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ATTACHMENT #2 

 
SPECIFIC FOR CAPTS MEMBER COMPANIES 

 
Public Notice 2001-61 set out the framework for the calculation of the proxy subsidy 
rate/NAS based on the information of the ILECs that lead to Decision 2001-238. 
 

1. $ 22.75 was deemed to be the national weighted average monthly residential 
PES rate of those ex-Stentor companies; 

 
2. National average monthly residential PES costs as Phase II proxy for the cost 

component, “indicated that takes into account the CITCs’ tax status”; 
 

3. 15% mark-up on the PES component; 
 

4. Fixed monthly amount of $ 5.00 per residential NAS as an implicit contribution 
amount generated by other local services. 

 
The bands that were proposed were: 
 

 Remote bands; 
 0 – 1,500 NAS 
 1,501 – 7,999 NAS 

 
With the above information, the following were the proposed subsidy requirement per 
residential NAS per month: 
 
   

 Tax-Paying 
CITCs 

Tax Exempt  
CITCs 

   
Remote NAS $ 33.29 $ 23.46 
0 – 1,500 NAS $ 13.48 $ 6.45 
1,501 – 7,999 NAS $ 5.80 $ 0.17 



 
Decision 2001-756 established the following proxy subsidy rates: 
 

 Tax-Paying CITCs Tax-Exempt CITC 
   
0 – 1,500 NAS $ 16.57 $ 8.98 
1,501 – 2,500 NAS $ 15.93 $ 8.46 
2,501 – 4,000 NAS $ 14.35 $ 7.17 
4,001 – 6,000 NAS $ 12.12 $ 5.37 
6,001 – 7,999 NAS $ 8.31 $ 2.27 
Remote NAS $ 37.87 $ 27.30 

 
National average Phase II costs; including 15% mark-up was identified in Public Notice 
2001-61 as follows: 
  

 Tax-Paying CITCs Tax Exempt CITCs 
   
Remote NAS $ 61.04 $ 51.21 
0 – 1,500 NAS $ 41.23 $ 34.20 
1,501 – 7,999 NAS $ 33.55 $ 27.92 

 
Comparable Phase II numbers extrapolated from the subsidy rates provided in Decision 
2001-756 would be: 
  

 Tax-Paying CITCs Tax Exempt CITCs 
   
Remote NAS $ 65.62 $ 55.05 
0 – 1,500 NAS $ 44.32 $ 36.73 

 
The method employed by the Commission to arrive at subsidy requirements is 
consistent with Commission practice that is to determine the costs to be recovered, and 
then reduce by available revenues.   
 
Phase II costing includes a factor for tax, as well as a rate of return element.  Further, 
the 15% mark-up on PES cost component is a factor employed to recover fixed and 
common costs.   
 
Tax Issue 
The CAPTS member companies believe that the Commission in principle is correct to 
adjust any subsidy that is distributed to non-taxpaying entities for tax impact if 
applicable. The concern the CAPTS member companies have is with the calculation of 
the cost of tax.  
 
 
 
 



The application of the tax methodology needs to be addressed. Phase II costs are 
forward looking costs and as such should have the tax rate calculated on a go forward 
basis in a manner in which companies are assessed by current statutory regulations in 
Canada. 
 
Analysis 
The CAPTS member companies believe that the Commission, to arrive at the subsidy 
proxy for Tax Exempt CITCs, has taken a component from the Phase II costs 
representative of tax from the tax-paying CITCs.  For example, from Public Notice 2001-
61, for the Band 0 – 1,500 NAS CAPTS estimates that the tax factor eliminated from the 
tax-paying CITC for the tax exempt CITC is 17.04% of the total Phase II costs, after 
taking into account the 15% mark-up (assumption is that mark-up is added on all costs), 
or 14.82% of the total costs for the tax-paying CITC. 
 
We believe the Commission calculations were as follows:   
 
1. Tax-paying Phase II Costs, less 15% mark-up - $ 41.23/1.15 = $ 35.85 
 
2. Tax-exempt Phase II Costs, less 15% mark-up - $ 34.20/1.15 = $ 29.74 
 
3. Difference - $ 35.85 - $ 29.74 = $ 6.11 
 
4. Tax factor - $ 6.11/$ 35.85 = 17.04%; or  $ 6.11/$ 41.23 = 14.82% 
 
 
 
Impacts of applying the tax factors of 15 to 17 percentage points of a companies 
total expenses. 
 
In 2004 Telus consolidated statements of income reported total expenses of 
$6,755,700,000 and taxes of  $255,100,000. If we applied the 17 % of costs against the 
total expenses reported then Telus taxes would be $1,148,000,000.  This does not 
present a fair estimation of taxes included in total expenses.  It overstates the tax 
portion by 450%. 
 
 In 2004 BCE consolidated statements of income reported total expenses of 
$18,160,000,000 and taxes of  $710,000,000. If we applied the 17 % of costs against 
the total expenses reported then BCE taxes would be $3,085,000,000.  Again this does 
not present a fair estimation of BCE taxes to be included in total expenses.  It 
overstates the tax portion by 434%. 
 
The tax calculations and subsequent assumptions that CAPTS has made were based 
upon available information and we fully anticipate some adjustments to our calculations 
as the Commission may exclude some of the total costs from Phase II costs.  The 
inference that CAPTS is attempting to make is that the initial calculations for Phase II 



need to be adjusted. CAPTS feel the appropriate adjustment for tax is closer to the 
position that the CAPTS companies are suggesting.  
 
CAPTS feel that a more appropriate method for calculating the tax would be to follow 
the tax legislation and subsequent calculation of tax payable on taxable income in 
Canada.  
 
Is tax factor representative of the tax liability of a large ILEC or a SILEC? 
 
The computation of taxable income, as a general rule, includes all expenses normally 
deducted in computing operating surplus.  Those expenses not deductible are 
specifically set out in the Income Tax Act.  As well, certain expenditures that would 
otherwise be capitalized are deductible under other provisions of the Income Tax Act.  
The ex-Stentor companies in their notes to the financial statements include 
reconciliations to the tax rate as they all receive adjustments as allowed in the Income 
Tax Act. 
 
The contention is that the impacts sought should be in a range of between 25 to 34% of 
the taxable income verified in the major tax paying entities financial statements.  
 
The Income Tax Act subsection b – Rules Applicable to Corporations section 123 
identify 34.3 % as tax payable, but there are many deductions from this depending on 
size of company and type of industry.  We have chosen the top rate as stated in the 
published financial statements of Telus and Bell Canada, two of the ex-Stentor 
companies.  
 
Telus reported a consolidated operating income of $825,500,000 with income taxes for 
the year of $255,100,000 this extrapolates to a 30.9 % tax for the year 2004.   
 
Bell Canada in note 8 of their published financial statements indicated their statutory 
rates as 34.3% in 2004, 35.4% in 2003 and 37.4% in 2002.  These rates were prior to 
large corporations tax, which would not be applicable to the SILEC’s. Bell Canada’s 
actual percentage payable on the income of $2,976,000 and taxable income of 
$710,000 for 2004 was 29.8%.  
 
Is the rate of return used for the large ILECs appropriate for the CAPTS 
companies? 

 
If the rate of return used in calculating the Phase II costs is representative of the 
operating surplus of the taxable and non-taxable companies then this is the amount 
upon which to calculate the tax burden.  To apply a reasonable tax burden similar to the 
ILEC’s, CAPTS is presenting the range for the tax burden as we feel it should have an 
affect on the high cost serving area subsidy. 
 

  



Telus and Bell Canada reported in their 2004 annual statements that they paid tax of 
29.8% and 30.9% for the 2004 tax year. To calculate a reasonable tax burden for Phase 
II costing we averaged these two rates. 
The rate in column D of proposed schedules was the tax rate stated by Bell Canada in 
their 2004 Annual Statements. 

 
 
Proposed Proxy Rates: 
 
The proxy rates were calculated in the following manner. Using a rate of return of 
11.75% allowed us to apply an estimated amount that would represent taxable income. 
Next, we applied the average rate of Telus and Bell Canada as the applicable tax rate to 
calculate income tax expense. The amount of the income tax expense was deducted 
from the tax-paying companies proxy rate.  The second alternative was to present the 
similar calculation but with the full income tax rate as per the Canadian income tax act. 
CAPTS companies contend the proxy subsidy rates should be calculated as follows: 
       
Wire Centre Tax-paying        Rate of tax-exempt company 
Classification Company         Return @30.3%  @34.8% 
 @ 11.75% 
 
 (A) (B) (C)  (D) 
0 to 1,500 NAS $16.57 1.95 15.95  15.89 
 
1,501 to 2,500 NAS $15.93 1.87 15.36  15.28  
 
2,501 to 4,000 NAS $14.35 1.69 13.84  13.76  
 
4,001 to 6,000 NAS $12.12 1.42 11.62  11.62 
 
6,001 to 7,999 NAS  $ 8.31 0.98   8.01    7.97 
   
Remote NAS  $37.87 4.45   36.52  36.32   
 
 
B= A *O.1175     C= A – (B *0.303)   D = A – (B *0.348)  
11.75 = average rate of return used in our example 



 
Summary 
 
CAPTS suggest that a tax impact on costs is not applicable and there should be no 
downward impact on the PES Phase II costing. If the Commission feels the percent 
mark up on costs constitutes taxable income portion then adjust the tax on this amount 
only to calculate the Phase II cost inclusion for tax, thereby adjusting the costs based 
upon how the Canada Income Tax Act deems the taxable income to be calculated. 
 
The CAPTS member companies request that the Commission apply a reasonable tax 
adjustment as proposed in the chart presented for the high cost area subsidy. 
  
 


