI's proposal, once contribution is eliminated, residence and business rates would be artificially driven down.  This would be detrimental to competition, thereby compounding the problems experienced under the existing regime.  

5-5. The Competition Bureau has come forward in the final argument stage of this proceeding with a price cap proposal which, while comprehensive in nature leaves out many crucial details.  For instance, the Competition Bureau indicates that new provisions for the treatment of competitor services are necessary.  The Competition Bureau recommends that the Commission redefine essential facilities.  This would be accomplished by changing the test currently used by the Commission to classify essential services.
  It is unclear what process the Competition Bureau is contemplating for the review of the "essential" facilities.  However, it is clear that the Competition Bureau considers that the competitor services basket should be expanded, and rates for these services reduced, in order to foster competition.

5-6. Consistent in part with Call-Net's proposal, the Competition Bureau has recommended that in the absence of any ILEC revenue shortfall prices for essential services (and presumably near-essential services) should be set to incremental cost with no mark‑up.
  The Competition Bureau goes on to propose that the Commission make basic residence and business local telephone services available to new entrants with an "avoidable cost discount" in order to allow local competition to occur more quickly in non-HCSAs.
  No indication is provided as to what the level of the discount should be or what process should be adopted to determine the level of the discount.  The Competition Bureau also proposes that a price cap (including an X-factor) be applied on a going‑forward basis to the Competitor Services basket.

5-7. AT&T Canada considers that the Competition Bureau's proposal suffers from several serious flaws.  First, the "essential" facilities test the Competition Bureau proposes will be complex to implement and time consuming to undertake (presumably involving a follow-up process).  Second, similar to Call-Net's proposal, once the expanded set of services are identified, Phase II cost studies would then need to be conducted and reviewed for these services.  This would likely require a further follow-up proceeding and, as the Competition Bureau has already acknowledged, the results of this costing exercise may well be of questionable reliability.  In this respect, the Competition Bureau's offers no improvement over Call-Net's proposal.  Third, a further follow-up proceeding would presumably be required to establish an "avoidable cost" discount for residence and business services.  

5-8. Similar to the Competition Bureau, GT only outlined its price cap proposal in final argument.  While the details of the proposal are incomplete, it is very similar to the Companies' and TELUS' proposals.  GT suggests that the overall PCI be eliminated, and replaced with basket-specific upward pricing limits.  Similar to the ILECs, GT is opposed to any changes in the treatment of existing competitor services.  In addition, GT raised a number of criticisms of AT&T Canada's proposal that are essentially the same as those raised by the ILECs in their final arguments and/or the Companies' rebuttal evidence prepared by Dr. Taylor.  AT&T Canada has responded to these issues in Section II, Part A above and in its final argument, Section IV, Part iii.

VI. CONCLUSION

6-1. AT&T Canada has argued throughout this proceeding that the Commission can and must make significant changes to the current price cap regime in order to correct the growing imbalance the regime has created and to foster sustainable facilities‑based competition.  While there is broad agreement among parties to this proceeding, with the possible exception of the ILECs, that these two objectives must be better addressed in the next price cap period, the proposals put forward by the parties vary considerably.  However, in AT&T Canada's view, the new regime must ensure competitive neutrality if interests are to be truly balanced and sustainable competition is to actually develop.

6-2. AT&T Canada submits that its price cap proposal, including the FBC rate as its central element, provides the best means of achieving these objectives for the reasons set out in these reply comments and AT&T Canada's final argument.  As well, AT&T Canada's proposal will ensure that the price cap objectives set out in Decision 97-9 will also be achieved.  The Company's proposal will effectively promote the development of facilities‑based competition which will provide consumers with the benefits of competition and serve to discipline ILEC pricing practices during the next price cap period.  The proposal continues to encourage ILEC efficiency and innovation, while providing them with a reasonable opportunity to earn a fair return on their Utility segment business.  Moreover, AT&T Canada's proposal will be straightforward to implement and administer.

6-3. AT&T Canada is requesting that the Commission establish, effective 1 January 2002, an FBC rate that will provide eligible carriers an overall price reduction of 70% for services included in AT&T Canada's proposed "competitor" services basket.  The initial price caps period, established pursuant to Decision 97‑9, commenced 1 January 1998.  In order to ensure that the ILECs' going‑in rates would be effective from the outset of that regime the Commission established interim rates
 which were subsequently made final in Decision 98‑2.  AT&T Canada requests that similar interim measures be put in place to ensure that the parameters of the regime commencing 1 January 2002 will be effective from the outset.  Therefore, should the Commission be unable to provide final approval by 1 January 2002, AT&T Canada respectfully requests that interim approval be granted.
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