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PUBLIC NOTICE CRTC 2001-37

PRICE CAP REVIEW AND RELATED ISSUES

ARGUMENT OF 

DISTRIBUTEL COMMUNICATIONS LIMITED

Filed: October 22, 2001

1. In accordance with the procedures set out in Public Notice CRTC 2001-37 Price Cap Review and Related Issues (the Public Notice), as amended by the Commission’s letter of October 11, 2001, Distributel Communications Limited (Distributel) hereby files its final argument in the proceeding.

Summary of Distributel’s Position

2. In its Evidence, filed on August 20, 2001, Distributel provided its views on three specific issues raised by the Commission in the Public Notice.  These relate to the appropriate classification and treatment of Competitor Services under the price cap regime.


3. In paragraph 19 of its Public Notice the Commission sought proposals with regard to the elements of the new price cap regime, including:


-
the definition of capped and uncapped services; and


-
the service basket structure.


4. In paragraph 22 the Commission specifically invited proposals on any changes to the current treatment of Competitor Service rates:


22.
Under the current regulatory regime, Utility segment competitor services are excluded from the capped services basket.  In Decision 97-9, the Commission determined that rates for competitor services should be based on Phase II costs, plus an approved mark-up to contribute to fixed and common costs of the telephone companies.  Rates for these services are subject to change only upon application by the telephone companies, competitors, or through a proceeding initiated by the Commission.  The Commission invites proposals on any changes to the current treatment of Utility segment competitor service rates that parties might consider appropriate.



5. A considerable amount of attention in this proceeding has been paid to the appropriate treatment of Competitor Services.  In addition to Distributel, AT&T Canada, Call-Net and RCI have all made proposals to alter the current regulatory treatment of these services.  While all of these proposals are different, they do have a common theme.  These parties all agree that too few services are currently classified as Competitor Services and that the rates for these services are generally too high.  This has had a dampening effect on the development of competition in Canada, placing competitors in a price squeeze between the higher-priced Competitor Service inputs obtained from the ILECs and the targeted retail price reductions that the ILECs have instituted in markets where they face competition.


6. While one of the goals of the Commission in the first price cap plan was to protect competitors from anti-competitive conduct of this nature, the structure of the initial plan has in fact allowed the ILECs to “game” the system in this manner.


7. As pointed out by Distributel in its Evidence, lack of checks and balances under the first price cap plan has also led to the misclassification of some services that should have been treated as Competitor Services.  A case in point is the treatment of Centrex tie trunk terminations which are predominantly used by competitors – but which have hitherto been misclassified as an uncapped service.  This misclassification has permitted Bell Canada to charge Distributel excessive rates for this service, causing Distributel to pay millions of dollars more than it should have paid if the service had been properly classified.


8. Additional safeguards are therefore required to ensure that all services qualifying for status as Competitor Services are in fact treated as such.  In particular there is a need to review on an on-going basis the appropriate classification of underlying services and facilities used by competitors in order to ensure that the misclassification of Centrex tie trunk service is not repeated with other services.


9. In addition, reforms are required to ensure that productivity improvements are not all targeted into rate reductions for the ILECs’ own retail services in areas where they face competition.  Users of Competitor Services are also entitled to benefit from these cost savings.  In order to ensure that this is the case, the basket of Competitor Services must be made subject to the price cap constraint in the second price cap plan, and the “going in” rates for all Competitor Services should be set at Phase II cost plus an appropriate mark-up.  For services like Centrex tie trunk service, that has previously been misclassified as an uncapped service, immediate steps must be taken to determine the Phase II costs of these services and to lower their rates accordingly.  Distributel also agrees with Call-Net that the mark-up on Phase II costs of Competitor Services is currently too high at 25% of incremental costs.  As discussed further below, Distributel believes that a lower mark-up would be appropriate and would help to sustain a viable competitive environment.


10. In Distributel’s view, these are the minimum steps that must be taken to reform the treatment of Competitor Services in the second price cap period.


11. In addition to these minimum steps, Distributel would support the broadening of the definition of Competitor Services along the lines suggested by AT&T Canada and Call-Net in this proceeding.  However, Distributel strongly rejects Call-Net’s and AT&T’s proposals to limit any rate relief in respect of Competitor Services to Canadian carriers – especially in the long distance and Internet markets where resellers and IXCs have historically had access to underlying ILEC facilities (such as trunk-side access) on equal and non-discriminatory terms.  To single out Canadian carriers for special treatment at this stage in the evolution of these competitive market segments would be highly discriminatory and would actually reduce the level of competition in these markets in contravention of the telecommunications policy objectives in section 7 of the Telecommunications Act.


12. Finally, Distributel would also support the proposal of RCI to subject all services in the Other Capped Services basket to the price cap index.  Local competition has not developed in the manner envisaged in Decision 97-9 and the ILECs continue to be the only source for many of the services included in this basket.  The current regime permits rates for services in this basket to rise at the rate of inflation and does not require the productivity offset to be specifically applied to these services.  This means that the prices paid for these services can continue to rise while the ILECs’ underlying costs fall.  Until such time as local competition develops, and viable alternative suppliers are available, all services in this basket should be made subject to the price cap index.  Absent this kind of regulatory constraint, there is no way for the Commission to ensure that the requirements of section 27(1) of the Telecommunications Act are satisfied.  When individual services become subject to sufficient competition to warrant deregulation, the Commission can forbear from regulating them on a case by case basis.


Existing Regime for Competitor Services


13. In Decision 97-9, Price Cap Regulation and Related Issues, the Commission recognized the need to continue to regulate the provision of the utility segment “bottleneck” services used by the ILECs’ competitors.  It was generally acknowledged that the ILECs had the capability to “price squeeze” competitors through their control of both retail and essential/bottleneck services pricing.  Recognition of this possibility led the Commission to establish a separate service basket for Competitor Services.


14. However, this basket of Competitor Services was excluded from application of the price cap index.  Although Stentor had proposed that Competitor Services be made subject to the price cap index, the Commission ultimately adopted Telus’ proposal to price Competitor Services at Phase II costs plus an approved mark-up, which the Commission established at 25%.  The Commission sought to protect competitors by stipulating that the rates for these services could only be changed on application by an ILEC or a competitor or on the Commission’s own notion.


15. In Telecom Decision CRTC 98-2, Implementation of Price Cap Regulation and Related Issues (5 March 1998), the Commission established the criteria for inclusion of a service in the Competitor Service basket.  The Commission noted that "... the assignment of Competitor Services ... is generally premised on whether the service in question is in the nature of an essential service and/or is primarily used by telecommunications service providers."  (paragraph 504)


16. In hindsight, this protective regime has not worked in the manner envisaged by the Commission.  In fact, it has worked in quite the opposite manner, permitting the ILECs to keep the price for many Competitor Services at the level established some four years ago, while permitting them to drop the price of their own retail services in areas where they face competition.  While the resulting price squeeze is not as severe as it would be in an unregulated environment, it is nonetheless significant for competitors.


17. The impact on competitors has been greater than it might otherwise have been because of the considerable pricing flexibility afforded to the ILECs under the initial price cap plan.  The rules have in essence permitted the ILECs to accumulate cost savings across the breadth of the Utility segment services they offer (including Competitor, Other Capped, Uncapped and Residential services) and to apply these savings in a targeted manner focusing on the more limited subset of services where they face some competition or anticipate competitive entry.  The ILECs’ ability to marshall all of these cost savings and to apply them in a targeted manner, while keeping the level of many Competitor Services constant, has had precisely the opposite effect to what the Commission had hoped to achieve.


18. This result is also contrary to the policy objective embodied in section 7(c) of the Telecommunications Act:  “to enhance the efficiency and competitiveness, at the national and international levels, of Canadian telecommunications.”


19. In addition to these structural problems with the initial price cap plan’s treatment of Competitor Services, the initial plan lacked a mechanism for ensuring that all services qualifying for treatment as Competitor Services actually get properly classified during the term of the plan.


20. As indicated above, the Commission’s criteria for Competitor Services is “…generally premised on whether the service in question is in the nature of an essential service and/or is primarily used by telecommunications service providers.”  (Telecom Decision CRTC 98-2, Implementation of Price Cap Regulation and Related Issues, paragraph 504)


21. Evidence filed in this proceeding establishes that Centrex tie trunk terminations are primarily used by telecommunications service providers.  Specifically, Bell Canada has indicated that telecommunications service providers are responsible for 78% of its revenues from the provision of Centrex tie trunk terminations.
  (The Companies(Distributel)26Jun01 – 1 PC Supplemental (13 August 2001))  This evidence, which has not previously been provided to the Commission, clearly indicates that Centrex tie trunk terminations are primarily used by telecommunications service providers and should, therefore, be classified as a "Competitor Service".


22. However, since the inception of the first price cap plan, Centrex tie trunk terminations have been classified as an Uncapped Service.  Rates for this service have not been subject to the price constraints placed on Competitor Services and ILECs have therefore been permitted to “maximize contribution” from this service.


23. For a competing telecommunications service provider, such as Distributel, for whom Centrex tie trunk terminations currently comprise over 19% of its total cost of services sold, the reclassification of this service as a Competitor Service would reduce its overall telecommunications service costs by at least 13%.  These amounts are extremely significant, particularly in the current highly competitive long distance marketplace.


24. The inequity of this situation underscores the need to put in place new safeguards to ensure that all services that qualify as Competitor Services are properly classified both at the outset of the plan and on an on-going basis.


Proposals for Reform


25. The ILECs have generally favoured maintenance of the status quo for Competitor Services and have failed to address the issue of what the criteria for classification of Competitor Services should be.  (Telus Evidence, paragraph 41; Bell et al Evidence, paragraphs 6-92 – 6-97; The Companies(Distributel)26Jun01-1A) PC)  In Distributel’s view, this position is not tenable given the problems experienced during the initial price cap regime.  On the other hand, the ILECs’ position is 


understandable given the competitive advantage they have enjoyed under the existing regime.


26. AT&T Canada and Call-Net have both proposed a significant expansion of Competitor Services to encompass all ILEC services and facilities used by them to provide telecommunications services to the public, without reference to any other selection criteria.  (AT&T Evidence, paragraphs 5-6; Call-Net Evidence, paragraph 133)


27. These companies have also proposed significant rate reductions for these services.  In Call-Net’s case, this has included the elimination of any mark-up over Phase II incremental costs for Competitor Services, and the elimination of service charges associated with unbundled loops for residential customers.  (Call-Net Evidence, paragraphs 135 and 161)  In AT&T’s case, Competitor Services would be re-priced, based on AT&T Canada’s calculation of the cost of ILECs providing these services to themselves on an internal basis.  (AT&T Canada Evidence, pages 33-36)


28. For its part, RCI has proposed applying the price cap index to each of the services included in the Competitor Services basket to ensure that competitors also benefit from the company-side productivity gains achieved by the ILECs over the term of the second price cap plan.  (RCI Evidence, paragraphs 35-39)


29. RCI has also proposed the same treatment for Other Capped Services:


As well as acquiring services from the Competitor Services category, competitors require a number of services from the incumbents from the “Other Capped Services” category.  These are local high-speed facilities and services that are becoming more competitive over time but are still not generally available from competitors.  Because these services are used as inputs by competitors, the incumbents have concentrated almost all of their price reductions on business local services with limited reductions to rates for Other Capped Services during the previous four years of the price cap regime.  The impact of these rate changes for the competitors will vary depending on the services purchased.  RCI considers it appropriate that these rates also be reduced by the amount of the productivity offset to reflect the 

          lower cost incurred by the phone company in producing these                facilities and services. 

(RCI Evidence, at paragraph 38)

30. 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.  Therefore, at a minimum, the Commission must ensure that prices for these services accurately reflect Phase II costs and benefit equitably from the cost reductions inherent in the price cap plan.


31. Distributel also supports Call-Net’s proposal to lower the 25% mark-up on Competitor Services that the ILECs currently enjoy.  The high level of profitability enjoyed by the ILECs during the past four years under the initial price cap plan, coupled with the demise of a number of new entrants, points to the fact that the existing mark-up may be either too high or entirely unnecessary.  Distributel notes in this regard that the Commission has not always permitted this type of mark-up for Competitor Services.  Indeed, in Telecom Decision CRTC 92-12, Competition in the Provision of Public Long Distance Voice Telephone Services and Related Resale and Sharing Issues, the Commission expressly rejected any mark-up on long distance access facilities:


Given that, under the contribution process, IXCs would be explicitly contributing substantial amounts to the recovery of Access and Common category costs, new tariffs for facilities and services required for equivalent access shall not include a mark-up.

(Telecom Decision CRTC 92-12, at page 136)


These long distance access facilities are some of the same service elements that are included in the Competitor Services basket and now bear a 25% mark-up.


The Need for Non-Discriminatory Access to Competitor Services


32. Both AT&T and Call-Net have proposed to restrict access to Competitor Services at lower “wholesale” prices to “Canadian carriers” (AT&T Evidence, paragraph 5-15; Call-Net Evidence, paragraph 145).  Call-Net has acknowledged that this will have the effect of preventing resellers from having access to Competitor Services at these lower rates:


Call-Net suggests that only Canadian carriers should be eligible to purchase services from the ILECs’ CS.  In so doing, the Commission can ensure that retail customers do not avail themselves of these offerings.  Call-Net acknowledges that the consequence of this approach is that non-Canadian carriers such as foreign-owned resellers will not be eligible to purchase services from the CS.  In that regard, Call-Net notes that it has long advocated the elimination of foreign ownership restrictions.  Call-Net submits that the Commission should limit this offering to Canadian carriers, but should also call on the government to amend the Act to eliminate the ownership restrictions so that all companies, foreign or domestic, are able to employ a blend of owned and leased facilities.

(Call-Net Evidence, paragraph 145)

33. Distributel would note at the outset that it is not just “foreign-owned resellers” that would be excluded.  Canadian-owned resellers, such as Distributel, would also be excluded.  This could have a devastating impact on resellers and would lead to less competition in all market segments.  It is not difficult to understand that if facilities-based carriers can acquire underlying services and facilities from ILECs at 25% to 70% below the price paid by resellers for the same 

services and facilities (based on Call-Net’s and AT&T’s proposals), resellers will be driven from the market in short order.


34. Since Call-Net’s and AT&T’s proposals are ostensibly designed to increase competition, this would be entirely counter-productive.  It would also be highly discriminatory in market segments such as the long distance and Internet markets where resellers and facilities-based carriers have been permitted to compete on an equal basis for many years.


35. While it is true that a limited number of services in the Competitor Services basket have been restricted by tariff to certain types of carriers such as CLECs and wireless carriers, who must be facilities-based, this is not the case for the long distance carrier access tariff (CAT) or many other service elements in the Competitor Services basket.


36. For example, as early as 1993, the Commission rejected arguments advanced by Unitel (AT&T Canada’s predecessor) to restrict trunk-side access to facilities-based carriers.  In doing so, the Commission expressly recognized the important role played by resellers in the Canadian telecommunications market:


In Decision 92-12, the Commission rejected duopoly in the provision of public long distance voice services in favour of a dynamic market structure.  The Commission emphasized the importance of having both facilities-based competitors and resellers in the market, noting that resellers complement facilities-based competition by providing price discipline, ensuring greater responsiveness and serving niche markets.


(Telecom Decision CRTC 93-8, Trunk-side Access by Resellers to the Public Switched Telephone Network, at page 3)

37. At the same time, the Commission rejected the arguments advanced by Unitel respecting access by foreign-owned resellers to these services:


The Commission does not agree that, with trunk-side access, a U.S.-based carrier operating in Canada as a reseller would be operating as if it owned its own Canadian transmission facilities.  Rather, it is the Commission’s view that IXCs have a cost advantage with regard to facilities vis-à-vis any reseller, whether Canadian or non-Canadian.  Further, while foreign-affiliated resellers may obtain some benefit through access to sophisticated network databases and intelligent network platforms, that access would provide an advantage only if those resellers were able to access such technology at a lower cost than Canadian market participants can access comparable technology.

In addition, the Commission notes that investment in transmission facilities in Canada, whether by resellers or others, must comply with Canadian ownership and other requirements.

(Telecom Decision CRTC 93-8, at pages 5-6)

38. The Commission’s reasoning in 1993 holds true in 2001.  Resellers like Distributel continue to provide innovative telecommunications services to Canadians using facilities leased from Canadian carriers.  There is no need to begin discriminating against resellers now.  To do so would reduce competition in contravention of the policy objective in section 7(c) of the Telecommunications Act and would be extremely inequitable for companies like Distributel that have built businesses over the past decade based on non-discriminatory access to ILEC facilities.


39. The harm caused by AT&T’s and Call-Net’s proposed restriction would extend far beyond line-side or trunk-side access for long distance services, since their proposals for a broader Competitor Services basket would include all of the competitive inputs that they obtain from the ILECs.  This means that resellers of Internet services and innovative data services would also suffer competitive harm 

since they rely on many of these same service inputs to provide their services to Canadians.


40. Therefore, while Distributel supports the principle of expanding the range of Competitor Services, and reducing the price of these services, such services and facilities must be made available on a non-discriminatory basis to all telecommunications service providers.


Distributel’s Proposal


41. Distributel is proposing the implementation of a simple mechanism which would  ensure that all services qualifying for treatment as Competitor Services actually get properly classified.


42. Distributel's proposal takes as its starting point the following basic criteria which were set out by the Commission in Decision 98-2 for classifying Competitor Services: "… the assignment of Competitor Services … is generally premised on whether the service is question is in the nature of an essential service and/or is primarily used by telecommunications service providers."  (paragraph 504)

43. Although the Commission did not define the word "primarily" in Decision 98-2, both common understanding of the term and dictionary definitions establish that "primary" is synonymous with "of the first importance", "chief" and "predominant".

44. It follows that a service is "primarily used by telecommunications service providers" if TSPs are the "chief" or "predominant" users or the users "of first importance".

45. Distributel is concerned that at least one of the Utility segment services it uses to provide its telecommunications services to the public, namely Centrex tie trunk termination service, meets the criteria for Competitor Services but is currently misclassified as an Uncapped service. As a result, rates for the service substantially exceed appropriate pro-competitive levels.

46. In response to interrogatories posed by Distributel, Bell Canada has acknowledged that telecommunications service providers are responsible for 78% of its revenues from the provision of Centrex tie trunk terminations.
  (The Companies(Distributel)26Jun01 –1 PC Supplemental (13 August 2001))  In light of this revelation, it is clear that Centrex tie trunk termination service is used “primarily” by telecommunications service providers and that this service should have been classified and regulated as a Competitor service.

47. Evidence on the record in this proceeding also clearly demonstrates that the misclassification of Centrex tie trunk termination service has had, and continues to have, significant negative financial implications for competing telecommunications service providers.   Distributel, for example, estimates that its costs of services sold would decline by at least 13% if the rates for Bell Canada's Centrex tie trunk termination service were set at cost-based levels.  These amounts are extremely important, particularly in the currently highly competitive long distance marketplace.

48. The information concerning use of Bell Canada's Centrex tie trunk termination service calls into question the extent to which other services and service components are primarily used by telecommunications service providers, yet are misclassified as Uncapped Services  -- with significant negative financial ramifications for individual competitors as well as competition generally in telecommunications markets.

49. In order to address the evident competitive inequities that result from misclassification of Competitor Services, Distributel proposes that some relatively simple safeguards be implemented.

50. Specifically, Distributel proposes that the ILECs be required to review, every six months, for each service element provided to a competitor that is not already classified as a Competitor Service, the percentage of revenues that is derived from the provision of that service element to competing telecommunications service providers.  Distributel understands that this can be accomplished through extractions from the ILECs' databases, as was done in response to The Companies(Distributel)26Jun01 – 1 PC.

51. The ILECs would be required to file with the Commission a list of all services provided to competitors which are not classified as Competitor Services, for which the percentage of revenues from telecommunications service providers exceeds 25%.  The ILECs would also be required to show cause why the treatment of these services as Competitor Services is not appropriate.  Where such cause is not established, a proceeding would be initiated to establish cost-based rates for the services in question.  Finally, for services such as Centrex tie trunk termination service, where the evidence establishes that telecommunications service providers account for more than 50% of ILEC revenues, rates should be made interim immediately, pending the establishment of appropriate cost-based rates.

52. Distributel's proposal recognizes that the 25% threshold is not conclusive.  It may be that in a particular situation there is a class of customers (eg. banks or governments) who generate an even greater percentage of the total revenues for a service than TSPs.  In such a case, the service may not be primarily used by TSPs.

53. By contrast, a 50% threshold would be conclusive.  If TSPs are responsible for 50% or more of the revenue from a particular service element, there can be no other group of customers who generate more.  This would be the case for Bell Canada's Centrex tie trunk termination service, for which TSPs currently generate more than 78% of total revenues.  However, a 50% threshold could exclude many situations where a service should properly be classified as a Competitor Service because TSPs are the primary users.

54. Distributel believes that a 25% threshold is reasonable.  As a reference point, it is useful to note that current telephone company revenues from the Competitor Service category as a whole comprise only about 2% of overall telephone company revenues.  (The Companies(Distributel)26Jun01-1b) PC)  Where revenues for a service from competitors reach 25%, the service is clearly relevant to competitors.  Moreover, as noted above, the ILECs could rebut the presumption by identifying any services for which satisfaction of the 25% threshold does not correspond to primary use.

55. In Distributel's view, implementation of this stream-lined mechanism for periodically reviewing service classifications throughout the price cap period is essential to ensuring that services used primarily by competitors are subject to the pricing constraints necessary to protect and promote a competitive marketplace.  It is well-recognized that cost-based rate regulation of services used by competitors is necessary to protect against anti-competitive price squeezing by the ILECs.  Distributel's proposal is an essential element of ensuring that this requirement will be satisfied.


Conclusion


56. The classification and treatment of Competitor Services has emerged as an important issue in this proceeding as evidenced by the number of proposals for reform that have been advanced.


57. For a company like Distributel, that relies on underlying services provided by Bell Canada, it is of vital importance to ensure that access to these services is available at a reasonable price.  The misclassification of Centrex tie trunk service as an Uncapped Service during the initial price cap plan has cost Distributel millions of dollars in extra costs that it should not have had to pay.  This example highlights the need not only to initially classify Competitor Services correctly – but also to review the appropriate service classification over time.  Distributel supports the proposals of other parties, such as Call-Net and AT&T to broaden the scope of services eligible for treatment as Competitor Services provided that the additional services and facilities are made available to all telecommunications service providers on a non-discriminatory basis.  


58. As discussed by a number of parties to this proceeding, including Distributel, it is also important for the Commission to carefully review the pricing of Competitor Services to ensure that they are truly cost-based.  This should include a review of the necessity for a 25% mark-up over Phase II incremental costs.  Distributel supports the reduction or elimination of this mark-up in the second price cap plan.


59. Finally, Distributel urges the Commission to apply the price cap index to Competitor Services in a manner that passes on a fair share of efficiency gains to competitors in the form of lower prices.

60. All of which is respectfully submitted by Distributel Communications Limited.
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