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APPENDIX B

COMPETITORS SUBSIDIZATION OF FORMER MONOPOLIES

1. Over the course of the first price cap period, the CRTC allowed the former monopolies to

charge inflated rates for services required by competitors to provide customers with

competitive alternatives.  The CRTC's pricing policies for Competitor Services and

contribution policies, in this regard, helped undermine rather than promote local

competition.  Aided by the windfall subsidies paid by competitors, the former monopolies

were able to achieve record Utility segment1 earnings during the first price cap period.

2. The following examples illustrate the negative consequences to competitors of inflated

charges for purportedly "cost-based" services and the regulatory delays involved in

revising rates in such cases.  These include reductions in the rates for direct connect (DC)

switching and aggregation service, 800/toll-free database dips and unbundled local loops

and related service charges mandated after CRTC review.  In each of these cases,

however, the rate reductions, once finally implemented, were long overdue relative to the

actual cost and the competitors' initial requests for reductions to these charges.  With one

exception, no reimbursement of earlier overpayments was provided to competitors, and in

the case of 800/toll free database service, only a partial reimbursement.

3. In Telecom Decision CRTC 2002-34 (Decision 2002-34), the CRTC ordered the former

monopolies to update their cost estimates for access tandem (AT) switching and

aggregation service.  The impact on competitors of inflated AT service pricing is also

discussed.

4. The regulatory delays associated with the implementation of the rate reductions, all of

which were significant in magnitude, effectively forced competitors to unfairly and

                                                
1 The incumbent telephone companies' Utility segment businesses are comprised of residence and business basic

local telephone service, local optional services (such as voice mail and call display), and pay telephone, along
with a variety of more specialized access and local transport services provided to larger businesses as well as
competitors.  In addition, a basket of designated "competitor services" deemed essential or near essential in the
provision of local services is also included within the Utility segment.  A list of each incumbent's Utility
segment services is provided in Appendices 1 and 2 of Telecom Decision CRTC 2002-34, Regulatory
Framework for the Second Price Cap Period, 30 May 2002.
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unnecessarily subsidize the former monopoly telephone companies.  The same applies, to

an even greater degree, in the case of the long overdue changes to the explicit

contribution regime put in place to provide an explicit subsidy for the former monopoly

telephone companies.2

5. Table B1 provides a summary of the known $860M overpayment competitors made to

the former monopolies over the course of the last four and a half years (first price cap

period.  These excessive subsidy payments placed an unnecessary and, indeed, crippling

burden on competitors while, in stark contrast, the former monopolies generated record

Utility segment.

6. It is important to note that the competitor services examples discussed in this appendix

are not exceptions.  Firstly, the former monopolies have an economic incentive to

overstate the cost of services they provide to competitors.  Secondly, in an industry

characterized by rapidly declining costs, the costs of services purchased by competitors

from the incumbents should have been expected to significantly decline over the last four

or five years.  However, under the first price cap regime there was no automatic

mechanism in place to ensure that this would occur.

                                                
2 The replacement of the former long distance service based contribution regime with a revenue-based

contribution regime that was implemented effective 2001 as a result of Telecom Decision CRTC 2000-745,
Changes to the contribution regime, 30 November 2000.



- 3 -

Table B1

Summary of Competitor Subsidization of Former Monopolies  -

January 1998 to June 2002

Item Overpayment
($M)

Switching & Aggregation:
- Direct Connect (DC) charges
- Access Tandem (AT) charges

254
79

Toll-free (800) Database Dip charges 18
Local Loop and related service charges 12
Contribution (explicit subsidy) charges 500
Total $862

7. In its press briefings following the release of Decision 2002-34,3 the CRTC suggested

that competitor service rate reductions implemented during the first price cap period

combined with the recent changes to the contribution regime changes should be

considered jointly with the competitor services price reductions specifically included in

the Decision.  In fact, the CRTC has suggested that earlier rate and contribution changes

reduced competitor payments to the former monopolies, on average, by about 20%,

which when combined with the price changes implemented in Decision 2002-34 total

35% to 40%.4  While the basis for these estimates were not provided by the Commission,

its perspective on these rate and contribution changes ignores the lengthy delays in

bringing about the changes as well as the fact that there was no retroactive reimbursement

of the overpayments that were paid by competitors prior to the changes being

implemented.

8. Each of the above-noted rate changes along with the changes in the contribution regime

are discussed in more detail:

                                                
3 BMO Nesbitt Burns Telecom Research Conference Call, briefing provided by CRTC Vice-Chairman,

David Colville, 31 May 2002.
4 The competitor service rate changes implemented during the price cap period that appear to have included in

this calculation are; DC, local loop and related service charges and 800/toll-free dip rate reductions.
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Direct Connect (DC)

- DC Rate set at 0.7 cents per minute: April 1997
- First competitor appeal:  June 1997
- CRTC approved reduction to 0.3 cents: March 2000
- CRTC approved further reduction: May 2002
- Total average price reduction: 78% (Interim)5

- Regulatory delay: 2 3/4 to 5 years

9. DC service charges were initiated by the CRTC at 0.7 cents per minute in April 1997.6

Later that same year, AT&T Canada and Call-Net filed a review and vary application to

have the rate significantly reduced.  The CRTC eventually approved a reduced DC rate of

0.3 cents per minute effective March 2000, recognizing the costs of providing the service

were well below 0.7 cents and, indeed, well below 0.3 cents per minute.7  Nevertheless,

competitors were not offered any retroactive reimbursement for the obvious

overpayments of DC charges prior to March 2000.  Indeed, the former monopolies' cost

studies at the time showed that the estimated per minute cost of direct connect service

was in fact well below 0.3 cents (even as low as 0.11 cents in Bell Canada's case).8  In

contrast, the CRTC allowed the former monopolies to recover roughly 50% of their lost

revenues resulting from the DC rate reduction through an exogenous factor price cap

index adjustment, thereby allowing the former monopolies to recover roughly $120

million on an annual basis due to the ordered reduction in the DC charge.9

10. More than two years later, in Decision 2002-34, the CRTC finally ruled that DC rates

should be reduced to estimated cost levels plus a 15% mark-up effective June 1, 2002.10

Since the existing DC cost studies are dated (i.e., close to 3-years old), however, new cost

                                                
5 The first reduction in the DC rate in March 2000 dropped the charge from 0.7 to 0.3 cents per minute, or 57%,

for all of the incumbent telephone companies.  In Decision 2002-34, the telephone company rates were further
reduced on an interim basis to cost plus 15% (as set out in paragraph 234 of the Decision).  The weighted
average further reduction in the DC rates, based on AT&T Canada' usage, is 48%.  The total rate reduction
comes to 78%.

6 Telecom Decision CRTC 97-6, Unbundled Rates to Provide Equal Access, 10 April 1997.
7 CRTC Letter Decision, 9 March 2000.
8 See Bell Canada, Review and Vary Application, March 17, 2000, page 24.  See also Decision 2002-34,

paragraph 234.  Note that the rates listed in the paragraph include a 15% mark-up.
9 CRTC Letter Decision, 16 May 2000.
10 This effectively set the pricing of DC service for the first time on the same basis as other competitor services  --

i.e., on the basis of estimated costs plus the same mark-up applied to most other competitor services.
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studies are required before final revised DC rates are set.  One thing is clear, however  --

competitors have overpaid the former monopolies for direct connect service for years

and, in doing so, have provided unnecessary and unwarranted subsidies to the former

monopolies over and above those paid through the explicit long distance contribution

regime established for this purpose.

11. On an annualized basis, the DC rate reduction from 0.7 to 0.3 cents per minute decreased

AT&T Canada and Call-Net's combined DC payments by roughly $75 million.11  This

implies that AT&T Canada and Call-Net alone were over charged by up to $163 million

in 1998, 1999 and the first two months of 2000.12  This $163M overpayment is even

understated, since the cost of the incumbents' DC service is lower still.  An assumption

that the weighted average DC cost is in the order of 0.16 cents per minute13 implies that

AT&T Canada and Call-Net overpaid by up to an additional $26 million annually or

roughly $115 million over the course of the first price cap period, including the first five

months of 2002.  Allowing for the possibility that DC costs in 1998 and 1999 (two years

prior to the updated costs being filed) may have been somewhat higher than the level

estimated for 2000  --  e.g., 0.25 and 0.20 cents, respectively  --  reduces the likely

overpayment to $92 million.  Therefore, in total, AT&T Canada and Call-Net alone were

over charged about $254 million for DC service by former monopolies over the period of

1998 to May 2002.

                                                
11 See AT&TC(The Companies)31Aug01-5 PC and Call-Net(The Companies)31Aug 01-11.  See also

AT&TC(CRTC)25Sept01-4200 PC (Revised 10 October 2001) and Call-Net(CRTC)25 Sept01-4200.
12 Ibid.
13 The weighted average rate reduction based on the interim DC rates specified in Decision 2002-34,

paragraph 234, and weighted based on AT&T Canada's usage across the incumbent telephone companies'
operating territories.
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800/Toll Free Database Dip Charges

- Rate initially set: April 1997
- First competitor appeal:  March 2000
- CRTC approved reduction: June 2001
- Total average price reduction: 50% (retroactive 1 year)
- Regulatory delay: 1 1/4 years

12. 800/toll-free database query or dip charges were initially set by the CRTC in April 1997.

Several years after the Decision, it became clear that the assumptions underlying the cost

study for the service had simply not materialized.  In March 2000, AT&T Canada filed an

application to have the rates for the service reduced.  AT&T Canada argued that due to an

under estimation of demand the competitors had overpaid since 1998.  After lengthy

review, the CRTC concluded that the cost for this service was far lower than initially

contemplated.  As a result, in June 2001, the CRTC decided that 800/toll-free database

dip charges should be reduced by 50%, retroactive to June 2000,14 covering only a

portion of the period in which the competitors had been overcharged.

13. On an annualized basis, this price reduction was estimated to save AT&T Canada and

Call-Net roughly $7.3 million.15  However, the CRTC only allowed for the

reimbursement of overpayments for this service for one year.  In fact, AT&T Canada and

Call-Net had been over charged for the service from the time the initial rate was set,

given erroneous assumptions were used in the initial cost study.  As a result, for 1998 to

mid-year 2000 period, AT&T Canada and Call-Net were likely over charged by as much

as $18 million.

                                                
14 Order CRTC 2001-500, 29 June 2001.
15 See AT&TC(The Companies)31Aug01-5 PC and Call-Net(The Companies)31Aug 01-11.  See also

AT&TC(CRTC)25Sept01-4200 PC (Revised 10 October 2001) and Call-Net(CRTC)25 Sept01-4200.
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Unbundled Local Loop and Related Service Charges

- Rates initially set: May 1997
- First competitor appeal (service charge rates): March 1998
- First competitor appeal (loop rates):  May 1998
- CRTC approved reductions: November 1998
- CRTC approved further reductions (service rates): September 1999
- CRTC approved further reductions (loop rates): April 2001
- CRTC approved further reductions (service rates): October 2000
- CRTC approved further reductions (service rates): November 2001
- Total average price reduction: 38%16

- Regulatory delay: 1/2 to 5 years17

14. The CRTC's repeated (and ongoing) reviews of the incumbent telephone companies'

unbundled local loop and related service charge cost studies have resulted in price

reductions of over 30% and greater reductions on a cumulative basis the last several

years, respectively.  Estimated annual savings for AT&T Canada and Call-Net from these

local loop and related service charge rate reductions were just over $10.3 million.18

However, once again, no consideration of overpayment in earlier years has been taken

into account by the CRTC in any of its decisions on these rates.

15. AT&T Canada's and Call-Net's use of unbundled loops is limited even today and even

more so in the first few years of the price cap period.  Consequently, potential

overpayments would have been less pronounced in 1998 relative to today.  Assuming that

the annual overpayments are reduced by half in each year moving backwards from 2001

to 1998, AT&T Canada and Call-Net were likely to have been over charged by as much

as $12 million for local loop and local loop related service charges between 1998 and the

time of the most recent rate reductions in 2001.

                                                
16 Over the course of the price cap period, local loop and related service charges, based on AT&T Canada's usage,

declined by a weighted average rate of 38%.  Taking into account unbundled local loop rate reductions that took
place in 1997, prior to the outset of the first price cap period, the overall rate reductions are considerably larger.

17 In fact, the incumbents' unbundled local loop rates are still under review in the ongoing proceeding initiated by
Public Notice CRTC 2001-119.

18 See AT&TC(The Companies)31Aug01-5 PC and Call-Net(The Companies)31Aug 01-11.  See also
AT&TC(CRTC)25Sept01-4200 PC (Revised 10 October 2001) and Call-Net(CRTC)25 Sept01-4200.
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Access Tandem (AT) Service Charges

- Rates initially set: May 1997
- CRTC orders review of AT costs: May 2002
- CRTC makes rates interim as of: June 2002
- Incumbents filed revised costs/rates: July 2002
- Total average price reduction: 63%19

16. In Decision 2002-34, the CRTC ordered a review of existing AT service rates, stating an

expectation, given the reduction in DC cost that the cost for this service had also been

significantly reduced over the last four years.  The incumbent telephone companies' AT

cost estimates used to establish the rates for this switching and aggregation service had

not been reviewed since the proceeding that led to Decision 97-6.  Not surprisingly, the

incumbent telephone companies recently reported that AT costs had fallen considerably

and proposed AT rates be reduced by as much as 70% for Bell Canada and just over 60%

in TELUS' BC operating territory.20  The weighted average reduction for all of the

incumbent telephone companies combined is 63%.  Once again, the magnitude of the

reduction and the 6 year lag between the current review of these rates and the time of the

former monopolies' AT cost studies suggest that competitors have been overpaying the

former monopolies for this service for years.

17. In 2000, AT&T Canada and Call-Net paid roughly $47.5 million to the former

monopolies for AT service charges.21  As a result, assuming that current interim AT cost

estimates and associated rates were in effect as of January 2002 rather than June 2002,

AT&T Canada and Call-Net's AT service costs would have been roughly $13 million less

over the first half of 2002.  With such a dramatic reduction in AT costs, the rates for the

service were no doubt overstated in previous years as well.  Assuming that the annual

savings are scaled back to 50% starting in 2001 and declining by 10% per year moving

                                                
19 Based on the incumbents' proposed AT rates, filed in their 17 July 2002 submissions (and the Companies'

revised 23 July 2002 submission), the weighted average rate reduction is 63% based on AT&T Canada' usage
across the incumbent telephone companies' operating territories.

20 Decision 2002-34 follow-up initial submissions, Updated Access Tandem Service Rates, 17 July 2002
(Bell et al.'s submission revised 23 July 2002).

21 See AT&TC(The Companies)31Aug01-5 PC and Call-Net(The Companies)31Aug 01-11.  See also
AT&TC(CRTC)25Sept01-4200 PC (Revised 10 October 2001) and Call-Net(CRTC)25Sept01-4200.
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backwards to 1998 (to roughly approximate a downward trend in AT costs over the

course of the last four years), AT&T Canada and Call-Net's combined overpayments

would be an additional $66 million, bringing the total overpayment to $79 million over

the period 1998 to mid-2002.

Contribution

- Contribution rates frozen as of Jan 1998: May 1997 Decision
- First appeal by competitors: September 1997
- CRTC changes contribution regime: November 2000
- Revenue-based regime takes initial effect: January 2001
- Revenue charge lowered to 1.4% from 4.5%: January 2002
- Regulatory delay: 3 1/2 to 5 years

18. Perhaps the most glaring example of competitor enrichment of the former monopolies is

received as a direct consequence of the CRTC's policy to freeze contribution rates at the

outset of the first price cap period in 1998.  Competitors filed repeated applications to

modify the frozen contribution regime before it was finally changed effective

January 2001.22  While changes in the contribution regime were widely welcomed,

significant damage to competitors had already been done before the new regime was

implemented.

19. At the outset of the long distance contribution regime implemented in 1992,23 the

aggregate contribution requirement (or Utility segment shortfall) for those incumbent

telephone companies subject to the regime was estimated to be almost $3.3 billion.24

Between 1993 and 1997, the last year before the first price cap period commenced, the

former monopolies' aggregate contribution requirement had declined steadily on a

year-over-year basis from $3.3 billion to $820 million, representing an annual average

                                                
22 Decision CRTC 2000-745, Changes to the contribution regime, 30 November 2000.
23 As part of Telecom Decision CRTC 92-12 (Decision 92-12), Competition in the Provision of Public Long

Distance Voice Telephone Services and Related Resale and Sharing Issues, 12 June 1992.
24 The incumbent telephone companies initially covered by the contribution regime were AGT and BC TEL (now

TELUS), Bell Canada, and the four Atlantic incumbent telephone companies which are now part of Aliant.  The
contribution requirements are drawn from Decision 92-12 and Telecom Decision CRTC 93-17, AGT Limited -
Interconnection of Interexchange Carriers and Related Resale and Sharing Issues, 29 October 1993.
Edmonton Tel (now part of TELUS) was later included under the regime as were MTS and SaskTel.
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rate of decline of 29%.25  Among other factors, the rapid decline in the incumbent

telephone companies' contribution requirement was driven by rate rebalancing, growth in

high-margin Utility segment services (such as local options and features) and improved

efficiency.

20. Over the same period of time, however, long distance competitors' contribution burden

grew as their share of the long distance market grew.  Consequently, while the incumbent

telephone companies' total contribution requirement was falling, competitors'

contribution payments to the former monopolies were generally increasing.

21. During the first price cap regime, the CRTC adopted a radically different approach for

calculating the incumbent telephone companies' contribution requirements on a going

forward basis.  The CRTC froze each incumbent telephone company's contribution rate at

the outset of the regime and held the rates constant over the course of the regime.26  As a

result, instead of the continuation of the downward trend in the incumbent telephone

companies' contribution requirement, the requirement actually began to grow.  With long

distance minutes growing on a year-over-year basis, boosted by the introduction of

flat-rate calling plans, contribution payments rose significantly over the course of the first

price cap period to roughly $870 million by 2001.27

22. Had the CRTC maintained its initial methodology for determining the former

monopolies' contribution requirement, the aggregate contribution requirement could have

been eliminated by 1999 or 2000 based on a trend analysis of the historical rate of

decline.  Alternatively, if the incumbent telephone companies' aggregate contribution

requirement had continued to decline at the average rate of change observed over the

                                                
25 The incumbents' 1997 contribution requirements are drawn from Telecom Decision CRTC 98-2,

Implementation of Price Cap Regulation and Related Issues, 5 March 1998.  Contribution requirements
intervening years (and shown in aggregate in Chart 1), from 1994 to 1996, are drawn from CRTC Telecom
Decisions 94-18, 95-21, 95-22, 96-11 (and related proceeding filings) and 96-13.

26 With some limited exceptions, for example, in the cases of TELUS and NBTel.
27 The incumbent's contribution revenues for the years 1998 to 2000 are drawn from interrogatory responses:

___(CRTC)16Mar01-407 PC and, for 2001, Decision 2000-745, paragraph 123.  Note that SaskTel was not
subject to CRTC jurisdiction at the time the first price cap regime was established and, therefore, is excluded
form the incumbents' totals.
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period 1993 to 1997, the aggregate contribution requirement would have declined to

approximately $150 million in 2002, which coincidentally is the same level the CRTC

recently established for 2002 under the new revenue-based contribution regime.28

23. Moreover, had the incumbent telephone companies' contribution requirements continued

to decline at a rate of change experienced prior to the price cap period, total contribution

payments to the incumbent telephone companies over the period 1998 to 2001 would

have been close to $1.8 billion less than otherwise (roughly 55% of the incumbent

telephone companies' total contribution revenues of $3.3 billion collected over the course

of the first price caps period).  Competitors' share of total contribution payments are

roughly 30%,29 therefore competitors effectively paid excess contribution to the

incumbent telephone companies of approximately $500 million over the 1998 to 2001

period.  The remainder were simply attributions by the telephone companies' long

distance segment to its Utility segment and until the recent change in the contribution

regime did not represent a cash payment or net loss to any telephone company.

                                                
28 Order CRTC 2001-876, Appendix A (again SaskTel is excluded from the total; see previous footnote).
29 Approximated based on competitors share of the national long distance market.


