5.0
PRICING OF SERVICES OFFERED TO COMPETITORS
5.1
Overview

5-1 It should be recalled that the debate over competitor services is about two fundamental issues:

1) whether the boundaries of the competitor services category should be permanently and fundamentally expanded; and

2) whether pricing for services in the competitor services basket (however defined) should be altered in such a way that all of the margins in the ILECs' wholesale business would disappear.

5-2 As will be noted below, the proposals of AT&T and Call‑Net represent a major reversal in the way the Commission has approached these issues.  In past decisions, the Commission has been very careful in defining what are essential and near‑essential services as this effectively prescribes the boundaries as to where competition starts and stops.  The Commission's approach to "essential facilities rating", i.e., Phase II cost plus a markup, is premised on the notion that competitors should be able to obtain such services at prices which are close to their underlying costs since competitors simply have no alternatives to the ILECs for a source of supply.

5-3 However, this is not the case for the vast majority of services addressed in the AT&T and Call‑Net proposals.  In effect, their proposals will extend the essential facilities rating approach to a wide range of retail and other services.  Moreover, AT&T and Call‑Net do not stop there but also argue for the complete removal of all of the margins associated with these services.  As such, these proposals cut to the very heart of the principles on which Decision 97‑8 is based and raise fundamental questions as to whether the Commission's vision of facilities‑based competition should be abandoned.  

5-4 In particular, AT&T and Call‑Net have put forward proposals which differ in detail and in description but which are in fact both quite similar in effect.  They both would reprice, for certain competitors only, a broad basket of both essential and non‑essential retail services that they can either resell or use to fill out their networks.  In the case of AT&T, the approach would simply provide CLECs a 70% reduction in the tariffed prices for these services.  In the case of Call‑Net, the approach would remove all margins from a similarly broad basket of services and price them at incremental cost only for carriers.  And while Call‑Net attempted to portray its approach as more moderate than AT&T's, the fact is that Call‑Net's proposal would also result in massive discounts of tariffed prices (in the order of 40‑60% as estimated by Call‑Net), including specific services in the residential market which are proposed to be obtained from the ILECs for free.  

5-5 In contrast, Group Telecom advocates that the Commission adhere to its policy of pricing essential and near‑essential services provided to competitors at cost plus a specified markup.  Group Telecom points out that providing retail services at a discount to competitors would actually harm competition.

5-6 It is the Companies' firm contention that implementation of either of the AT&T or the Call‑Net proposal would not only be an abrupt reversal of the Commission's policy to promote facilities‑based entry, but would also have disastrous consequences for the entire industry.  These proposals amount to a request that the Commission, through regulatory action, solve these parties' financial challenges.  Such challenges are not attributable to any action of the Commission; rather, they are attributable in large measure to past investment decisions which have proven to be very negative for investors.  In fact, the operating financial results of the competitors, as measured by EBITDA, are actually improving significantly (see, for example, Figure 4.3 of the Commission's Monitoring Report set out in CRTC Exhibit #5).  

5-7 In the case of Call‑Net, the disparity in financial results between operating margins and net income was displayed vividly in The Companies Exhibit #65.  Despite the growing margins in the operating business, the legacy of past investments such as the acquisition of fONOROLA, has led to substantial write‑downs and mounting interest charges.

5-8 Both AT&T and Call‑Net exhibit a similar financial profile:  steady or improving operating results but a very negative "bottom line" due to overhanging debt and amortization charges.  This is not something that the Commission can or should take into consideration.

5-9 On the other hand, both companies have recognized that recent regulatory decisions have been very beneficial to their operating results.  In particular, Mr. Lazzarato agreed that AT&T's current EBITDA results
 do not fully reflect the future beneficial effects on AT&T resulting from the Commission's changes to the contribution regime, reductions to the direct connect rate, the price reductions for local loops or the price reduction for 800 database queries.

5-10 In particular, Decision 2000‑745 which reformed the contribution regime and other Commission decisions which lowered various prices for services provided to competitors will already transfer at least $320M annually ‑ or $1.3B over the next 4 years ‑ from the ILECs to the competitors.

5-11 Moreover, under the guise of being designed to promote local competition, the local services to which the discount would apply are used primarily by AT&T and Call‑Net's long distance, data and Internet businesses.  These market segments have been open to competition for many years.  And even to the extent these services would be used to provide local services, the effect would be to put an abrupt halt to facilities‑based entry.

5-12 Quite apart from the policy effects described above, the Call‑Net and AT&T proposals would also do serious harm to the ILECs and the industry at large.  They would inevitably result in a downward price spiral in both the wholesale and retail markets, as pointed out by not only the Companies but also by Group Telecom.  AT&T has grossly understated the financial consequences of its proposal while Call‑Net has not even attempted to estimate the impacts of its proposal.

5-13 In Decision 97‑8 and subsequent decisions, the Commission has carefully assessed the nature of essential and near‑essential services provided to competitors and has determined that such services should be priced based on cost plus a specified markup.  The Commission has indicated in this proceeding that it does not intend to reconsider those determinations.  In Decision 97‑8, the Commission also established a policy of encouraging facilities‑based entry.  As a result, services that are subject to competitive supply and not uniquely used by competitors are priced at retail rates.  The Commission firmly rejected the notion of a mandated resale discount for competitors.  The AT&T and Call‑Net proposals seek a reversal of that policy.

5-14 Questions have been raised in this proceeding about the possibility of other forms of discounts to competitors that are not as radical as those proposed by Call‑Net or AT&T.  The discussion with the panel from Group Telecom has illustrated vividly how damaging would be the effects of any change to the Commission's policies regarding essential facilities and resale discounts.

5-15 It is clear that parties such as Group Telecom rely on margins from certain services, such as those they provide on a wholesale basis, to fund expansion of their network.  Repricing services provided by ILECs to competitors would inevitably reprice the wholesale market generally.  And there is no doubt that this would lead to repricing in the retail market.  As a result, it is important to healthy competition to ensure that essential services pricing principles are not expanded beyond a narrow set of competitor services and that discounts are not provided off retail services provided to competitors.  Such action can only frustrate sound facilities‑based competition.

5.2
Development of Facilities‑Based Competition
5-16 Facilities‑based competition provides the best framework to achieve the policy objectives of providing a wide range of high quality, low cost, readily available, technically advanced telecommunications services for all customers in a competitive environment.  The only way to achieve innovation and service differentiation is to promote the development of alternative networks competing to satisfy the multiplicity of customer needs.  In the long run competing local networks that interconnect on the same terms and conditions will ensure that customers will have the greatest number of choices available and receive the maximum benefits of competition.

5-17 For competition to be facilities‑based, competitors must offer services using a combination of their own network facilities and those unbundled elements of the incumbent's telephone network classified as essential and near‑essential services.

5-18 Facilities‑based competition has taken hold in Canada.  Based on the Commission's report to the Governor in Council on the Status of Competition in Canadian Telecommunications Markets (the Commission's Monitoring Report), in the year 2000, some 51% of the lines served by the CLECs were facilities‑based, while the remaining 49% of the lines were resold:

"CLECs have several options to access their customers:  resale of retail services, the lease of ILEC unbundled loops and building their own facilities.  CLECs typically use a combination of these options to access their customers.  With Microcell recently obtaining CLEC status in TCI's operating territory, a fourth option involves the provision of local services using wireless infrastructure.  

To date, access by the CLECs and resellers has been primarily achieved through reselling Centrex services of the ILECs.  Leasing ILEC unbundled local loops by CLECs accounted for about 18% of competitor lines in 2000.  A third option is for CLECs to provide their own facilities, including the local loop, all the way to the customer premises.  This accounted for only about 33% of competitor lines in 2000."

5-19 The Commission's Monitoring Report also shows that the proportion of competitor lines offered on a facilities basis increased from about 30% in 1998 to 51% in 2000.
  Progress is continuing.  As Mr. Shoemaker pointed out, Group Telecom relies on healthy margins in wholesale business.

5.3
Benefits of Facilities‑Based Competition

5-20 Facilities‑based competition offers a broad range of benefits to customers and competitors.  Facilities‑based competition leads to innovation through the deployment of new technologies, fashioning of new services and service features.
  This also leads to investment in Canadian infrastructure.  As discussed by the Companies' witness, Mr. Nicholson, investment in infrastructure is one of the key objectives the Companies' pricing proposals are designed to promote.

5-21 Competitors who simply resell end‑user services are reliant on the facilities and processes of the incumbents, and therefore such competitors would have to rely on innovation that comes from the incumbents who are their competitors.  Progress in innovation needs multiple facilities‑based suppliers operating in the industry.  A business strategy based on a greater degree of ownership of facilities allows CLECs to build facilities in those locations where they choose to serve customers.  In this way, they can deploy services to market segments where margin opportunities are better.  As an example, in order to improve their margins Group Telecom's business strategy has focused on serving customers with on‑net facilities.  Another important and substantial part of Group Telecom's business is in providing facilities to other competitors, precisely because they use margins in wholesale to fund expansion of their network.
  Group Telecom's quarterly financial reports demonstrate the improving margins, which Group Telecom attributes to a high percentage of on‑net lines.

Group Telecom Margins and % On‑net Lines


Q4:  2000
Q1:  2001
Q2:  2001
Q3:  2001

Margin
34%
36.3%
38.9%
42.5%

% On‑net Lines
N/A 
72.5%
76%
78%

5-22 Ownership of facilities also allows the CLECs to benefit from the cost and service advantages of new processes that they can develop.

5-23 Without facilities‑based competition, there will always remain the need for regulation of facilities and services, supplied by the incumbents, with the decreased efficiency and slower response to customer needs which such regulation implies.

5-24 The benefits of facilities‑based competition have been widely recognized in Canada and in other jurisdictions by regulators, service providers and industry observers.  The Commission recognized at an early stage the importance of promoting facilities‑based competition when it stated in its Local Competition decision:

"The Commission is of the view that efficient and effective competition will be best achieved through facilities‑based competitive service providers; otherwise, competition will only develop at the retail level, with the ILECs retaining monopoly control of wholesale level distribution."

5-25 As noted by Dr. Taylor in his rebuttal evidence filed on behalf of the Companies in this proceeding, the FCC has recently confirmed its belief in facilities‑based competition:

"Through its experience over the last five years in implementing the 1996 Act, the Commission has learned that only by encouraging competitive LECs to build their own facilities or migrate towards facilities based entry will real and long‑lasting competition take root in the local market."
 

5-26 The advantages of facilities‑based competition have been presented in Mr. Talbot's evidence, contained in section 3.0 of the Companies' 31 May 2001 submission:

"First, investors perceive that CLECs with a well‑funded, facilities‑based strategy for entering the local market have the advantage of generating long term value by:  1) stimulating innovation and quality and 2) avoiding a heavy reliance on ILEC leased facilities thereby adding stability to profit margins over the longer term.  In order to encourage such entry, prices for the ILECs' local services should be permitted to rise."

5-27 Mr. Talbot further reiterated his views on facilities‑based competition under cross‑examination from Call‑Net's counsel:

"Mr. Koch:  Okay.  Again, you can't generalize and say that facilities‑based players were all successful, correct, facilities‑based entrants.

Mr. Talbot:  Certainly not.  I think that they have, however, been more successful and have had more staying power than operators who rely primarily on resale however."

5-28 Mr. Talbot further re‑affirmed the superiority of a facilities‑based approach as opposed to a resale entry strategy:

"Mr. Koch:  You seem to be implying here that failures were due to the entry strategy chosen.  Is that right?

Mr. Talbot:  Again, I wouldn't want to make a generalization for all operators, but certainly that has been a big issue.  I think that -- you know, from a basic investor's perspective, there are a couple of fundamentals that are critical.

In the long term you have to own your own facilities.  You can't just exist on resale because you are just not going to have the margins, plus I think customers want to know that they have some security in terms of the infrastructure that they are running on.

A big part of that is to be able to go end to end on one network so that if there happens to be a difficulty, you are not left -- the customer is not left claiming 'Well, where's the problem?'  So a facilities‑based approach in our view is a very important one." 

5-29 The Precursor Group commenting on the outcomes of the Telecom Act in the U.S., noted that the attempt to "jumpstart" competition has had a negative effect on facilities‑based competition:

"The FCC's theory was that below‑market prices would 'jumpstart' resale competition, because the incumbent telco effectively would be subsidizing their competitors' entry into the market.  The problem with these 'teletopian,' below‑market prices was that they kneecapped any real market incentive to build competitive facilities from the start.  Thus the Telecom Act largely became a government tele‑entitlement program where regulators reallocated share from market share 'rich' incumbents to market share 'poor' competitors."

5-30 Competitors have also acknowledged that a facilities‑based approach is a superior business strategy to follow.  As an example, Group Telecom acknowledged the benefits of facilities‑based competition in its evidence and suggested that sustainable entry is likely to be facilities‑based entry:

"Facilities‑based competition affords end‑users a choice of infrastructure, thus addressing potential concerns over the reliability or technical limitations of a given LEC's network.  Consequently, facilities‑based competition provides an incentive for LECs to continually upgrade the capacity and capability of their networks and introduce new technology to the marketplace.  The creation of separate networks also increases the supply of facilities, driving down prices and improving the availability of facilities necessary for advanced communications services, such as high‑speed access.  Recent market developments have also emphasized that sustainable entry is likely to be facilities‑based entry."

5-31 Group Telecom's CEO Daniel Millard stated the following in a recent Telemanagement interview:

"From the start we have aimed to own the facilities as much as possible, and in our last quarter, over three‑quarters of our revenue was from our network.  We'll continue to improve that.  We are established as a national presence, as one of the top four ( along with Bell, Telus and AT&T Canada."

5-32 Suggestions that a shift to resale for an indefinite period would not discourage innovation and investment are not credible.  Providing competitors massive resale discounts will put an end to facilities‑based competition and the customer benefits it could bring.  At the same time, such discounts would bring to an end the business plans of those competitors who have been pursuing the Commission's policy objective of facilities‑based competition.  

5.4
Enablers for Local Competition Are in Place

5-33 In the Regulatory Framework decision, the Commission began the process of opening the local markets to competition.  The Commission put in place the appropriate enablers of local exchange competition in Decision 97‑8 following a lengthy and detailed proceeding and, over the years since that decision has made a number of adjustments to further facilitate access to unbundled components.  Local Number Portability (LNP) capability has been rolling out steadily across the country and is available everywhere competitors have requested it.  Unbundled network elements are available at approved prices, interconnection and co‑location agreements have been worked out between the Companies and the CLECs operating in their territories, and the CRTC Interconnection Steering Committee (CISC) has been established to deal with major implementation issues between the Companies and the entrants.  All barriers to entry that relate to entrants' access to ILEC facilities have been removed in a timely fashion, and competitive safeguards including the imputation test and a portable subsidy 

system have been in place, eliminating potential barriers to entry.
  The Companies note that Call‑Net acknowledges that regulatory barriers to entry have been removed.
 

5.5
The Companies' Retail Pricing Proposals Enhance Opportunities for Improvements in Industry Margins

5-34 The Companies' retail pricing proposals enhance opportunities for improvements in industry margins, by allowing both the incumbents and competitors to compete for customers in a market in which retail prices are determined by market forces to a much greater degree than before.  This would be in contrast to the current price cap regime, which mandates price reductions through the use of a productivity offset.  The prospect of improving margin opportunities would provide incentives to competitors to invest in their own facilities and other inputs so that the benefits of competition can be more widely distributed.
  This would also allow service providers to bring to bear their business core competencies, i.e., non‑price factors.
 

5.6
The Companies' Competitor Services Proposals Promote Facilities‑Based Competition

5-35 In Decision 97‑8, the Commission mandated that "essential" facilities, as defined in that decision, should be made available to competitors.  The Commission defined essential facilities in Decision 97‑8 as follows:

"The Commission concludes that to be essential, a facility, function, or service must meet all three of the following criteria:  (1) it is monopoly controlled; (2) a CLEC requires it as an input to provide services; and (3) a CLEC cannot duplicate it economically or technically.  Facilities that meet this definition shall be subject to mandatory unbundling and mandated pricing.  As well, the tariffed rates for these facilities shall be treated as costs in the imputation test."
 

5-36 Based on the above definition, the Commission concluded that central office codes (NXXs), subscriber listings and local loops in certain bands are essential facilities.  In order to provide the entrants the opportunity to establish their own facilities during the transition towards a facilities‑based competitive environment, the Commission concluded that certain other services and facilities should also be made available to competitors and priced as essential facilities.  These other facilities have since become known as "near‑essential" facilities, and include such facilities as local loops in low cost areas and transit services.  The Commission also determined that a 25% markup on Phase II costs for essential and near‑essential services is "not excessive", and required the telephone companies to rate these services on that basis.
 

5-37 Under the current price cap regime, the Commission created a basket it called "Competitor Services" and included in it the services that provide essential facilities and near‑essential services.  The Commission provided a list of Competitor Services in Appendix D of Decision 98‑2, and determined that prices for these services should be subject to review upon application by the telephone companies, competitors or through a proceeding initiated by the Commission.  As noted in the Companies' 31 May 2001 submission:

"The development of facilities‑based competition is critically dependent on providing services to entrants at market‑based rates where they exist.  Such market driven pricing would provide the right economic signals to the entrants themselves, and the marketplace in general, thereby stimulating facilities builds where economically efficient.  In the case of essential facilities where market‑based rates are not available, pricing at a markup to incremental costs will encourage economic entry."

5-38 Consequently, the Companies propose that in the next price cap period a "Competitor Services" basket of services be established, and that prices for these services should be permitted to move in accordance with the changes in underlying incremental costs for these services.  The services comprising this basket would be only interconnection services, co‑location services and services which provide essential and near‑essential facilities.
  As 

noted in the overview to this section, the Commission has been very careful in past decisions not to extend the "essential facilities rating concept" beyond those services which competitors can only obtain from the ILECs.  If the door to the essential facilities rating concept is opened, it effectively carves out a wider cross‑section of the network for which competition is effectively precluded and reliance on the ILEC is complete.

5-39 The Commission's recent decision to extend the sunset provisions for near‑essential services does not change the Commission's approach to essential facilities, but merely recognizes that certain aspects of local competition will need more time to develop.

5-40 The proposals by Call‑Net and AT&T abandon this concept.  They now propose that the essential facilities rating approach should apply to a wide range of services that defies categorization.  In fact, the only attribute in common to all of the services included in their proposals is that AT&T and Call‑Net purchase them from the ILECs.

5-41 This is not a sound basis for determining regulatory policy for essential services and should not be seriously considered by the Commission.  What does matter is whether the service in question is necessary to provide end‑user service and whether the service in question can only be obtained from the ILECs.  AT&T or Call‑Net have not provided any material on the record of this proceeding that could be used to conclude that retail services that they purchase are essential inputs to serve their end‑users for their local business.  As noted below, the facts are quite different.

5-42 The services to be excluded from the current basket of Competitor Services under the Companies' proposal can be self‑supplied or are available from alternative sources of supply or, in some cases, essential/near‑essential services can be used in the production of a substitute.
  For example, directory assistance services are exclusively used by competitors but should not be in the Competitor Services basket.  Alternative sources of supply for directory assistance are available now.  Indeed, an alternative supply of directory assistance requires only labor, some equipment, and directory assistance information (i.e., name and telephone number).  The first two components are readily available competitively, the last is an essential facility available at mandated prices.  The Commission permitted prices for this service to be set at levels different from incremental costs plus a 25% markup.  Consequently, directory assistance service is an example of a service designed exclusively for the use of a competitor, but it should not be subject to essential services pricing.  Therefore it should not be included in the Competitor Services basket in the next price cap regime. 

5-43 Under the current process for reviewing rates for Competitor Services, the basis for modifying rates is predicated on evidence of a change in the underlying costs.  In this way, competitors can be assured that unit cost changes associated with essential/near‑essential services would be reflected in the rates they pay for these services.  In determining the current process, the Commission stated the following in Decision 97‑9:

"The Commission considers that TCI's [TELUS Communications Inc.'s] proposal to price competitor services at Phase II costs plus an approved mark‑up has merit in that it is appropriate that rates for these services recover Phase II costs and make a contribution to the fixed and common costs of the telephone companies, the level of which has been reflected in approved rates.  Under such a regime, rates for these services would be subject to change only upon application by the telephone companies, competitors or through a proceeding initiated by the Commission.  The Commission considers that the primary rationale for a change in these services' rates would be a change in Phase II costs."

5-44 The Companies believe that the current process for initiating rate changes should continue into the new price cap regime for the Competitor Service basket, which as stated above would consist of only essential/near‑essential services.  During the current price cap period a multitude of competitor services rate changes have occurred.

5.7
AT&T and Call‑Net Propose Deep Discounts for Competitive Services

5-45 In stark contrast to the Companies' proposal to include in the Competitor Services basket only essential/near‑essential services,
 both Call‑Net and AT&T have proposed to include in the Competitor Services basket most of the services competitors purchase from the ILECs, the majority of which are retail services which are provided competitively, or could be provided competitively through self‑supply or through the use of unbundled network elements.  AT&T's proposed Competitor Services segment for which it seeks a 70% FBC (Facilities‑Based Carrier) discount, includes all tariffed Utility services including retail services such as Centrex service.
  Call‑Net's proposed Carrier Segment, for which it seeks rates equal to incremental costs, includes a list of services which is as expansive as AT&T's list.
  Specifically, Call‑Net excludes in its proposals certain Utility services, such as Centrex, and includes some Competitive segment services such as interexchange private lines, which have been competitive for decades.  

5-46 In fact, the vast majority of services purchased by AT&T, Call‑Net and other competitors are not services which must be obtained from the incumbents for providing local services.  For example, as illustrated in the charts below, only about 7% and 9% of the services purchased by AT&T and Call‑Net respectively are for local essential and near‑essential facilities.
  In ATTC Exhibit #29, AT&T states that of the $304M of services that would receive the discount, 30% are used in its local business.  Since $85M of this $304M is Centrex service used to provide local service it appears that almost all of the DNA and PRI services for which AT&T would get the discount are used for its non‑local exchange business. 
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Both companies include DNA (Digital Network Access) in their list of "Competitor Services".  DNA is one of many examples of services provided on a retail basis that is available competitively, including through self‑supply and from other competitors.

5-48 For instance, DNA equivalent facilities are provided today by AT&T and Group Telecom.
  One use of DNA, for instance, is to provide the facilities that link a CLEC's co‑location spot in the incumbent's central office to the CLEC's switch.  As noted in The Companies Exhibit #35, two thirds of all such facilities are supplied by the CLEC and not the incumbent.  Another use of DNA is to provide inter‑office transport between competitor's switches in the local calling area.  Again, these services can be supplied by alternative service suppliers, and there is a cost based near‑essential service available; namely EAS Termination and Local Transit service. 
5-49 DNA itself can be configured more cost effectively, when limited quantities of DS‑1 facilities are required, using two unbundled Type A‑5 loops, together with HDSL technology, as noted in ATTC Exhibit #21, at page 18.

5-50 Most of the revenues from DNA services are derived from retail customers, and hence the impact on the incumbents would be large if prices charged to competitors are reduced significantly.
 

5-51 Centrex is another example of a retail service for which AT&T requests a discount.  As a competitive offering, CLECs resell Centrex at high volumes, taking advantage of the arbitrage opportunities presented by volume commitments.  Centrex equivalents, of course can be provided using Type A loops, or self‑supplied loops, together with CLEC switching.

5-52 Megalink and DEA services are currently used by competitors to terminate toll calls destined for the Companies' end‑users and to connect ISPs to the PSTN.  AT&T, Group Telecom and TELUS provide, in the Companies' territories, alternate high‑speed access services for both end‑users and ISPs.
  Further, direct connection and access tandem connection services have been specifically designed for the purpose of terminating competitors' toll calls to Companies' end‑users.  The Companies note that the approved rates for direct connections and access tandem connections incorporate the Commission's recognition that these services are necessary for competitors to terminate toll calls to Companies' end‑users.  Thus, DEA and Megalink services cannot be considered as necessary to terminate toll calls to the Companies' end‑users.

5.8
The Need for a Markup on Interconnection and Essential/Near‑Essential Services

5-53 The Companies' prices for the totality of their services must recover total costs.  This is done by pricing services in a way that recovers the costs causal to that service and makes a contribution to the Companies' fixed and common costs, including embedded costs. 

5-54 The need for a markup over incremental costs was explained in The Companies(CRTC)27Apr01‑802 PC.  As stated there, to be financially viable, every private‑sector enterprise must recover its total costs over the long run.  Further, suppliers of financial capital must perceive, in the short run, that the enterprise has a reasonable opportunity to recover its total costs.  In an industry where the sum of incremental costs, taken over all products and services, is less than a firm's total costs, prices will have to exceed incremental costs by a sufficient markup.

5-55 In a fully competitive market, the prices for various products, and hence the markups over incremental cost, are determined by market forces.  If the market for a firm's products is not fully competitive, as in the case of essential facilities, there is a requirement for regulatory constraints on price levels.  These regulatory constraints must strike a balance between a number of different, often conflicting, objectives.  These include allocative economic efficiency, or Ramsey pricing, which suggests that markups be inversely proportional to the price elasticity of demand.  This objective alone would imply a high markup on essential/near‑essential services, which are by definition, price inelastic.  However, other objectives have to be considered including creating conditions conducive to competitive entry.

5-56 Existing competitor services are priced at levels that include various levels of markups, as approved by the Commission.  Similarly, existing end‑user service prices have varying levels of markup, depending on market conditions and, where competition is still emerging, regulatory decisions.  These prices, and corresponding markups, provide the Companies with a reasonable opportunity to recover fixed and common costs, including embedded costs.

5-57 Prices including a markup over incremental costs are the appropriate prices to charge to competitors for essential/near‑essential services.  Dr. Taylor explains this in his rebuttal evidence, wherein he stated:

"…if a service or facility purchased by competitors is priced above incremental cost, the ILEC recovers contribution (price less incremental cost) from its provision of the service, just as it recovers contribution from the provision of other retail services.  Ultimately, all customers whose services ride on the ILEC's network ( ILEC retail customers and retail customers of those CLECs that use ILEC facilities ( should pay contribution to the ILEC to cover its shared fixed and common costs.  If this notion seems unfair to the CLEC, think of the ILEC as a hotel which has been required to lease its room to its competitors at incremental cost.  A large portion of hotel costs are fixed (with respect to guests) and common:  e.g., elevators, lobby, fountains, common rooms, gardens, grounds, etc.  If the hotel is filled with CLEC guests from which the hotel recovers only incremental costs, the ILEC will be unable to cover these costs.  More generally, if the hotel must recover its shared fixed and common costs from only its own retail customers, the fewer retail customers it has, the more of a competitive disadvantage it will face in the market.  The CLEC can resell the room to its end‑user customers without being burdened by the fixed and common costs associated with the hotel, while the management of Hotel ILEC must either recover these costs from its end‑user customers or close the place down." 

5-58 The size of the markup to be applied for essential services cannot, contrary to the general case for retail services, be determined in the market because by definition, these services must be supplied by the incumbent telephone company.  Traditionally, 25% has been used.  TELUS has provided evidence that in its case the right number to use is 34%.
  In Bell(TELUS)30Jun01‑4 PN 2000‑27, Bell Canada has shown that total functional operating expenses can only be recovered if, on average, service specific functional operating expenses are marked up by 26%.  That same interrogatory shows that for local loops, a very substantial markup is necessary to recover the difference between embedded and current costs.  Consequently, the Companies submit that a markup of 25% over incremental costs cannot be considered excessive for pricing of essential services.

5.9
The AT&T and Call‑Net Proposals Are Damaging to Facilities‑Based Competition and Promote Resale Instead

5-59 If competition is going to be effective in bringing quality services in the most cost effective manner possible, then it is crucial that regulation not prevent the competitive dynamic from playing out.  

5-60 For instance, if competitor A can supply an equivalent service to that provided by competitor B in a more efficient manner, then competitor A should be allowed to price its service in a manner to successfully compete with competitor B's service.  However, if competitor B is forced to price its service at a level below that which would allow it to recover its incremental costs and an acceptable markup, then competitor A may never attempt to compete with competitor B.  Thus, the efficiency that competitor A could bring to the market is lost by the regulation that controls competitor B's prices.  In this way, the pricing rules imposed on competitor B would be stifling the facilities‑based competitor.  This is not an academic situation.  As noted by Mr. Shoemaker, Group Telecom would be unable to compete if incumbents are required to offer services at substantial discounts as proposed by AT&T and Call‑Net.
  As wholesale services and the margins they provide are an important segment of Group Telecom's business, large mandated discounts would appear to be a fatal blow to Group Telecom's business strategy.

5-61 When non‑essential services are available in the retail market, and the market is open to competition, then the market is capable of setting prices.  If, however, regulation requires one of the competitors to price its services at cost plus, say, a 25% markup, then competition will not develop for that service unless a competitor considers that it can recover its underlying costs and an acceptable markup when competing against the regulated price.  The best course of action is to allow competition to develop on the basis of the retail price, and allow the competitive dynamic to find the market price.  The essential pricing rule should be reserved for essential services only.  

5-62 Whether a retail service is regulated to be priced at cost plus a pre‑defined markup, or is called an "essential" or "near‑essential" service and therefore, as a consequence, priced at cost plus the same pre‑defined markup, the implications are the same.  Because artificially lowering prices will discourage, or may even eliminate, facilities‑based competition, the very act of treating a non‑essential service as though it were essential will have the effect of making it look as though it were essential.

5-63 If the incumbent is required to price without markup, as Call‑Net suggests, or below cost as AT&T proposes, then competition will never develop for those services.  The AT&T and Call‑Net proposals would stifle competition for the broad range of retail services for which they seek a discount.  And yet, these are the very services that would be developed by competitors if the Commission were to continue its current course of promoting facilities‑based competition instead of allowing discounts.  

5-64 Under Call‑Net's proposal, all services purchased by a CLEC from a carrier would be priced at incremental cost, with a zero markup.  This would require a reduction of 20% for prices of essential and near‑essential services that are currently priced at cost plus a 25% markup, and of varying amounts (often considerably more) for retail services that happen to also be purchased by a carrier.  Even Call‑Net estimates the overall reduction to be in the 40% to 60% range.
  In turn, this would have two consequences.  First, the carrier would no longer be contributing to fixed and common costs.  To remain whole, the ILEC would have to increase its prices elsewhere, to end‑users.  Since the carrier would not be incurring fixed and common costs for this portion of the network (using the ILEC's network instead), it would have a competitive advantage in the end‑user market.  This advantage would not be due to greater efficiency or better performance on the part of the CLEC, but would merely be due to a regulatory‑imposed advantage.  The result may be that the most efficient carrier will in fact not be able to compete fully in the end‑user marketplace.   

5-65 The second consequence of Call‑Net's proposal is a general lowering of prices in the retail market.  This effect arises because the carrier would obtain at incremental cost the very end‑user services on which the ILEC must obtain a markup, if it is to remain in business.  The carrier's added costs of reselling such end‑user services, will likely be much less than the discount from retail prices that it would obtain.  Consequently, it will be able to lower end‑user prices, and the ILEC will have no choice but to follow or lose the customer.  In turn, this will drastically constrain the ILEC's ability to recover fixed and common costs, including embedded costs arising from the network needed to provide the services in question.  The ILEC's only alternative will be not to lower end‑user prices, losing market share and in turn still be precluded from recovering fixed and common costs, including embedded costs.  This compounds the competitive inequity of not requiring any contribution from services, whether essential or near‑essential or retail, purchased by a carrier.

5-66 Under AT&T's proposal, all services that CLECs purchase would receive a 70% reduction in rates.  This means that interconnection and essential/near‑essential services that are priced at cost plus 25% markup would be priced at 62.5% below costs.  Retail services, which would also receive a 70% reduction in the retail price, generally would be provided below incremental cost.  The consequences are extremely harmful.  Not only will there be competitive inequity, as discussed for the Call‑Net proposal, there will also be massive inefficiency.  The CLEC will be able to offer services at prices well below the costs to society as a whole of the resources required.  This in turn will lead to very significant waste since the value to customers will be deeply below the costs incurred.

5-67 By pricing services purchased by a CLEC below incremental cost, AT&T's proposal would lead to a cross‑subsidy from the ILEC to the CLEC, even according to the strict economic definition of cross‑subsidy.  As found on many occasions by the Commission, cross‑subsidies and viable competition are inconsistent.  Competition will never mature in these markets.

5-68 Both the Call‑Net and the AT&T proposals would have as an important effect to make competition based on resale of retail services more attractive than facilities‑based competition. 

5-69 As a result, a CLEC would shift its focus away from provisioning of competitive services through its own network and facilities, or from acquiring functionality from a wholesale carrier or other third‑party.  Instead, a CLEC will rationally choose to rely on the ILEC's service and product offerings.  Such resale is not conducive to adding value.  Instead, a CLEC's main function will be arbitrage.  Even this arbitrage function will not be in response to market conditions, as happens routinely in competitive markets.  Rather, it will be due to regulatory constraints, which may or may not lead to significant distortions in the marketplace.

5-70 The result will be that, instead of developing and implementing innovative new services, a CLEC will be satisfied to wait for an ILEC to develop new services, which the CLECs will then be able to resell at an explicit or implicit discount.  Similarly, a CLEC will have no incentive to improve efficiency and lower costs, except in the narrow area of retail marketing and sales functions.  Rather, it will be content to profit automatically from the productivity improvements of the ILEC.  Further, an unintended consequence would be that the CLECs, which have developed their business plans with a focus on facilities would be at a disadvantage.  As an example, Group Telecom is employing a business strategy focused on building facilities and serving wholesale retail customers, based on the framework established in Decision 97‑8.
  The incumbents too would have less incentive to invest and innovate given that the benefits of their innovation would be shared, at a discounted price, with their competitors.

5-71 By advantaging competition based on resale rather than on facilities, the AT&T and Call‑Net proposals will place a serious barrier to the development of truly competitive markets in local telephony.  Under a resale model, competitors will always be dependent on incumbents.  As a result, they may have difficulty in attracting financing and may prove to be not viable in the longer run.
 As well, competitors will have heightened incentives to try to constrain end‑user markets through regulatory action.  In particular, pricing actions that may be responsive to customer needs, but that may reduce competitors' arbitrage opportunities, may be fiercely resisted in regulatory fora. 

5.10
The AT&T and Call‑Net Proposals Would Result in Unsustainable Prices in the Broad Retail Market

5-72 The proposals to decrease prices paid by a CLEC to an ILEC for retail services could lead to a downward pricing spiral.  In turn, this would weaken all participants in the marketplace and, in the longer run, discourage new investment.

5-73 The AT&T competitor service pricing proposal combined with AT&T's imputation test proposals amounts to a request for a guaranteed margin.  For example, under AT&T's proposals a CLEC could obtain Centrex voice locals at a rate as low as $6.30 per local per month.
  AT&T could then resell this service to business end-users at a substantially discounted rate as a substitute for business primary exchange service (PES), since business PES is currently priced between $30 per month and $49.95 per month.
  It would be possible for a CLEC, therefore, to set the retail rate for the resold Centrex voice locals at levels below the ILECs' incremental cost of providing business PES which is surely well above the $6.30 rate that would be paid by competitors, but below the $30 to $49.95 retail price for business PES.  Under AT&T's imputation test proposals the ILECs would be precluded from lowering the business PES rates below their Phase II costs to meet the CLEC's price.  Therefore, the margin that would be guaranteed would be between the ILEC's Phase II cost and the CLEC's direct cost of acquiring the service from the ILEC.

5-74 Both Call‑Net and AT&T claim that their proposals are intended to help them achieve financial viability.  According to them, the resulting increased margins between the new lower prices a CLEC pays for wholesale services and the current prices it charges end‑users, are intended to enable them to improve profitability, rather than to use the increased margins to reduce end‑user prices.

5-75 Previous experience suggests otherwise.  For example, pursuant to Decision 92‑12, introducing competition in the long distance market, prices fell precipitously.  While much of this decrease was due to general reductions in contribution rates, resulting from rate rebalancing, long distance price reductions started long before that program was implemented.  Indeed, vigorous price competition began almost as soon as new entrants could turn up service.  This is not irrational behavior.  Rather, it is the recognition on the part of one market participant that it can improve its financial position by winning new customers at the expense of a lower price.  However, experience has shown that once the ball starts rolling downhill, it is difficult to make it stop before it reaches the bottom of the hill.

5-76 In this context, it is interesting to observe Unitel's business plan, filed as part of its evidence in the proceeding leading up to Decision 92‑12.  That business plan assumed that incumbents' prices would stay roughly constant over a fifteen‑year period, and that new entrants would offer a modest discount relative to incumbents' prices.  As it turned out, despite its stated intentions not to have significant price decreases, Unitel could not control the workings of a competitive market.  With a number of new entrants vying to acquire critical mass, acquiring market share became very important, even if doing so entailed large price decreases and negative net income.

5-77 Pricing, as a marketing tool, is as important in the competition for local services as it is for long distance services.  Accordingly, new entrants can be expected, here as well, to aggressively lower prices for local telephony, in an attempt to acquire a critical mass of customers.  Even if no CLEC intends to do so at present, the pressures will be very great and irresistable.  With a number of competitors in the local market, it will take just one to start a price war, and the others will feel obliged to follow.  Even in difficult times, a company can start a price war with the expectation that it would be able to gain customers by lowering prices.  They can do this because they would have such large margins, if they were granted discounts that they requested.

5-78 It is apparent from their testimony that Group Telecom's panel recognizes the potential for this to happen in the marketplace:

"I mean clearly, if carriers can access the carrier segment at a steep discount and there are a substantial number of items in the carrier segment that are retail, then carriers will have an incentive to resell those at below the retail tariffed rates."

5-79 In oral testimony Group Telecom further elaborated on the impact of such practices on the long‑term viability of facilities‑based entrants:

"I think it would obviously impact to the value of our network asset as it would impact to the ability for us to return the cost of that network through the sale of wholesale elements.

I think it would also have a very negative impact on our ability to penetrate and sell at cost‑effective levels into the local access market, as I think it would have an obvious downward pressure on pricing and push the pricing for those local voice lines down below levels where it is profitable to essentially return a positive level of return on those at those price levels."

5-80 The result of a price war in local telephony may well be that margins for CLECs, rather than increasing as Call‑Net and AT&T hope, instead will shrink. 

5-81 The consequences will also be negative for ILECs, much more so than Call‑Net and AT&T suggest.  Indeed, AT&T quantifies the impact of its proposal on ILECs by merely multiplying the size of the discounts it proposes by the amount of revenues to which the discount applies.  It does not take into account the decrease in end‑user prices, described above, or market share losses fueled by not sufficiently narrowing the price gap with the CLECs, which could have a revenue impact several times as large as the direct impact of the discounts to CLECs.

5-82 Because the competitors compete with the incumbents for the very same retail services for which AT&T and Call‑Net are seeking discounts, the larger the size of the market in relation to competitors' purchases, the greater the impact on ILECs due to decreases in end‑user prices or market share losses.  The total revenues associated with the services for which AT&T and Call‑Net are requesting massive discounts is five times the revenues generated by competitors' use of these services, as shown in the chart below.  AT&T estimated that the direct impact on the ILECs, i.e., the "reprice" impact alone is $575M.  Given the large proportion of retail services purchased by retail customers, the second and third order impacts, i.e., decrease in end‑user prices or market share losses, could easily be multiples of the first order effect of $575M.
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5.11
Call‑Net's Proposal for Unbundled Loop Service Charge Waiver Amounts to an Extreme Subsidy

5-83 Call‑Net also proposes that service charges associated with the provision of unbundled loops for residential customers - per order charges, per loop charges and loop selection charges - should be waived.
  Call‑Net stated that waiving these charges is necessary in order to "jumpstart" local competition in the residential market and to lower the costs of customer acquisition.

5-84 Call‑Net acknowledges that the ILECs incur costs in transferring a residential local loop to a CLEC.
  The provision of loops to Call‑Net's residential customers free of charge would constitute a subsidy flowing from the ILECs to the CLECs. 

5-85 Call‑Net's proposal would provide incentives for uneconomic entry and compromise economic efficiency by sending incorrect price signals to the market place.  Dr. Taylor explains this in his rebuttal evidence prepared for the Companies, wherein he stated:

"The cited benefits are illusory.  The subsidy requested would not reduce customer acquisition costs; those costs remain the same because the activity of ordering unbundled loops still generates the same real incremental costs.  All that changes is that the CLEC and its customers would no longer be required to pay for those costs.  Under the proposal, ILECs would have to cover the non‑recurring costs of setting up loops both for their customers and for their competitors' customers.  Such an asymmetric rule presents a clear incentive for uneconomic entry:  under the plan, a CLEC would not incur the full costs its acquisition of a customer entailed, and CLECs otherwise marginally too inefficient to compete would, by virtue of the subsidy, find it profitable to enter the market.  In addition, the fact that the CLECs' cost of ordering services and facilities would be exactly zero would change CLEC ordering and marketing behavior radically.  When something is free, customers consume it until satiation (i.e., until their marginal utility of consumption falls to zero), and their behavior is thus difficult to predict and far from efficient.  It's a different crowd at the Wednesday night All‑You‑Can‑Eat fried clam buffet."
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