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Review Panel réglementaire des télécommunications

March 2006

The Honourable Maxime Bernier, P.C., M.P.
Minister of Industry

5th Floor, West Tower

235 Queen Street

Ottawa, Ontario K1A OH5

Dear Minister,

In April 2005, our Panel was appointed to review Canada’s telecommunications policy
framework and recommend on how to modernize it to ensure that Canada has a strong,
internationally competitive telecommunications industry that delivers world-class
services for the economic and social benefit of all Canadians. In particular, the Panel
was asked to recommend on:

1. how to implement an efficient, fair, functional and forward-looking regulatory
framework that serves Canadian consumers and businesses, and that can adapt
to a changing technological landscape

2. mechanisms to ensure that all Canadians continue to have an appropriate level of
access to modern telecommunications services

3. measures to promote the development, adoption and expanded use of advanced
telecommunications services across the economy.

The Panel drew on many sources of information and advice in conducting our review.
We received almost 200 written submissions totalling many thousands of pages in
response to our June 2005 Consultation Paper. These submissions provided valuable
information, insights and proposals. We also benefited from presentations and
discussions that took place at two policy fora in Whitehorse and Gatineau. Throughout
the review, we consulted extensively with Canadian stakeholders and experts to seek
their views, test ideas and explore options for our recommendations.

We were very encouraged by the high level of interest shown in the review by the
telecommunications industry, consumer groups, community associations, research
centres, other stakeholders and ordinary Canadians. Their contributions were very
valuable, as were the contributions we received from departments and agencies of the
federal government, the provinces and territories, and municipalities. We also found
considerable international interest in the review, and we have drawn on the experience
and advice of researchers, policy makers and regulators in other countries.
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Thanks to the support our review received from all of these parties, we believe we
have carried out our mandate as fully as possible within the ten months allotted —
a relatively short period of time in which to conduct a fundamental review of such
a broad set of issues.

Canadians have been leaders in telecommunications. As telecommunications and
information and communications technologies generally become increasingly
important contributors to productivity growth, economic competitiveness and social
well-being, it is vital that we remain leaders. This will only be possible if Canada’s
telecommunications policy and regulatory framework is continuously reformed — so
Canadians can reap the full economic and social benefits provided by the increasingly
competitive telecommunications markets — while protecting the interests of
consumers and contributing to the achievement of important Canadian social values.

In our report, we recommend means designed to better achieve these goals.
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Executive Summary

The Telecommunications Policy Review Panel believes Canada’s telecommunications policy and
regulatory framework has generally served Canadians well. It has resulted in industry performance
and service levels that rank among the best in the world. However, telecommunications technologies
and markets today are in the midst of a profound transformation, and the Panel believes the policy
and regulatory framework should change to reflect the new environment.

Telecommunications markets are being revolutionized by the rapid adoption of Internet Protocol
(IP)-based networks, broadband and wireless technologies and by the convergence of previously
distinct information and communications technologies (ICTs). Over the past two decades, most
Canadian telecommunications markets have completed the transformation from monopoly

to competition. At the same time, there has been an increasing recognition that ICTs have
become essential “general purpose technologies” that contribute to many aspects of Canada’s
economic prosperity and social well-being.

The innovative ICT products and services coming onto the market can provide significant benefits
to Canadian consumers and businesses. However, they are challenging the relevance of some
elements of Canada’s telecommunications policy and regulatory framework, and they pose new
risks to the international competitiveness of the Canadian economy.

The Panel concludes that it is time for significant changes to Canada’s current policy and
regulatory approaches, some of which date back to the early part of the last century. The Panel’s
report proposes changes to permit the Canadian telecommunications industry to respond more
rapidly to new technology and market developments. These proposals seek to accelerate the
pace of deregulation of competitive telecommunications markets and will rely more on market
forces to achieve Canada’s economic goals. At the same time, the proposals will strengthen and
better target regulatory approaches to achieve important social objectives and protect consumers’
interests in the more competitive environment.

Telecommunications Policy Objectives and Regulation

The Panel believes the telecommunications policy objectives set out in the Telecommunications
Act should be clarified and applied consistently by all agencies of the Government of Canada.
Outdated and inconsistent objectives currently set out in the Act should be eliminated. The new
objectives should focus on three broad goals:

e promoting affordable access to advanced telecommunications services in all regions
of Canada, including urban, rural and remote areas

e enhancing the efficiency of Canadian telecommunications markets and the productivity
of the Canadian economy

3
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e enhancing the social well-being of Canadians and the inclusiveness of Canadian society by
meeting the needs of the disabled, enhancing public safety and security, protecting personal
privacy and limiting public nuisance through telecommunications networks.

In addition to clarifying the policy objectives, the Telecommunications Act should establish the
following new guidelines for government and regulatory action:

e Market forces should be relied upon to the maximum extent feasible as the means of achieving
Canada’s telecommunications policy objectives.

e Regulatory and other government measures should be adopted only where market forces
are unlikely to achieve a telecommunications policy objective within a reasonable time frame,
and only where the costs of regulation do not outweigh the benefits.

e Regulatory and other government measures should be efficient and proportionate to their
purpose and should only minimally interfere with the operation of market forces to meet
the objectives.

All major government policies and regulatory measures should include a statement describing
how they comply with these objectives and new guidelines.

Economic Regulation

Over the past 20 years, Canada’s telecommunications markets have become increasingly
competitive. In the large majority of today’s telecommunications markets, competitive forces
can be relied on to ensure that Canadians receive a wide range of services at prices and on
conditions that are among the best in the world. Therefore, it is time to reverse the current
presumption in the Telecommunications Act that all services should be regulated unless the
Canadian Radio-television and Telecommunications Commission (CRTC) issues a forbearance
order. This should be replaced with a legislative presumption that services will not be regulated
except in specified circumstances designed to protect end-users or maintain competitive markets.

The report recommends comprehensive changes to the regulatory framework to accelerate
the job of deregulating telecommunications markets, while retaining essential protections for
end-users and for the maintenance of competitive markets. These changes include:

e removing the statutory requirement that all telecommunications services of telecommunications
common carriers must be regulated unless the CRTC has forborne from regulation, and
clearly limiting economic regulation to markets where a service provider has “significant
market power”

e applying economic regulation symmetrically to all service providers, based on whether they
have significant market power, regardless of the technology they use

e moving away from before-the-fact (ex ante) regulatory prescriptions to approaches that place
greater reliance on after-the-fact (ex post) regulatory intervention, based on verified complaints
of significant market problems
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e phasing out economic regulation of all basic retail transmission services over a 12—-18-month
period, except in markets where there has been a specific ruling that significant market power
continues to exist

e phasing out a range of current regulatory restrictions that affect the introduction and pricing
of retail services, including pricing restrictions on discretionary retail services as well as
restrictions on price differentiation and targeted competitive pricing

e when services remain subject to CRTC tariff regulation, replacing the current requirements
for prior regulatory approval of tariffs with a provision that tariffs will automatically come into
effect seven days after filing unless the CRTC suspends or disallows the tariff

e phasing out the current requirement that telecommunications service providers must make
their “non-essential” facilities and services available to competitors on an “unbundled basis”
at regulated rates, and replacing it with a system that creates better incentives to invest
in the construction of new competitive telecommunications networks, with future wholesale
arrangements for “non-essential” facilities and services based on negotiations between
service providers rather than on regulatory prescription

e continuing the requirement that telecommunications service providers must make “essential”
facilities and services available to competitors

e extending the regulatory rights of competitive local exchange carriers (CLECs) to include
all local telecommunications resellers who agree to accept the related service obligations.

The report makes a number of other recommendations to reduce or eliminate the current level
of CRTC economic regulation. However, such regulation would continue in markets where there
is significant market power, such as in rural and remote Canadian markets. The report also
recommends a new approach to control anti-competitive conduct in telecommunications markets
on the basis of complaints made on an ex post basis, rather than by prescribing detailed ex ante
restrictions governing the provision of services.

Telecommunications Competition Tribunal

After reviewing the strengths and weaknesses of the Canadian regulatory framework and
comparing it with the frameworks of other member countries of the Organisation for Economic
Co-operation and Development (OECD), the Panel has decided to recommend a new approach
to dealing with competition issues in telecommunications markets. The Panel notes that the
regulatory frameworks of most other OECD countries differ from Canada’s in a number of respects:

e There is greater reliance on the application of specific rules developed in modern competition
law. By contrast, the competition-related powers of the Canadian Telecommunications Act
grant the regulator a broad discretion to define and prevent whatever it considers to be
“unjust discrimination” or “undue preference” in relation to the provision of services or
charging of rates by carriers.

5
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e Competition law is applied to the telecommunications sector by means of legislation and
regulatory authorities that are specifically designed for telecommunications, rather than
by relying on general-purpose competition law and authorities.

e There is better coordination between telecommunications regulators and competition
authorities and between the laws and policies they apply than has been the case in Canada.

Based on its analysis of the Canadian and international experience, the Panel recommends
establishing a Telecommunications Competition Tribunal (TCT) as a transitional mechanism to
expedite the change from the traditional Canadian approach to telecommunications regulation
to the more competitive deregulated approach recommended in the report.

The proposed TCT should not be a new government institution, but rather a joint decision-
making mechanism involving the CRTC and the Competition Bureau. It should combine the
telecommunications sector expertise of the CRTC with the competition policy expertise of the
Competition Bureau. It should facilitate the application of conventional competition policy to
the specific circumstances of telecommunications service markets. The TCT should operate

as a telecommunications sector-specific competition authority, assuming responsibility to apply
industry-specific competition law based on the civil provisions of the Competition Act. It should
also become the single authority responsible for telecommunications merger reviews. The
Competition Bureau should retain responsibility for the application of criminal and misleading
advertising provisions of the Competition Act.

The mandate of the TCT should include:

e conducting market analysis to determine when specific telecommunications markets should be
deregulated on the grounds that no service providers continue to hold significant market power

¢ ruling on complaints that basic retail services are subject to significant market power and
should therefore be subject to CRTC economic regulation

e dealing with complaints that anti-competitive practices have resulted or are likely to result in
a significant lessening or prevention of competition, based on the application of the principles
of competition law as adapted to the circumstances of telecommunications markets

e dealing with certain other issues related to the application of competition policy to
telecommunications markets, including the definition of “essential facilities” that must
be made available by service providers to competitors.

Unlike the Competition Bureau, the TCT should have timely decision-making powers and remedies
as well as specific telecommunications market experience. Unlike the CRTC, it should not
generally establish restrictions on telecommunications market behaviour on an ex ante basis.
Its mandate should be to apply ex post remedies to punish or control anti-competitive conduct
in cases where it determines, based on the evidence, that such conduct has resulted or is likely
to result in a significant lessening or prevention of competition.
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The proposed TCT should have:

e three members, including senior members of the CRTC and the Competition Bureau
and a chair appointed by the federal Cabinet

e asmall administrative staff, headed by an executive director

e professional staff to be assigned by the CRTC and the Commissioner of Competition,
depending on the skills and experience required for its caseload

e power to retain expert advisors on a temporary basis, where the requisite expertise is not
available from the CRTC or the Competition Bureau.

In order to prevent duplication of resources, the TCT should rely on the legal powers and
administrative regime of the CRTC. Reliance on the staff and other resources of the CRTC and
the Competition Bureau should significantly reduce its costs of operation, relative to the costs
of establishing a new regulatory institution.

The proposed TCT should be a transitional mechanism. The Telecommunications Act should
include a sunset provision terminating the TCT’s functions at the end of five years, unless
there continues to be significant market power in a substantial number of telecommunications
markets at that time. The Panel proposes a general review of telecommunications policy
after five years. At that time, it should be possible to further reduce the regulation of
telecommunications markets.

Technical Regulation

Technical regulation should ensure safe and efficient use of telecommunications facilities

and promote rapid deployment of advanced telecommunications and ICT networks throughout
Canada. In this regard, the CRTC's regulatory powers should be clarified to ensure that it can
deal effectively and efficiently to resolve certain types of access disputes that can delay expansion
of telecommunications infrastructure across Canada. These powers should include clear legal
authority to:

e resolve disputes over rates or conditions of access to poles, towers and other support
structures of electrical distribution companies, after consultation with any provincial
or territorial regulator that has dealt with such matters in the relevant jurisdiction

e require sharing of towers for radio transmission equipment and prohibit exclusive rooftop
arrangements by wireless service providers, both for environmental reasons and efficient
service deployment

e resolve disputes over access to in-building wiring, ducts, risers, equipment rooms and other
necessary facilities in multi-tenant buildings as well as other spaces necessary to locate
wireline or wireless networks to serve the public

e resolve disputes over access to public property such as rights-of-way.

7
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Regulation of the radio spectrum will be an increasingly important determinant of the rate of
expansion of advanced ICTs throughout Canada. Recognizing the increasing dynamism and
innovation in wireless telecommunications markets, Canada’s trading partners are moving away
from the old prescriptive models of spectrum assignment. Instead, they are increasingly relying
on market-based approaches to regulate the radio spectrum. In addition, the convergence of
telecommunications services has caused most other OECD countries to combine spectrum
regulation with other telecom regulatory functions in a single independent regulatory authority.

The Panel believes the increased convergence of wireless and wireline telecommunications and
broadcasting technologies calls for a more consistent and unified regulatory approach. Such an
approach could be facilitated by moving the current spectrum regulatory and licensing functions
of the Minister of Industry to the CRTC. This move would be consistent with international
practice. A recent OECD report recommends that Canada should adopt the same approach.
This would increase the transparency of spectrum regulation and provide the CRTC with a
better overview and insights into the wireless developments. It would also harmonize the policies
and enhance the considerable regulatory expertise located in two regulatory institutions that
currently function quite separately.

Prior to the transfer of spectrum regulation functions to the CRTC, Industry Canada should
complete its current review of Canadian spectrum policy to:

e provide a clear policy mandate for the CRTC in exercising its new authority to regulate
Canada’s radio spectrum

e ensure consistency of the new policy with international best practices

e ensure Canada’s ability to take leadership in the deployment of advanced wireless
telecommunications services.

In developing the new spectrum policy, Industry Canada should take into account work completed
as part of its ongoing spectrum policy framework review, and make certain to address the
following areas:

e ensuring that adequate spectrum is available to meet demand for deployment of fixed and
mobile broadband networks across Canada

e ensuring that licensed and licence-exempt spectrum is available for the Ubiquitous Canadian
Access Network/Ubiquité Canada or U-CAN broadband access program recommended in
Chapter 8 of this report

e relying as much as possible on market-based approaches to spectrum management

e recovering and “refarming” previously assigned spectrum that is unused or underutilized
to accommodate new services

e moving toward establishment of market-based exclusive spectrum rights (i.e. the ability
to buy, sell, lease spectrum holdings) and the elimination of barriers to the development
of secondary markets in spectrum
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e reviewing both current licence fees to correct fee imbalances that may exist among service
providers and the application of market-based pricing approaches for non-auctioned licences

e streamlining and standardizing licensing processes

e continuing the use of regulatory approaches to increase the opportunity for Canadians to have
an expanded choice of service providers, such as spectrum caps and reservations for new
market entrants.

Social Regulation

The Panel recognizes the growing importance of telecommunications services in promoting the
social as well as economic welfare of Canadians. It therefore recommends that the policy objectives
set out in the Telecommunications Act should clearly recognize key social objectives, namely:

e promoting affordable access to advanced telecommunications services in all regions of
Canada, including urban, rural and remote areas

e meeting the needs of the disabled, enhancing public safety and security, protecting personal
privacy and limiting public nuisance through telecommunications networks.

Implementation of the social objectives of telecommunications policy should recognize the
realities of the more competitive telecommunications markets. Where social regulation is used
to pursue fairness and other social objectives, it should be competitively neutral and minimize
distortions of the competitive process. Social regulation may be funded from within the industry
if the cost is small, but should be funded from general government funds if the cost is large.
For example, the latter approach should be used for major social programs such as the Panel’s
proposed U-CAN program for expanding broadband access to all areas of Canada.

To reflect the changing marketplace, the Panel also recommends amending the Telecommunications
Act to impose an explicit obligation on incumbent telephone companies to continue to provide
basic telephone service. The CRTC should be empowered to define such service and approve
applications to discontinue service. This obligation should apply in all areas where the companies
have network infrastructure available.

To ensure adequate protection for consumers in the new, market-driven environment, the
Panel also recommends the establishment of a new form of “ombuds” office, to be called
the Telecommunications Consumer Agency (TCA). The TCA should have authority to resolve
complaints from individual and small business retail customers of any telecommunications
service provider. The report proposes that the TCA should operate as a self-funding, independent,
industry-established agency, subject to guidelines set by the CRTC. As is the case in other
countries with similar models, telecommunications service providers should all be required
to be members in good standing of the TCA.

The Panel considers it important to ensure that Canadian consumers are not denied access to
the wide range of new and innovative Internet services. The report notes that there is a growing
concern that increasingly deregulated telecommunications service providers could, for strategic

9
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competitive reasons, decide to block or limit access to some Internet applications and content.
Therefore the Panel recommends that the Telecommunications Act should confirm the right of

Canadian consumers to access publicly available Internet applications and content by means of
all public telecommunications networks that provide access to the Internet. This provision should:

e authorize the CRTC to administer and enforce these consumer access rights
e take into account any reasonable technical and efficiency constraints on providing such access

e be subject to legal constraints on access, such as those established in criminal, copyright
and broadcasting laws.

The Panel believes telecommunications service providers in most cases have little or no incentive
to interfere with customer access. However, the principle of open access to the Internet is
sufficiently important that it justifies a new regulatory provision to ensure that it is maintained.

Information and Communications Technology Policy

ICTs will play an increasingly important role in the economic and social welfare of Canadians.
There is a growing consensus among economists that ICT investment fosters productivity growth.
This evidence should not be ignored by the Canadian government, since our national productivity
growth is significantly lower than that of the U.S. There is a growing body of evidence that an
important contributing factor to Canada’s relatively weak productivity performance is our much
lower level of ICT investment than that in the U.S.

Investing in ICTs by itself is no guarantee of higher productivity. The economic research suggests
that productivity gains come through ICT investment when combined with investment in
organizational transformation, including such areas as business process re-engineering, supply
chain management, more efficient marketing and distribution practices, and workforce training.
The economic evidence indicates that it is “smart adoption” of ICTs that is the essential
precondition to increasing the productivity and competitiveness of the Canadian economy.

The Panel therefore recommends that the Prime Minister mandate the Minister of Industry
to lead the development and implementation of a national ICT adoption strategy containing
components aimed at:

e strengthening ICT adoption by all Canadian businesses, especially by Canada’s small
and medium-sized enterprises (SMEs)

e strengthening the linkages between ICT sector research and development (R&D) and
the adoption of ICTs throughout Canada’s economy and society

e enhancing the use of ICTs by governments to improve their efficiency and quality
e promoting ICT adoption skills development on a coordinated national basis

e developing security, confidence and trust in the online environment.
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To increase the productivity of Canada’s SME sector, the Panel recommends that the government
should develop a tax credit to increase the rate of “smart adoption” of ICTs in this sector.

To support the development of these and other components of a national ICT adoption strategy,
the report recommends:

e establishing a National ICT Adoption Centre within the federal government to conduct policy
research and analysis on ICT adoption issues, to coordinate policies, programs and other
measures aimed at promoting ICT adoption among federal government departments and
agencies and with the provinces, and to be a lead advocate for the effective use of ICTs,
particularly among SMEs

e establishing a blue ribbon National ICT Advisory Council, whose members would provide public
and private sector leadership for the smart adoption of ICTs by Canadian governments, business
and other organizations, as well as advice on measures to achieve the objectives of the national
ICT adoption strategy.

Connectivity: Completing the Job

As part of its national ICT adoption strategy, the Panel recommends that Canada should set a clear
goal of remaining a global leader in the deployment of broadband networks in all regions of the
country, including urban, rural and remote areas. The Canadian government should establish

an objective of achieving ubiquitous broadband coverage no later than 2010. Ubiquitous coverage
should be defined as the same level of coverage that Canada has traditionally achieved for
wireline telephone service; that is, broadband network access should be available to over

98 percent of Canadian households.

Canadian policy and regulation should recognize that vigorous competition in our telecommunications
markets will continue to be the main driving force in maintaining Canada’s global leadership in

providing broadband access. However, the goal of achieving ubiquitous broadband coverage by 2010
will not be achieved without some government action, particularly in high-cost rural and remote areas.

Therefore, a specific, targeted, new government-funded infrastructure program should be
developed to complete the job of expanding broadband coverage in areas that are uneconomic
for commercial service providers. The purpose of this program should be to fill in the gaps

of broadband coverage, where the market is not likely to provide coverage in the near future.
A new “Ubiquitous Canadian Access Network” (U-CAN) program should be the successor to
the current Broadband for Rural and Northern Development (BRAND) pilot program and the
National Satellite Initiative (NSI).

The U-CAN program, to be developed in consultation with provincial and territorial governments,
community organizations and service providers, should provide limited subsidies to selected
service providers to complete the job of providing broadband coverage in unserved areas.

11
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The Panel recommends that, unlike BRAND, the proposed U-CAN program should run a series
of least-cost subsidy auctions to select financially and technically qualified service providers
able to complete the jobs of providing backhaul network capacity and local access networks to
uneconomic areas. The auctions should be competitively neutral, and bidders should be invited
to propose the most efficient and effective technologies available to meet regional requirements.
The report sets out detailed recommendations for the operation of the U-CAN program.

Policy-making and Regulatory Institutions

A number of changes should be made to the structure and process of Canada’s federal policy-
making and regulatory institutions to bring them into line with better practices of other OECD
countries and to facilitate implementation of the proposed new policy and regulatory framework.
These changes include:

e drawing a clearer line between policy making and regulation, and improving the effectiveness
of the institutions performing those functions

e enhancing Industry Canada’s policy-making capabilities to provide more timely and
in-depth advice to the Minister of Industry on legislation, policy directions and reviews
of telecommunications and ICT policy, which should be conducted every five years, and
establishing a policy research program to provide better Canadian research and data in
support of informed policy making in the telecommunications and ICT sectors

e streamlining and increasing the professional capacity of the CRTC by:

— reducing the number of commissioners from 13 to five members (at least in the
telecommunications area)

— compiling short lists of qualified candidates for CRTC positions, recruited through open
national competitions based on professional experience and qualifications

— increasing compensation for commissioners and selected expert telecommunications staff
to market-based levels

e giving the CRTC clear authority and sufficient budget to retain expert consultants at market
rates, where they are required to provide specialized expertise or to avoid regulatory delays
due to heavy workload requirements

e transferring to the CRTC Industry Canada’s remaining regulatory and licensing functions
involving international submarine cables, satellite orbital slots and telecommunications
equipment.

Other procedural reforms recommended in this report deal with:

e expediting the CRTC'’s decision-making process

e empowering the CRTC and the TCT to impose administrative monetary penalties to enforce
telecommunications laws

e putting greater reliance on alternative dispute resolution by the CRTC
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e making greater use of public notices and consultations on proposed policies and regulatory
actions by Industry Canada and the CRTC

e removing licensing requirements for service providers that do not have significant market
power and replacing them with simple registration requirements

e updating the CRTC'’s Telecommunications Rules of Procedure, and bringing them into line
with the proposed new regulatory framework

e reviewing and rationalizing the structure of licence and regulatory fees charged by the CRTC
and Industry Canada.

Implementation

The Panel suggests that the government should implement its recommendations in two phases:

¢ |n the first phase, the government should issue policy statements endorsing the development
of a national ICT adoption strategy as well as the implementation of a new regulatory
framework, and take steps to reform the policy-making and regulatory institutions. In addition,
it would use its powers under the Telecommunications Act to issue a policy direction to the
CRTC to interpret the policy objectives of the Act in a manner that is broadly consistent with
major reforms recommended in the Panel’s report.

e During the second phase, recommendations requiring changes to existing legislation should
be implemented.

Afterword

In an Afterword to this report, the Panel deals with an issue that was not part of its mandate
but is inextricably related to it — the future evolution of Canadian broadcasting policy.

The Panel believes the same technological and market forces that drive the need for changes
in telecommunications policy also generally apply to Canadian broadcasting policy. Prime
among these are the widespread deployment of IP-based services on telecommunications,
cable and wireless networks, and the resulting convergence of broadcast distribution markets
with telecommunications markets. These trends call into question the sustainability of some
of the current approaches to broadcasting policy and regulation and their impact on the future
evolution of the telecommunications industry.

The Panel believes it is important to develop effective policies to promote the presence of
Canadian content in the converging broadcasting and Internet spaces. Those policies should be
designed to advance the development of advanced broadband networks by the cable industry as
well as the traditional wireline and wireless telephone industries. The policies should recognize
that all these industries are developing increasingly powerful and integrated broadband
networks. These networks will all be able to deliver a wide range of content and applications,
irrespective of their current classification as “broadcasting” content. Consumer demand

will increasingly replace government regulation as the prime driver in the evolution of these
advanced networks and of the content they provide. Canada’s future broadcasting policies
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should recognize these technological and market trends. Canada should develop sustainable
policy and regulatory approaches to ensure that its cultural and content production communities
can take advantage of technological and market trends and not be undermined by them.

To this end, the Panel proposes a comprehensive review of Canada’s broadcasting policy and
regulatory framework. It proposes that this review should be conducted by an independent
group of experts. One important goal of the review should be to develop a more consistent
and competitively neutral regulatory approach to the rapidly converging broadcasting and
telecommunications industries. The Afterword lists issues that the Panel feels should be
addressed as part of this review.

The Afterword also deals with Canada’s telecommunications foreign investment rules. The Panel
concludes that liberalization of the restrictions on foreign investment in Canadian telecommunications
common carriers would increase the competitiveness of the telecommunications industry, improve
the productivity of Canadian telecommunications markets, and be generally more consistent with
Canada’s open trade and investment policies.

The Afterword notes that the investment restrictions have been maintained in large part due to
concerns about the impacts on Canadian broadcasting policies. In particular, there have been
concerns about the impacts on Canadian broadcasting policy of increased foreign investment in
Canadian cable and satellite broadcast distribution undertakings (BDUs). The Panel notes other
areas of significant concern about such liberalization, including impacts on Canadian head
offices, employment of high-tech personnel in Canada and national security.

The Panel suggests that the proposed broadcasting policy review should resolve issues related
to the separation of Canadian broadcasting “content” policy from policies for the “carriage” of
telecommunications. Such a separation has been effected in telecommunications policies in
the European Union and elsewhere. If implemented in Canada, such a separation would permit
creation of symmetrical foreign investment rules for traditional telecommunications carriers as
well as the BDUs that now operate in the same telecommunications markets.

Pending completion of this review, the Panel proposes a phased liberalization of restrictions on foreign
investment in telecommunications service providers that are not subject to the Broadcasting Act.

The first phase should replace the currently inflexible restrictions on foreign investment with a
“public interest” test to review new foreign investments in specific telecommunications markets.
Such investments should require approval by the federal Cabinet under a new provision established
in the Telecommunications Act to protect Canada’s important strategic and security interests.

In the first phase, it is proposed that investments in market entrants and telecommunications
common carriers holding less than a 10-percent share of any relevant telecommunications
market should be presumed to be in the public interest, unless there is evidence to the contrary.
The second phase, involving further liberalization, should follow completion of the proposed
broadcasting policy review.
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A Tradition of Leadership

Canada has a long tradition of leadership in telecommunications. We have been global innovators
since telecommunications began with the invention of the telegraph a century and a half ago.
Since then, our policy and regulatory frameworks have supported the growth of a world-class
industry that consistently has provided high-quality products and services to Canadian consumers
and businesses at affordable prices.

Telecommunications has been one of Canada’s great success stories. However, to continue this
tradition of leadership, the industry and government players that make up the telecommunications
sector must today respond to challenges unlike any they have faced before. These challenges
spring from technology, product and service innovations that are transforming telecommunications
worldwide. These innovations are creating opportunities and threats — for established players
and new entrants in the telecommunications industry, for industries and public institutions that
rely on telecommunications, and for Canadian consumers and citizens.

In its February 23, 2005, Budget Statement, the Government of Canada recognized the critical
importance of telecommunications to Canada’s future. It underlined the need for a modern
policy framework to govern the sector, particularly to ensure that the telecommunications
industry continues to support Canada’s long-term competitiveness.

On April 11, 2005, the Telecommunications Policy Review Panel was appointed. The Panel
was given a mandate to review the current telecommunications framework and to recommend
a modern telecommunications policy and regulatory framework that would ensure Canada
continues to have a strong, internationally competitive telecommunications industry that
delivers world-class products and services at affordable prices for the economic and social
benefit of all Canadians.

This chapter describes the major technology and market challenges the Panel believes must
be addressed by a modern telecommunications policy:

e (Chapters 2 to 6 set out the changes that must be made to Canada’s telecommunications
policy and regulatory frameworks to ensure that the Canadian telecommunications industry
remains a world leader.

e Chapters 7 and 8 discuss measures needed to help Canadians access and make more
effective use of information and communications technologies (ICTs) in order to increase
productivity and improve the delivery of public services.

e Chapter 9 proposes reforms to improve the efficiency and effectiveness of government
policy-making and regulatory institutions.

e Chapter 10 proposes how the new telecommunications and ICT policies recommended
by the Panel can be implemented quickly and effectively.
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Before looking ahead, however, it is worth recalling how we came to be world leaders in
telecommunications. To retain our position in the future, we must understand the roots
of our past success.

Industry Leadership

The Canadian telecommunications industry is one of Canada’s most important industrial sectors.

The telecommunications services sector is the largest component of Canada’s ICT industry
(see text box). It produces almost half the industry’s total gross domestic product (GDP).
However, the importance of the telecommunications services sector cannot be measured by
its size alone. It provides a fundamental infrastructure for the private enterprises and public
services that use ICTs to design, develop and distribute their products, serve their customers
and operate their businesses.

The Importance of Telecommunications Services
In addition to its enabling effects on the economy as a whole, the Canadian telecommunications services
industry is a major industry sector in its own right, an important contributor to GDP and employment.

e The communications service industry, including telecommunications services and broadcast
distribution accounts for 2.6 percent of Canada’s GDP and 2.9 percent of capital expenditure.

e (Canada’s telecommunications market revenues amounted to $32.9 billion in 2003 and as such ranked
8th among member countries of the Organisation for Economic Co-operation and Development (OECD).

e |n 2004, the telecommunications services industry had 114 346 employees, while broadcast
distribution had 16 580 employees.

Source: Data taken from Industry Canada, Telecommunications Services in Canada: An Industry Overview,
http://strategis.ic.gc.ca/telecomservicesoverview; Statistics Canada, Annual Telecommunications Statistics Database;
and OECD Communications Outlook 2005.

The greatest impact of telecommunications in a modern knowledge-based economy is its role as
an enabler of efficiency, productivity and innovation — in all industry sectors and public services
and in all forms of economic and social activity. For this reason, a world-class telecommunications
industry is essential for enhancing Canada’s competitiveness in global markets as well as for
creating economic prosperity and improving social well-being and the quality of life in all parts
of the country.

Telecommunications has been one of Canada’s leading areas of technological achievement.
Many significant telecommunications “firsts” have taken place in Canada, from the early days
of the telephone and radiocommunications to the development of digital switching, satellite
and fibre optic technologies.
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Technological innovation is only one source of telecommunications success. An industry must
also lead in the deployment of networks based on these new technologies. It must use these
networks to offer high-quality products and services that respond to customer demands and
generate revenue streams to attract and reward investors. The ultimate test of leadership is
success in the telecommunications marketplace.

Today, as the following examples demonstrate, Canada is a world leader in the deployment
of many kinds of telecommunications networks and services, and Canadian consumers and
businesses benefit from access to high-quality services at affordable prices.

Local Telephony

Basic telephone service is ubiquitously available in Canada. Almost 99 percent of Canadian
households subscribe to either a wireline or wireless access service, and residential wireline
telephone service was subscribed to by approximately 96 percent of Canadian households

in December 2004.! Canada’s performance in this market segment measures up very well
internationally. In 2004, Canada ranked seventh among OECD member countries and second
among G7 member countries (behind Germany) in the percentage of mainline subscribers per
100 inhabitants.?

Canada’s telephone services are also relatively inexpensive. An August 2004 OECD study on the
prices of telephone services reported that Canada had the third lowest prices for residential users
and the fourth lowest prices for business users among OECD countries, based on a comparison
of composite baskets of telephone services and charges.>

Cable

The Canadian cable industry has been a world leader in the deployment of cable networks,
and most of these have now been upgraded to an all-digital broadband infrastructure. Currently,
over 11.1 million Canadian homes — or 93.5 percent of the homes passed by cable — have
high-speed cable Internet access available to them, and there are over 2.8 million subscribers
to the service.* Advanced infrastructure and widespread availability has led Canada to be ranked
first among OECD countries in terms of cable Internet penetration.®

See Affordability Monitoring Reports filed by major incumbent carriers with the CRTC, June 30, 2005. Available online at:
www.crtc.gc.ca/PartVIl/eng/2004/8665/a53_200403345.htm

Source: International Telecommunication Union (ITU) website: http://www.itu.int/ITU-D/ict/statistics. A mainline is a telephone line
connecting the subscriber’s terminal equipment to the public switched network and which has a dedicated port in the telephone
exchange equipment.

OECD, Communications Outlook 2005 (August 2005). Composite basket includes international calls and calls to mobile networks.
Statistics Canada, Broadcasting and Telecommunications, Catalogue no. 56-001-XIE, October 2005.

OECD, “Broadband subscribers per 100 inhabitants, by technology,” June 2005. Available online at:
http://www.oecd.org/document/16/0,2340,en_2649_34225_35526608_1_1_1_1,00.html#data2004
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Digital Networks

Canada has also been a world leader in deploying digital wireline networks. In 1993, Canada
had 85 percent of its access lines digitized (the fourth highest percentage in the OECD at that
time) and reached 100 percent digitization in 1998.

High-speed Internet

As a result of strong competition between the telecommunications and cable industries, Canada
was also a world leader in the deployment of broadband Internet. In 1996, Canada became the
first country to deploy DSL (digital subscriber line) technology, and among the first to deploy
cable modem technology for high-speed Internet access.® Canada’s broadband networks are
widely deployed throughout more densely populated areas. Penetration rates are also relatively
high and are being extended into rural and remote areas as a result of private and public initiatives.

The number of retail Internet subscribers in Canada, including dial-up and high-speed
customers, exceeded 7.4 million in 2004, representing 59 percent of households. High-speed
access via DSL or cable modem, also known as “broadband,” now is the dominant means of
accessing the Internet in Canada. In 2004, some 73 percent of subscribers used one or other
of these technologies, up from 17 percent in 1999.7 Figure 1-1 illustrates the growth in the
residential Internet access market and the shift from low- to high-speed access technologies.

Figure 1-1. Residential Internet Subscribers
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Source: CRTC, Report to the Governor in Council: Status of Competition in Canadian Telecommunications Markets
(Ottawa: CRTC, various years).

& Source: OECD, Communications Outlook 2005 (August 2005), Table 4.12; and OECD, October 2001 and November 2003.

7 CRTC, Report to the Governor in Council: Status of Competition in Canadian Telecommunications Markets (Ottawa: various years);
2005 report available online at: http://www.crtc.gc.ca/eng/publications/reports/PolicyMonitoring/2005/gic2005.pdf
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In terms of price and speed, Canada’s broadband services measure up well against the services
available in many other countries. Figure 1-2 compares the relative price and speed for DSL
service in a number of countries in November 2004. The comparisons are based on selected
DSL service provider offerings in the respective countries.

Figure 1-2. Comparison of Price and Speed of DSL Services,
Selected OECD Countries, November 2004
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Source: Based on OECD, Communications Outlook 2005 (August 2005), Table 6.16.

The Evolution of Policy and Regulation

For most of its history, telecommunications has been a regulated industry. In spite of the
significant amount of deregulation that has taken place in Canada and other countries in recent
years, key elements of the industry remain subject to a detailed regulatory framework that
applies specifically to the telecommunications sector. This means that the performance of the
telecommunications industry is heavily influenced by the laws, policies and regulations that
govern the telecommunications industry, as well as on the products and services developed and
deployed by individual companies.

Over the past century and a half, Canada’s telecommunications policy and regulatory framework
has evolved in parallel with the industry, beginning with the passage of the first Telegraphs Act
in 1852. The invention of the telephone by Alexander Graham Bell was followed by a flurry of
investment in new local telephone systems by the Bell Telephone Company of Canada as well
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as dozens of other investors and governments. Following an initial period of largely unregulated
growth that saw competing telegraph and telephone service providers established at the local,
provincial and national levels, there have been three main stages in the history of Canadian
telecommunications policy and regulation.®

Public Utility Regulation of Telephone Services (1906—1969)

The Special Act passed by Parliament in 1880 gave Bell Canada a charter to provide telephone
service throughout the country, but the company concentrated its investment in Ontario and
Quebec. In the Atlantic provinces and British Columbia, private companies were chartered to
provide these services. In Manitoba, Saskatchewan and Alberta, the provincial governments
assumed this responsibility, after acquiring Bell Canada’s regional networks. In addition,
municipally owned and small-scale independent companies continued to provide service
under provincial regulation in many areas of the country.

As a result of the bottom-up growth of the telecommunications industry during the late 19th
and early 20th centuries, jurisdiction over the industry came to be divided between the federal
government, which, for example, regulated Bell Canada in Ontario and Quebec as well as the
Telephone Company in British Columbia and the provinces that regulated provincial, independent
and municipal telecommunications service providers. In Saskatchewan, the government-owned
telephone company for most of its history was run as an unregulated public utility, with pricing
and major investment decisions approved by the provincial Cabinet.

In spite of these jurisdictional divisions, a similar approach to telecommunications policy
emerged. Whether they were privately or publicly owned, telecommunications companies were
regulated according to general principles that applied not only to telecommunications but also
to other kinds of common carriers, such as railways, and other kinds of public utilities.

In the case of the federal government, the telecommunications industry was regulated by the
Canadian Transport Commission and its predecessors pursuant to sections of the 1906 Railway
Act, which required telecommunications carriers to provide service at just and reasonable rates
and which prohibited unjust discrimination. In addition, following a model that had been
developed in the United States early in the 20th century, there was an implicit bargain that
telephone companies would provide affordable service to customers and to make it available
throughout their territory, in return for the privilege of operating on a monopoly basis. The tariffs
and rates of return of private telephone companies were regulated in line with these principles.
Over time, similar approaches were applied to provincially owned telecommunications companies,
which were largely regulated by provincial public utility commissions.

8 See Peter Grant, Canadian Communications Law and Policy, Vol. 1 (Toronto: Law Society of Upper Canada, 1988) for a history of
the evolution of Canadian telecommunications policy and regulation. See also Robert E. Babe, Telecommunications in Canada
(Toronto: University of Toronto Press, 1990).
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Responding to the Growth of Information Services (1969-93)

By the late 1960s, it had become clear to Canadian policy makers that telecommunications had
the potential to be more than Plain Old Telephone Service (POTS). In the previous two decades,
economic and social trends had created greater demand for telecommunications services in
both business and consumer markets. Television broadcasting had transformed popular culture
and was beginning to have a major impact on business practices and social life. In addition,
mainframe computers were becoming more common in large businesses, government departments
and universities, and were beginning to be linked by data communication networks.

In recognition of the expanding scope and growing importance of telecommunications, the
federal government established a Department of Communications in 1969. The responsibilities
of the department included telecommunications and broadcasting policy, radiocommunications
policy and regulation, programs to extend telecommunications and broadcasting service in
remote areas, research and development, and procurement of telecommunications services for
the federal government. In 1980, reflecting convergence between various communications
media, responsibility for the federal government’s arts and culture programs was added to the
mandate of the Department of Communications.

Convergence also led to the establishment of a regulatory authority responsible for both
broadcasting and telecommunications in 1976, when responsibility for regulation of
telecommunications services was added to the broadcasting regulation mandate of the Canadian
Radio and Television Commission, which was renamed the Canadian Radio-television and
Telecommunications Commission.

The Growth of Competitive Markets (1993 to Present)

The current era in Canada’s telecommunications policy was heavily influenced by two major
developments: the finding by the Supreme Court that the federal government had sole jurisdiction
over telecommunications carriers throughout the country?; and the passage of the 1993
Telecommunications Act.

The 1993 Act did not implement a comprehensive new regulatory framework. Many of the key
regulatory provisions of the Act were based on two predecessor statutes, the Railway Act'0 and
the National Telecommunications Powers and Procedures Act.'! In particular, the new Act
continued, with only minor amendments, the traditional regulatory standards for approval of the
rates and conditions of service of telecommunications carriers; namely, that rates should be
“just and reasonable” and that there should be no “unjust discrimination” in the charging of
rates or in the provision of services.!?

9 See Alberta Government Telephones v. (Canada) Canadian Radio-television and Telecommunications Commission [1989] 2 S.C.R.
225, and Téléphone Guevremont Inc. c. Québec (Régie des télécommunications) [1994] 1 R.C.S. 878.

10 Railway Act, repealed, 1996, c.10, s. 185.
11 National Telecommunications Powers and Procedures Act, repealed, 1993, ¢.38, s. 130.
12 Seess. 27.(1) and (2) of the Telecommunications Act. Available online at: http:/laws.justice.gc.ca/en/t_3.4/162202.html
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However, the 1993 Act was significant in several ways. It established for the first time a set of
national telecommunications policy objectives. It also paved the way for gradual deregulation of
the telecommunications industry as competition emerged. It gave the Canadian Radio-television
and Telecommunications Commission (CRTC) the power to forbear from regulating markets that
had become sufficiently competitive to protect consumer interests. It enacted into law, for the
first time, a 1987 policy to limit foreign ownership of facilities-based telecommunications
carriers, but placed no restrictions on the ownership of resellers.

The CRTC used the powers under the Telecommunications Act to introduce a detailed new
regulatory framework.12 This framework was designed to increase competition and reduce the
number of services subject to regulation, while ensuring that Canadians living in rural and
remote areas of the country continued to have access to affordable services.

The Telecommunications Act gave the Governor-in-Council (effectively the federal Cabinet) the
power to issue policy directives to the CRTC. However, successive governments have taken a
“hands off” approach to regulatory policy and have left it to the CRTC to use its broad powers
and discretion under the Act to regulate the transformation of the Canadian telecommunications
industry from one characterized by monopolistic public utilities into a dynamically competitive
industry. The policies of the federal government have focused on increasing telecommunications
“connectivity” among Canadians and on promoting the adoption of ICTs throughout the
economy as well as in government. These policies have included the various components

of the Information Highway initiative and the Connecting Canadians agenda, as well as the
e-Commerce strategy, the Government On-Line initiative and the Task Force on Spam.!#

As Figure 1-3 illustrates, Canada’s past policy and regulatory framework has been successful
in supporting the modernization of the Canadian telecommunications industry. It has allowed
the industry to continue to provide universal access to high-quality, affordable traditional
telecommunications services. At the same time, it has fostered the growth of newer services
such as wireless, Internet access and direct-to-home (DTH) satellite television.

13 Review of Regulatory Framework, Telecom Decision CRTC 94-19. Available online at:
http://www.crtc.gc.ca/archive/ENG/Decisions/1994/DT94-19.HTM

14 See Information Highway Advisory Council, Connection, Community, Content: The Challenge of the Information Highway
(Ottawa: Supply and Services Canada, September 1995); Information Highway Advisory Council, Preparing Canada for a Digital
World, Final Report (Ottawa: Supply and Services Canada, September 1997), available online at:
http://www.iigr.ca/pdf/documents/768_Preparing_Canada_for_a_D.pdf; National Broadband Task Force, The New National
Dream: Networking the Nation for Broadband Access (Ottawa: Industry Canada, June 2001), available online at:
http://broadband.gc.ca/pub/program/NBTF/index.html; Government On-Line Advisory Panel, Connecting with Canadians:
Pursuing Service Transformation (Ottawa: Government of Canada, December 2003), available online at:
http://www.gol-ged.gc.ca/pnl-grp/reports/final/final00_e.asp; The Challenge of Change: Building the 21st Century Economy,
Background Paper for the Conference on e-Commerce to e-Economy Strategies for the 21st Century, Ottawa, September 27-28,
2004, available online at: http://www.e-economy.ca/epic/internet/inec2ee-ceace.nsf/en/home; and Task Force On Spam,
Stopping Spam: Creating a Stronger Safer Internet (Ottawa: Industry Canada, May 2005), p. 1, available online at:
http://e-com.ic.gc.calepic/internet/inecic-ceac.nsf/vwapj/stopping_spam_May2005.pdf/$file/stopping_spam_May2005.pdf
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Figure 1-3. Communications Service Subscribers, 1990-2004
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Source: Compilations by the Telecommunications Policy Review Panel based on Statistics Canada’s quarterly survey of
telecommunications service providers, Catalogue no. 56-002-XIB; the CRTC's Broadcast Distribution Statistical and Financial
Summaries, various years; and selected company annual reports.

Where Do We Stand Today?

Canadian telecommunications industry performance ranks at or near the top in most traditional
telecommunications service markets. However, the pace of change in the telecommunications
sector is accelerating on a worldwide basis. Change is being driven by new technologies,
increasing consumer and business demand for new products and services, and new approaches
to policy and regulation. In today’s rapidly evolving telecommunications environment, many
other countries are catching up with Canada — and some have begun to surpass us. In such a
fast-moving world, the Panel believes that looking backwards and congratulating ourselves on
past performance is of diminishing value.
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Benchmarking Canada’s Performance

Telecommunications Market

e |n 2003, Canada’s telecommunications market, as measured by revenue, was the eighth largest
among OECD member countries. Canada ranked 12th in terms of population, 18th in terms of
revenue per capita, 12th in terms of revenue per subscriber, and 23rd in terms of revenue per gross
domestic product.

e Canada’s largest telecom carrier, Bell Canada, was the 13th largest telecommunications company
in the OECD, generating 1.44 percent of total OECD telecom revenue.

Wireline

e Canada has achieved 99.5 percent coverage and 96 percent penetration of wireline telephone service,
as measured by households (down slightly from 98 percent penetration in 1999, largely because of
wireless substitution).

e Canada ranks seventh in the OECD and second among G7 member countries in the proportion of
mainline subscribers per 100 inhabitants.

e Canada ranks third and fourth in the OECD in pricing for residential and business users, respectively.

e |n 1993, Canada had 85 percent of its access lines digitized and, as such, was the fourth to achieve
this level in the OECD.

Cable and DSL Networks
e Canada was the second country to deploy cable modem technology, in 1996.
e Canada was the first country to deploy DSL technology, in 1997.

e Canada ranks first in the OECD in terms of cable Internet penetration (June 2005), with 93.5 percent
of Canadian homes passed by cable having high-speed cable Internet access.

Broadband Availability and Use

e Until 2003, Canada ranked second in terms of broadband penetration, or broadband subscribers
per 100 inhabitants. In June 2005, Canada ranked sixth.

e Canada ranks sixth in terms of lowest available broadband pricing in the OECD.

Wireless
e Wireless coverage is available to 97.7 percent of the Canadian population.

e Wireless penetration in Canada ranks second last in the OECD, and represents fewer than 50 subscribers
per 100 inhabitants.

e |n pricing of wireless services, Canada ranks 10th in the OECD based on low usage, seventh based on
medium usage, and 13th based on high usage.

Note: All data are as of mid-year or year-end 2004, unless otherwise indicated.
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The Canadian Telecommunications Industry: Leadership Threatened

Over the course of its work, the Panel has become concerned that the Canadian telecommunications
sector performance has not kept pace with its earlier achievements. In particular, Canada has
not remained at the leading edge of development and deployment in the two key growth areas of
the telecommunications sector — broadband and wireless. Although we have made progress in
both these areas, we are not moving forward as quickly as other countries. Unless it improves

its performance in delivering advanced broadband and wireless services, Canada risks slipping
behind other countries in providing the infrastructure to deliver the kinds of economic and social
benefits needed to improve the productivity and competitiveness of the Canadian economy, improve
the quality and efficiency of government and public services, and build a more inclusive society.
In the Panel’s view, Canada cannot afford to be complacent.

Broadband: Our Lead Is Slipping

Canada has been a world leader in broadband availability and use. In June 2005, we still ranked
sixth among OECD countries in broadband penetration per 100 inhabitants.!® However, we
ranked second only two years ago, and our position is beginning to slip as other countries pursue
aggressive strategies for rolling out broadband access at increasingly higher speeds. Our rate of
growth in broadband penetration has been surpassed by competitor nations (Figure 1-4), as other
countries also deploy fibre and other advanced access technologies and services at very affordable
rates. Some of the countries that have surpassed us may offer a better environment for broadband
deployment because of size, terrain and population density. Nevertheless, the Panel believes
that losing ground in this area is cause for concern because of the economic advantages and
social benefits that widespread use of broadband telecommunications services can yield.

Figure 1-4. Broadband Penetration, Top Six 0ECD Countries, 2001-2005
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15 OECD, OECD Broadband Statistics, June 2005. Available online at:
http://www.oecd.org/document/16/0,2340,en_2825_495656_35526608_1_1_1_1,00.html
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In addition to falling behind in broadband penetration, Canada lags other countries, including
Japan, South Korea and the United States, in the deployment of fibre broadband technology.

In Japan, telecommunications providers such as NTT and USEN Broad Networks have been
providing service via ultra-high-speed Internet access (fibre-to-the-home (FTTH)) with speeds up
to 100 Mbps since 2001. Other providers such as KDDI have been offering FTTH services since
2003. By mid-2004, ultra-high-speed broadband access was already available to 80 percent of
Japan'’s citizens through a combination of FTTH and fibre-to-the-node (FTTN) technologies and,
as of September 2005, Japan had 2.8 million FTTH customers connected.!® In South Korea,
the first FTTH installations began in 2001 and, by 2004, 85 percent of South Korean households
had access to FTTH. It is expected that, in 2007, all South Korean households will be able to
have 100-1000 Mbps broadband access.!’ The incumbent telecommunications provider, Korea
Telecom, launched its commercial FTTH service in 2005, offering upstream and downstream
data speeds of up to 100 Mbps.!8

In North America by September 2005, FTTH systems passed 2.7 million homes, primarily

in the U.S. with over 320 000 connected customers.1? In the U.S., smaller incumbent local
exchange carriers (ILECs), competitive local exchange carriers (CLECs) and government-
supported projects were the first to deploy FTTH locally, some before 2001. Some of the
national telecommunications providers such as Verizon and SBC have now begun large-scale
deployments of their fibre-based networks. Verizon began deploying its fibre-to-the-premises
(FTTP) network in May 2004, and began offering fibre broadband service in July 2004 and
fibre-based television service in October 2005 in selected markets, currently allowing a
maximum speed of 30 Mbps downstream and 5 Mbps upstream.? SBC plans to complete the
deployment of its fibre network to 18 million customers by mid-2008, using a combination of
FTTP and FTTN technologies, offering download speeds of 20-25 Mbps.2! It expects to begin
offering services on its fibre network in early 2006 in selected markets.

16 Thomas Bleha, “Down to the Wire,” Foreign Affairs 84 (May/June 2005); and Steven Ross, “Fibre Systems Triple in a Year,”
Broadband Properties (November 2005), available online at:
http://www.broadbandproperties.com/2005issues/nov05issues/Fiber%20Systems%20Triple,%20Steven%20Ross.pdf

17" Roxanne B. Batson, FTTH Content Business Case Study and the FTTH Industry in Korea (NSN TV 75, Inc., 2004). Available online
at: http://www.ftthcouncil.org/documents/860825.pdf

18 World Markets Research Centre, World Markets Telecoms: South Korea, July 4, 2005.

19 Render Vanderslice & Associates, FTTH/FTTP Update (October 4, 2005), available online at:
http://www.ftthcouncil.org/documents/732751.pdf; and Ross, “Fibre Systems Triple in a Year.”

20 Verizon announced plans to have three million homes passed for its fibre broadband system, and one million homes passed for its
fibre-based FiOS TV service by the end of 2005. Additionally, Verizon plans to pass an additional three million homes by year-end
2006. Source: Verizon press releases, May 19, 2004 onward; Dennis Weller, Chief Economist, Verizon, Presentation at TPRP Policy
Forum, October 24, 2005; and Ross, “Fibre Systems Triple in a Year.”

21 SBC expects to scale up the offerings and markets offered beginning in mid-2006; see SBC press release, November 3, 2005,
available online at: http://www.sbc.com/gen/press-room?pid=4800&cdvn=news&newsarticleid=21874
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In Canada, by contrast, deployment of FTTH is still in its early stages, with only a very limited
number of residential communities having access to fibre networks. For example, in February 2005,
Aliant announced plans to conduct Atlantic Canada'’s first FTTH trial during 2005 (30 Mbps of
bandwidth).2? By year-end 2005, Bell Canada deployed FTTN in 2048 neighbourhoods serving
over 500 000 households, mainly in the greater Toronto and Montréal areas. Bell plans to offer
service to these neighbourhoods in 2006 with speeds of up to 12 Mbps. Bell also plans FTTH
and FTTN deployment to reach 85 percent of urban households in the Windsor-Québec City
corridor by 2008, offering speeds of up to 26 Mbps.23

In addition to fibre deployment, some countries are already converging their wireless and
wireline networks to provide connectivity “anytime, anywhere and by anyone.”

In South Korea, Korea Telecom (KT) launched a pilot of the Broadband convergence Network
(BcN) in October 2005. This project aims at providing seamless broadband connectivity across
wireline and wireless networks over an upgraded Internet Protocol (IP) platform. KT hopes to
have 24 million fixed phone users on the BcN by 2010.24

In Japan, the U-Japan (Ubiquitous Network Society) strategy, launched in 2003, aims to
facilitate seamless connectivity from any location and to develop applications that make use

of the ubiquitous network to solve social issues such as nursing and welfare support systems,
food traceability systems, and home security systems. Japan'’s targeted national ICT strategy
aims to support seamless and secure human-to-human, human-to-machine, machine-to-human,
and machine-to-machine communications over its pervasive next-generation network (NGN)
infrastructure. Japan also plans to shift its focus from wireline to wireless networks and hopes to
have reached 100 percent of its citizens with high-speed or ultra-high-speed Internet access by
2010. Japan intends to accomplish this goal by facilitating access to spectrum and upgrading
its IP infrastructure.2®

22 Aliant Inc. press release, February 7, 2005, “Aliant launches Atlantic Canada’s fastest broadband connection,” available online at:
http://www.aliant.ca/english/news/news2.asp?YYYY=2005&currentPage=11&Keyword=&BU 1=&BU2=&BU3=&BU4=&BU5=&BU6=
&BU7=&BU8=&FromDay=1&FromMonth=1&FromYear=2005&ToDay=31&ToMonth=12&ToYear=2005&id=1167&frompage=news

23 Bell Canada VP Network Planning and Provisioning statement, December 5, 2005; BCE 2005 year-end and fourth quarter results;
and presentation by Eugene Rotman, BCE Business Review Conference 2005, December 15, 2004.

24 KT news release, October 6, 2005, available online at: http:/147.6.114.70/kthome/eng/press/press/
press_kt_view.jsp?page=1&news_seq=69&actiontype=&sel_year=&sel_mon=&key_word=

25 Presentation by Takuo Imagawa, Ministry of Internal Affairs and Communications (MIC), Japan, “Japan’s Policy Initiatives
toward Ubiquitous Network Societies,” April 7, 2005. Available online at:
http://www.itu.int/osg/spu/ni/ubiquitous/Presentations/5_imagawa_japan.pdf
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Deployment of next-generation networks has been relatively slow in Canada in both the wireline
and wireless environments. The Panel believes this lag will affect Canada’s international
competitiveness. More rapid deployment of advanced telecommunications infrastructure would
allow Canada to capitalize on the potential of high-speed networks to improve productivity and
foster economic growth through the provision of advanced services. The Panel is concerned that
by losing its lead in broadband, Canada may be missing out on a multitude of economic and
social benefits, and may be losing “first mover” advantages from rapid deployment of advanced
network infrastructure.

Wireless: Are We Really in the Game?

A shift from wireline to wireless services is taking place around the world. Over the past two
decades, wireless has evolved from a marginal technology serving a relatively small number
of customers into a mainstream technology deployed in all major market segments, including
voice, data and broadcasting. Today there are significantly more wireless service subscribers
in the world than fixed wireline subscribers (Figure 1-5).

Figure 1-5. World Wireline and Mobile Wireless Subscribers, 1995-2004
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The rapid rise of wireless penetration has been driven by a combination of demand pull and
technology push.

e For a number of countries lacking universally accessible, affordable, high-quality
telecommunications services — but recognizing that such services were necessary for their
economic and social development — wireless technology has provided an opportunity to
achieve these objectives by “technology leapfrogging”; that is, by rolling out services more
quickly, more cheaply and with greater flexibility than would have been possible using
wireline technology. Thanks to the development of wireless telecommunications services,
substantial progress has been made toward closing the “digital divide” on a global basis,
particularly in countries like China, India, Brazil, Russia and the transition economies of
eastern Europe and South East Asia.

e |n highly developed economies, the “any time, any place” attributes of wireless technology
initially were seen as productivity-enhancing complements to wireline technology in both
the private and public sectors. As the functionality of wireless technology increased, it has
become increasingly clear that wireless not only has the potential to substitute for wireline
technologies in many market segments, but also better matches the communication needs
of many businesses and consumers.

e The explosive growth of wireless markets has led telecommunications equipment
manufacturers to focus R&D efforts on the wireless market. As a result, there has been
an upsurge in innovation in wireless products, which has further increased user demand
for wireless services.

Today, Canada’s wireless carriers provide coverage to around 98 percent of the Canadian
population, and there are approximately 15 million wireless subscribers in the country,
representing almost 50 percent penetration.2® Even though Canada has done well in terms
of growth in wireless and data services relative to traditional telecommunications services,

as Figure 1-6 illustrates, our wireless penetration is second last in the OECD. Compared with
our major trading partner, the U.S., Canada lags significantly, but both countries have fallen
far behind European nations. Figure 1-7 shows that the penetration gap between Canada, the
U.S. and Europe has grown over time.

26 Source: CRTC, Status of Competition in Canadian Telecommunications Markets (Ottawa: CRTC, October 31, 2005), available online
at: http://www.crtc.gc.ca/ENG/publications/reports/PolicyMonitoring/2005/gic2005.pdf; and CRTC, Telecom Data Collection 2004,
available online at: http://www.crtc.gc.ca/dcs/eng/2004/
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|
Figure 1-6. Mohile Wireless Subscribers per 100 Inhabitants, 0ECD Countries, 2004
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]
Figure 1-7. Mohile Wireless Penetration, 1996-2004
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A number of factors are often cited to explain why wireless services have achieved a significantly
higher level of penetration in Europe than in North America. These factors include:

¢ historical differences in the quality, availability and pricing of wireline telephone services in
the two regions, which are said to have made wireless more attractive to European consumers

e different approaches to tariffing wireless services, which may have created stronger
incentives to subscribe in Europe

e FEurope’s leadership in developing and deploying second- and third-generation wireless
technologies, which resulted in superior products and services being available to European
consumers for a period of time.

In the Panel’s view, there is relatively little to be gained by focusing on historical differences
between the performance of the wireless industry in Europe and North America. Canada’s most
important comparator is the United States, because of our similar geography, demographics and
telecommunications markets, and because the United States is our principal trade partner and
competitor. Additionally, the U.S. and Canada have historically adopted comparable approaches
to pricing wireless services and have followed one another closely in the deployment of new
services and technologies. Nevertheless, an examination of the growth of wireless in the United
States and Canada reveals a persistent and growing gap between the rates of the two countries.
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In addition to having lower mobile wireless penetration than the U.S., Canada has much lower usage
of wireless services. Merrill Lynch estimates that Canadian usage is approximately 52 percent
of the average U.S. usage, measured in minutes of use (MOU) per month.2” Table 1-1 presents
Merrill Lynch’s estimates for Canada, the U.S. and a nhumber of other developed OECD countries.
Although Canadian monthly usage per subscriber appears to compare favourably with that of other
countries having higher levels of penetration, European countries and Japan have significantly
higher usage of data services than Canada and the U.S. Although this is not reflected in the
minutes of use statistics, it is demonstrated in Canada and the U.S.’s lower wireless data share
of average revenue per user (ARPU). While Canadian and U.S. data share of ARPU is similar,
Canada’s ARPU is significantly lower than that in the U.S.

Tahle 1-1. Wireless Minutes of Use and Average Revenue per User, Second Quarter 2005

Average Revenue Data Share of

Minutes of Use per User Average Revenue

(monthly) (US$) per User (%)

Canada 392 44 8
United States 157 55 7
United Kingdom 148 42 21
France 223 47 14
Germany 73 31 17
Italy 124 35 15
Japan 149 62 25

Source: Merrill Lynch, Global Wireless Matrix 2Q05 (December 2005). Used with permission.

Canada also lags in the rollout of many new mobile wireless services and features. Perhaps the
largest gap between Canada, the U.S. and other countries is with respect to the implementation
of third-generation (3G) high-speed data services. Canadian deployment of 3G wireless systems
lags not only the U.S. (2004), where every major operator is in the late stages of building and
marketing these services, but also significantly lags deployment in Europe (2002), South Korea
(2002) and Japan (2001). As already mentioned, 3G networks in Japan and South Korea are
well under way and both countries are nearly at the point of convergence between their wireless
and broadband networks nationally. In Canada to date, there has been only limited 3G rollout in
a few large cities, and the Panel notes that separate spectrum for the service has yet to be allocated.

27 Source: Merrill Lynch, Global Wireless Matrix 2Q05 (December 2005). Used with permission.
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Canada has also lagged in the introduction of wireless local number portability.?® This service
was offered in several European and Asian countries between 1998 and 2000 (e.g. U.K.,
Netherlands, Sweden) and in the U.S. in 2003. In Canada, however, the wireless industry only
recently announced its number portability implementation plan, with mandated nationwide
availability scheduled not until March 2007 for national carriers.

In addition, mobile wireless pricing is significantly higher in Canada than in the U.S. and other
countries. The Seaboard Group reported in July 2005 that the average mobile wireless customers
in Canada pay 60 percent more than they would have if they had used a U.S. plan, and

19 percent more than the rates charged by European carriers.2? These pricing differences may
be explained by the relatively small number of mobile service providers in Canada. In the U.S.,
97 percent of the population live in areas with three or more mobile providers, 87 percent live
in areas with five or more mobile wireless operators, and 41 percent live in areas with at least
six.30 This is in contrast to Canada where, although 94 percent of the Canadian population has
access to three or more wireless service providers, the maximum number of wireless carriers in
any given area is three.3!

The smaller number of mobile providers in Canada — and the fact that all three national
wireless service providers are also owned by large telecommunications service providers that
also provide wireline services®2 — may mean that there is less competition in the Canadian
wireless market than in the U.S. market, which consequently has resulted in higher prices,
less innovation, lower uptake and lower rates of usage.

After reviewing this evidence, the Panel concludes that Canada’s mobile wireless industry lags
behind its major trading partners on a number of key measures. This finding reinforces the
Panel’s belief that because of the growing importance of this segment, Canada should develop
a more efficient and vibrant wireless industry.

28 Wireless local number portability enables mobile wireless customers to transfer phone numbers between wireless service providers

and also between landline and wireless service.

29 Seaboard Group, Lessons for Canada: Wireless Pricing — A Cross-National Survey: U.S., Canada, and Europe (July 2005). Available
online at: http://www.seaboardgroup.com/main/index.php?option=content&task=view&id=290&Itemid=123

30 FCC, Tenth Annual Report and Analysis of Competitive Market Conditions with Respect to Commercial Mobile Services (September
30, 2005). Available online at: http://hraunfoss.fcc.gov/edocs_public/attachmatch/FCC-05-173A1.pdf

31 CRTC 2004 Telecom Data Collection. Available online at: http:/www.crtc.gc.ca/dcs/eng/2004/. Note: A limited number of larger
centres have resellers and MVNOs (mobile virtual network operators), but even these are not all independently owned from the three
national carriers.

32 |n Canada, BCE Inc. owns Bell Mobility, Rogers Communications Inc. owns Rogers Wireless and Microcell, and TELUS Corp. owns
TELUS Mobility. In the U.S., SBC-AT&T and Bellsouth own Cingular-AT&T Wireless, and Verizon Communications Inc. owns Verizon
Wireless. Sprint Nextel Corp. is the largest remaining independent wireless carrier, followed by T-Mobile USA, Inc. and All-Tel Corp.
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Policy and Regulation: Falling Behind the Times

The world is a different place today from what it was in 1993 when the current Telecommunications
Act was passed and the federal government launched its Information Highway initiative.

Telecommunications Policy

Over the past decade and a half, there has been a worldwide transformation of policy and
regulatory frameworks in the telecommunications sector. This trend began with the privatization
of publicly owned telecommunications operators and the introduction of competition in markets
previously reserved for monopoly service providers. It continued as many countries sought to
introduce policy and regulatory frameworks that relied primarily on market mechanisms and
economic incentives. More recently, many countries have begun to supplement telecommunications
sector-specific regulatory measures with a greater reliance on the principles of general
competition law.

The results of these trends have been dramatic in every region of the world, whether measured
by investment, product and service innovation, market growth, penetration rates, prices or
employment. The telecommunications sectors of many developing countries and emerging
economies have been transformed. Countries such as China, India and South Korea have emerged
as major sources of demand and supply in the global market for telecommunications products
and services. The digital divide is beginning to close in even the world’s least developed regions.

Profound changes have also taken place in the telecommunications policy and regulatory
frameworks of many industrialized countries. The European Union, individual European countries,
Australia and New Zealand have all made significant changes in their telecommunications
frameworks. So has the United States, which began the worldwide trend to transform
telecommunications policy and regulation several decades ago.

In the Panel’s view, the time has come to reform Canada’s telecommunications policy

and regulatory framework. In spite of the fact that Canada has one of the most competitive
telecommunications markets in the world, we continue to have one of the most detailed,
prescriptive and costly regulatory frameworks. This framework is particularly burdensome for
Canada’s major telecommunications service providers, who now face stronger competition

in a number of market segments from well-established facilities-based rivals as well as from
new entrants. The Panel believes the Canadian telecommunications industry has evolved to
the point where market forces can largely be relied on to achieve economic and social benefits
for Canadians, and where detailed, prescriptive regulation is no longer needed in many areas.
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The issues related to reforming Canada’s policy and regulatory framework as well as specific
proposals for reform are set out in the balance of this report, particularly in Chapters 2, 3, 4,
5, 6 and 9.

ICT Policy

Looking beyond the telecommunications industry to the ICT sector as a whole, the Panel notes
that many developed countries and the emerging giants of the developing world have adopted
policies that identify the ICT sector as a whole, including the telecommunications industry, as
a foundation for their national strategies for promoting economic growth and more efficient
government as well as achieving certain social development goals.

As noted in a previous subsection, since the 1970s, Canadian telecommunications policy has
focused on much more than the regulation of the telecommunications industry. The multifaceted
policy approach originally developed by the former Department of Communications in the
1970s and 1980s was continued in the 1990s by the Information Highway Advisory Council
and the Connecting Canadians agenda. These policy initiatives have enhanced Canada’s profile
in various areas of ICT development.

For example, since 2000, the Broadband for Rural and Northern Development (BRAND) pilot
program and the Government On-Line (GOL) initiative have made notable contributions to
Canada’s ICT policy. However, in comparing what the federal government is currently doing

in the area of ICT policy with the initiatives that have been taken in many other countries, the
Panel concludes that the Canadian government is not currently focusing sufficiently on ICT
policy — an area that is critical to Canada’s economic prosperity and social well-being. This
conclusion is supported by our steadily declining standing in the various indices that have been
constructed to compare the performances of various countries in using ICTs to further economic
and social development.33

The Panel believes it is essential for the federal government to recognize the vital role that
telecommunications and ICTs now play in every area of public policy, and to re-establish ICT
policy as a national priority. Specific proposals related to establishing a national ICT strategy,
including a program to complete the deployment of broadband networks in Canada, are set out
in Chapters 7 and 8 of this report.

33 The Economist Intelligence Unit e-readiness rankings, 2005, ranked Canada tied for 12th with Germany, whereas Canada was 11th
the year before. The World Economic Forum ranked Canada 10th in its 2004-2005 Network Readiness Index, dropping from sixth
place in 2003-2004. See World Economic Forum, “The Global Information Technology Report 2004-2005,"” available online at:
http://www.weforum.org/site/lhomepublic.nsf/Content/Global+Competitiveness+Programme%5CGlobal+Information+Technology+Report
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Regaining Leadership

A vibrant, competitive telecommunications industry is needed to make Canada a world leader

in telecommunications and to deliver economic and social benefits to all Canadians. To regain
leadership, the Canadian telecommunications industry needs a policy and regulatory framework
that removes impediments to competition and innovation, while protecting and advancing the
interests of consumers and citizens. In constructing a framework that will achieve these objectives,
the Panel believes it is necessary to recognize that the telecommunications industry is undergoing
a fundamental transformation, which has profound implications for policy and regulation.

Telecommunications Industry Transformation

The rapid change that is taking place in the telecommunications industry has been made
possible by an ongoing revolution in the fundamental technologies for creating, processing,
transmitting and storing information that underlie modern telecommunications networks.

The same set of basic technologies now can be applied to many types of telecommunications,
whether they involve voice, sound, text, data or video, or a mixture of media. The processing
power and speed as well as the bandwidth capacity of these basic technologies continue to
increase and their price continues to fall at exponential rates.3*

The subsections that follow describe how these underlying technological trends have made

it possible to break down and blur the boundaries that previously existed between different
segments of the telecommunications industry, such as wireline and wireless. They have also
made it possible to begin breaking down the boundaries between telecommunications, the
Internet, broadcasting and other electronic media. As these boundaries disappear, competition
is intensifying not only within the traditional telecommunications industry, but also among
different industry sectors. These developments in turn are expanding the range of communication
and information products and services available to businesses, public institutions and
individual customers.

In this respect, the Panel focuses on three particularly important trends: the shift to Internet
Protocol, open network architectures, and the convergence of industries.

34 The expression “Moore’s Law” refers to the very rapid rate of increase in the information processing capacity of ICTs relative to cost

for the past several decades, and the prediction that this will continue for the foreseeable future. Gordon Moore, one of the founders
of Intel, made the original observation and prediction in 1965 in relation to the number and cost of components on integrated
circuits. “Moore’s Law” has since been applied to other ICTs, and debate continues over whether it will continue to hold. See, for
example, Charles A. Eldering, Mouhamadou Lamine Sylla, and Jeffrey A. Eisenach, “Is There a Moore’s Law for Bandwidth?,” /EEE
Communications 37 (10, October 1999): 117-21, available online at:
http://dl.comsoc.org/cocoon/comsoc/serviets/GetPublication?id=164125
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The Shift to IP

Perhaps the most profound change taking place in telecommunications today is the recognition
that the Internet and other technological developments that rely on IP are providing highly
functional, new and efficient ways to transmit all forms of telecommunications, including voice,
data and video services.

Unlike conventional telecommunications technology, which sets up dedicated communication
paths between end-users (for example, the parties to a telephone conversation), IP allows any
signal — whether voice, data or video — to be broken up into packets of information. These
packets are then mixed together with packets generated from other sources and are routed to
their final destination, sometimes through different interconnected networks, where they are
reassembled and presented to the recipient of the message. This simultaneous sharing of
transmission facilities leads to more efficient use of network resources, thereby lowering the
cost of communication.

As it rapidly becomes the de facto standard for all kinds of communications, IP is creating

a converged communications space in which all types of telecommunications media (voice,
data or video) can be coded and carried, either exclusively or simultaneously, over a common
underlying facility, or through the “network of networks” that make up the Internet.

The Panel observes that the shift to IP is affecting the telecommunications industry in
several ways.

e Profound changes are taking place in network economics in relation to both capital and
operating expenses. |P makes it possible to merge all services on the same infrastructure and
the same logical network (the latter is often referred to as a “platform” for the different
services it supports). This has the potential to significantly reduce the amount of capital that
is required to build and maintain facilities. It also allows for better management of operating
costs. The cable industry’s rollout of IP-based voice services provides an example of the
economic advantages of IP-based networks. Cox Communications, a U.S. cable company,
estimates that the cost of deploying IP-based voice technology — US$267 per customer —
is approximately half the cost of deploying traditional circuit-switched technology — US$527
per customer.3° Over time, the costs of IP technology are expected to continue to fall more
rapidly than circuit-switched costs. In Canada, Shaw Communications, a cable company,
announced that its VolP (voice over IP) service would require capital expenditures of $425-450
per subscriber for the first 200 000 subscribers, and $350 per incremental subscriber.

RBC Capital Markets estimates a cable company would need 89 500 subscribers to break
even on an investment in VolIP. In contrast, it estimates that capital expenditures for a
telephone company to deploy video service would be $830 per line, and that 245 000
subscribers would be needed to break even.3°

35 Cox Communications, “Whitepaper: Voice over Internet Protocol: Ready for Prime Time,” May 2004. Available online at:
http://www.fcc.gov/oet/tac/7.28.04_TAC_Cox_VolP_whitepaper.pdf

36 R. Talbot,”Canadian Telecom Services: Battle for the Broadband Home,” RBC Capital Markets, January 27, 2004.
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e Competition is increasing as IP reduces and in some cases almost eliminates economic
barriers to entry in selected telecommunications market segments. This trend is clearly
visible in the marketplace, as cable operators begin to offer local telephone services and
as telecommunications network operators begin to offer video services on their broadband
infrastructure. In addition to this facilities-based competition, companies like Primus and
Vonage have entered both local and long distance telephone markets in competition with
incumbent telephone and cable companies, without having to build their own facilities.

e The increasing use of IP in telecommunications networks provides increased flexibility
in combining and developing new products and services. Today, these services are largely
provided on distinct technology platforms. In the future, when the shift to IP is complete,
it will be possible not only to offer all these services on the same platform but also to develop
new and more functional integrated voice, data and video services.

Open Network Architectures

The shift toward IP and the parallel development of open standards for both local and wide
area networks as well as for end-user devices are driving significant changes in the structure
of telecommunications networks. These changes in turn are increasingly being reflected in the
structure of the telecommunications industry and in the markets for its products and services.

With the advent of multiple access technologies and the use of IP for all forms of communication,
clear lines of demarcation are emerging between the different functional layers that are found
in modern communication networks. The “horizontal” separation between the different network
layers or functions depicted in Figure 1-8 and described in the accompanying text box is creating
a new network architecture that contrasts sharply with traditional “vertical” models in which
different networks were needed to provide different kinds of services (e.g. telephone, data and
broadcasting services) and in which the various functions performed by these different kinds

of networks were much less distinct.
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Figure 1-8. Network Layer Architecture
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A Four-layer Model of Network Architecture

In the emerging network architecture depicted in Figure 1-8, a variety of devices connect to the network at
the customer’s premises’ end of the network. In the interests of simplification, only some key examples of
devices and functions are shown. As illustrated by the bottom row of the figure, a separate “box” is usually
required to connect an end device to the network. Well-known examples are a DSL modem, a cable modem,
a TV set-top box or a VolP modem. Only legacy voice telephones and cell phones connect directly with

the network.

A key element of the network is the physical layer, which represents the basic medium of connectivity
between the customer premises and the nearest network node. Historically, different types of service
providers have used different physical media to provide their service offerings.

To make the physical medium carry traffic, a variety of signal transmission/modulation schemes are used.
This constitutes the signal or transport layer of the network. The signalling scheme used is appropriate

to the physical medium under it. For example, a discrete multi-tone (DMT) signalling scheme is used on
copper wires to deliver data speeds required for a DSL service. Wavelength division multiplexing (WDM)
is used to “light up” a dark fibre, and orthogonal frequency division multiplexing (OFDM) is used in more
contemporary wireless systems to boost speeds and spectrum efficiency.

Most of the time, the signal layer is invisible to the average end-user. For all practical purposes, the end-
user/customer sees the physical layer and the transport layer as one seamless package. This may, however,
not necessarily be true for the more sophisticated enterprise customers.

The key point of divergence between traditional architectures and new network architectures is the
applications layer. The applications contained in this layer are highly visible to the end-user, and range
from the ability to dial a number and have the call connected, to being able to access a Video-on-Demand
server and spontaneously view a movie of choice.

The applications layer uses the core network to reach the actual source material that resides in the
content layer. Driven by a completely different industry segment — the content or media industry — this
layer provides the actual telecommunications payload such as music for downloads, TV coverage of sports
events or navigational information. In a typical transaction, a user may use a wireless device to reach an
Internet portal (residing in the applications layer) and request navigational information from a source like
MapQuest® (residing in the content layer).

As illustrated in the preceding figure and box, a key development associated with the shift

to IP-based networks is the increasing separation of applications and content from network
infrastructure. In the past, many applications were controlled by network operators as part

of an integrated, end-to-end service offering. In the future, consumers increasingly will have
control over the specific applications and services to which they subscribe and use.This trend
toward the decoupling of applications from underlying networks is illustrated by the introduction
of VoIP services that can make use of any broadband network, whether it is provided by a cable,
telephone or fixed wireless provider. Traditional voice services of the kind still provided by
incumbent telephone companies include network access and transport services as well as the
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voice application itself. In contrast, VolP services can be provided on a stand-alone application
basis by companies other than those that provide the underlying transport services, in this case,
high-speed Internet access. As a result of the shift to IP and the decoupling of applications from
underlying infrastructure, new service providers can enter the voice services market without first
having to build an access network. For their part, customers can choose a VolP service provider
other than their broadband access provider.

The Panel believes the opening up of network architectures will affect the telecommunications
industry in several ways.

e By separating the provision of services and applications from the provision of infrastructure and
access and by putting more intelligence at the edges of the telecommunication networks, the
open network architectures associated with IP will give consumers much greater opportunities
to define their product and service needs, to choose a mix of suppliers, and even to create
their own applications. In the future, the telecommunications marketplace will increasingly
shift from one where applications are “pushed” to consumers by network providers, to one
where there are greater opportunities for consumers to “pull” the applications, services and
content of their choice.

e As consumers are able to “mix and match” from an expanding range of suppliers, facilities-
based service providers will have less control over the value chain on which their business
models traditionally relied. In particular, the emergence of VolP highlights the fact that local
and long distance voice services are unlikely to remain a core business segment for facilities-
based telecommunications service providers. As the provision of voice services becomes
decoupled from the provision of network access and is eventually offered to consumers at
very little or no cost, traditional telecommunications service providers will have to develop
new business models that replace lost voice revenue with new sources of income, and attract
the investments that will be required to deploy IP-based, broadband, next-generation networks.
In this respect, the Panel notes that there is an ongoing international debate involving, on the
one hand, the benefits and costs associated with policies designed to facilitate the opening
up of network architectures so that they are available to all application developers and content
providers on a non-discriminatory basis and, on the other hand, the benefits and costs
associated with policies designed to encourage the investments that will be required to build
NGNs. This issue is discussed further in Chapter 6, which deals with social regulation.

e The servers that provide applications at the edge of IP-based networks can be located
anywhere in the world. The distance insensitivity of these networks will expand competition
on a global basis and bring new competitors into the telecommunications industry. For
example, global peer-to-peer Internet telephony providers, such as Estonia-based Skype
Technologies, now are offering voice over |P-based PC-to-PC and PC-to-phone communications
in local markets all over the world, competing with traditional telecommunications service
providers.
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e The opening of networks to independent application and service providers has resulted in
new levels of collaboration and competition between product and service providers in the
telecommunications, computer and consumer electronics industries. This has resulted in
major benefits for consumers, as innovations in each one of these areas have spurred
innovations in the others. However, these benefits have come at a price. The opening up of
telecommunications networks that were centrally controlled by network operators has created
privacy and security concerns that must continue to be managed by network operators and
service providers, and to be addressed by policy makers.

Convergence of Industries

Along with the shift to IP and open standards, the opening up of network architectures is
creating a new, converged telecommunications marketplace where previously distinct industries
now are both competing and collaborating not only to create new applications, products and
services, but also to distribute existing applications, products and services in new ways.

One way to understand the collaborative dimension of the new telecommunications marketplace is
to examine the role played by four formerly independent communications industry segments — the
telecom infrastructure industry, the computing industry, the consumer electronics industry and
the entertainment industry — in the development of new products and services such as music
downloading and multimedia messaging services (MMS) (Figure 1-9).

Figure 1-9. Four-way Convergence
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The consumer electronics industry has revolutionized the music industry with the introduction
of compact, portable and inexpensive portable music players such as MP3 players and Apple's
iPod. The same technology, when incorporated into cell phones, allows MP3 music files to be
downloaded over wireless networks. The servers that host these applications are the products
of the computing industry. The actual music tracks are created by the entertainment industry.
A similar four-way convergence underlies MMS, an application that was triggered by the
development of low-cost digital camera technology by the consumer electronics industry. With
the evolution from short messaging service (SMS) to MMS, short messaging over wireless is

no longer confined to text-only messages. Designed to work with mobile packet data services
such as those offered by 2.5 G and 3G networks, MMS enables consumers to send and receive
multimedia messages containing graphics, photos and video as well as music and other audio
clips. Watching digital television on a mobile phone, personal digital assistant (PDA) or even
perhaps a wireless-enabled watch is another example of this four-way convergence.

The Panel believes that convergence between formerly distinct industry segments is reshaping
the telecommunications industry in a number of ways.

e Convergence is changing the way consumers see the telecommunications industry and is
altering their expectations regarding telecommunications services. When downloading an
MP3 song or a video clip to a computer, or consulting email on a BlackBerry®, a consumer is
dealing with a number of different service providers from different industry segments rather
than with a single service provider. To serve the customer, each of these different service
providers must master the new skills that are required to partner and collaborate with other
companies from very different industries in order to solve complex problems related to such
matters as intellectual property rights. The increasing need for different industries to collaborate
in turn creates opportunities to build new businesses that specialize in resolving these kinds
of issues for other companies. Apple’s iPod device and iTunes service are good examples
of the complex arrangements that are needed to combine Internet infrastructure, consumer
electronics, software solutions and financial arrangements with the music, film and television
entertainment industry in a single product offering legal downloads on a per-item basis.

e These evolving arrangements are creating new and more efficient channels for distributing
digital content to consumers, who increasingly are switching from traditional broadcasters to
new media producers whose products and services are better suited to personal interests and
the realities of modern life. The average consumer now spends more time, for both personal
and professional reasons, in front of a computer than a television set. MP3-encoded music,
which can be played through a variety of electronic media, is displacing traditional radio
broadcasting and previous-generation audio technologies. Similar changes are likely to occur
in the consumption of video content, which is already available on mobile devices as well as
downloadable on personal computers and will soon be easily accessible on demand through
televisions that are linked to the Internet via entertainment servers. Media are becoming
increasingly personalized: consumers not only are increasing control over what content they
consume and, through time-shifting, when they consume it, but also, as the recent explosion
in blogging and photo-sharing attests, they are becoming increasingly important producers of
content as well.
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e As part of this general trend to convergence between formerly distinct industry sectors, there
is an increasing overlap between the services offered by the telecommunications industry and
the services traditionally provided by the broadcasting industry. While the Panel certainly
acknowledges the importance of supporting the viability of Canadian cultural industries and
the availability of Canadian content, this overlap raises important and difficult questions
about whether old rules can deal with new realities, and whether it makes sense to have
different laws and different federal government policy and regulatory institutions dealing with
converging communications industries that provide increasingly similar multimedia services,
applications and content. This issue is briefly discussed in the report’s Afterword.

Transforming Telecommunications Policy

To help the Canadian telecommunications industry regain its position as a world leader that
delivers economic and social benefits to all Canadians, the Panel believes the federal
government must transform its policy frameworks in each of the areas we were asked to
review — telecommunications regulation, ICT policy and broadband connectivity. The Panel
also believes it is essential to see these three areas as parts of a unified information and
communications policy field, rather than as three separate challenges. In the past, the
telecommunications industry was largely distinct from the broadcasting, information technology
and consumer electronics industries. Today, these industries are converging. The pace of
innovation is accelerating. Competition and collaboration are increasing. Industry and market
structures are changing. A new electronic communications sector is being created.

The products and services of this new sector are fuelling productivity, economic growth and
competition. They are changing the way Canadians communicate, create, learn, work, live and
are entertained. They present the hope of better government, improved public services and a
more inclusive society. They have the potential to strengthen communities and to help bridge
the divides that exclude some Canadians from full participation in economic and social life.

Effective frameworks for telecommunications regulation, ICT policy and broadband connectivity
all have a part to play in achieving these benefits. In considering what should be done to
transform policy in each of these areas, the Panel believes it is important to ensure consistency
and strengthen the connections between these different policy areas in the new economic and
social spaces being created in the electronic communications sector.

The following chapters contain the Panel’s recommendations for how this should be done.
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A statement of Canadian telecommunications policy objectives was first included in legislation
when the Telecommunications Act came into effect in 1993 (see excerpt). Prior to then,
legislative policy direction for regulation was limited to several general policies embedded in

legislation, principally those requiring rates to be “just and reasonable” and prohibiting “unjust
discrimination.”

Excerpt from the Telecommunications Act, 1993

Canadian Telecommunications Policy
7. It is hereby affirmed that telecommunications performs an essential role in the maintenance of
Canada’s identity and sovereignty and that the Canadian telecommunications policy has as its
objectives
(a) to facilitate the orderly development throughout Canada of a telecommunications system
that serves to safeguard, enrich and strengthen the social and economic fabric of Canada and

its regions;

(b) to render reliable and affordable telecommunications services of high quality accessible
to Canadians in both urban and rural areas in all regions of Canada;

(c) to enhance the efficiency and competitiveness, at the national and international levels,
of Canadian telecommunications;

(d) to promote the ownership and control of Canadian carriers by Canadians;

(e) to promote the use of Canadian transmission facilities for telecommunications within Canada
and between Canada and points outside Canada;

() to foster increased reliance on market forces for the provision of telecommunications services
and to ensure that regulation, where required, is efficient and effective;

(g) to stimulate research and development in Canada in the field of telecommunications and
to encourage innovation in the provision of telecommunications services;

(h) to respond to the economic and social requirements of users of telecommunications services; and

(i) to contribute to the protection of the privacy of persons.

The Panel’s consultations have made it clear that there is a need to update and clarify the policy
objectives set out in the Act. The 1993 Act was largely based on a regulatory framework that
had evolved from early 20th century railway, telegraph, telephone and public utilities law. While
the policy objectives set out in the Act are more modern than other provisions in the Act, some
objectives are clearly dated and are linked to policy issues of the early 1990s. As described

in the previous chapter, the telecommunications environment has changed significantly since
that time.
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Some of the core objectives of Canadian telecommunications policy have remained constant.
In particular, the Panel believes telecommunications policy should continue to focus on the
core objective of promoting affordable access to telecommunications services in all regions of
Canada. However, a forward-looking policy should go well beyond that. It should:

ensure that telecommunications markets can operate effectively to provide Canadians with
a wide range of advanced broadband, Internet and other electronic services, including
e-commerce, health, education and government services

reflect the fact that most telecommunications services are now provided in Canada in
vigorously competitive telecommunications markets, and anticipate completion of the
transition away from the monopolistic telecommunications environment of the past

provide a framework that promotes a telecommunications infrastructure that will advance
not only Canada’s social welfare, but also its economic prosperity.

The Panel’s consultation process highlighted a number of problems with the policy objectives
set out in s. 7 of the Telecommunications Act. Some are substantive problems that call for
changes to reflect the current telecommunications environment and to include important
objectives for the future that are not clearly set out in s. 7. Other problems relate to conflict
and lack of clarity in the existing objectives.

The Panel believes the objectives require updating and clarification:

to better focus regulatory and other government measures by more clearly articulating
Canada’s national telecommunications policy objectives

to place greater emphasis on market forces as a means to achieve policy objectives

to ensure that, in an increasingly market-driven environment, important social goals are
properly protected and advanced

to recognize that regulation and other forms of government intervention have costs and can,
in some circumstances, undermine achievement of policy objectives

to provide guidance, which is not currently provided in the Act, on the extent to which regulation
and other forms of government intervention should be applied in competitive markets.
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The legislative policy objectives should provide guidance for government involvement in the
Canadian telecommunications sector. At a more specific level, they should provide guidance to
the Canadian Radio-television and Telecommunications Commission (CRTC), the government
and the Minister responsible in the exercise of their powers under the Telecommunications Act
and other telecommunications legislation.

The Panel believes the legislative policy objectives should be clear and explicit, and should
provide practical guidance to regulators and government officials in the discharge of the
responsibilities delegated to them by Parliament. The current objectives do not meet these
requirements. Some are overlapping and inconsistent, while others are vaguely worded.

As an example of these problems, it is difficult to reconcile the objective in para. 7(a) of the Act
“to facilitate the orderly development throughout Canada of a telecommunications system that
serves to safeguard, enrich and strengthen the social and economic fabric of Canada and its
regions” and that in para. 7(f) “to foster increased reliance on market forces. . ..” The first
implies that the government must decide how to develop the telecommunications system in an
“orderly” manner. It is reminiscent of legislation for a government-planned program. It conflicts
with the objective of relying on market forces. Moreover, s. 7 is vague in that it provides no
guidance on how much reliance should be placed on market forces as opposed to regulation,
stating only that such reliance should be “increased.”

The practical implications of applying the current s. 7 objectives are often unclear. As a result,
they are used by parties in CRTC proceedings to justify arguments in support of a very wide
range of different and often conflicting regulatory actions.

Section 7 fails to distinguish between policy objectives, such as promoting affordability and
efficiency of telecommunications markets, and the means for achieving those objectives, such
as regulation or reliance on market forces. This creates a risk of confusion between the “means
and ends” of telecommunications policy. The Panel believes Canada’s legislative framework
should separate the objectives of telecommunications policy from the means for achieving
them. This is particularly important in today’s competitive markets, where reliance on market
forces is often regarded as the best means of achieving some key objectives for Canada’s
telecommunications sector, such as affordability and access to telecommunications services.

The current policy objectives date from a time when most telecommunications services were
heavily regulated. In 1993, it was not clear that competition would emerge to the extent it

has. At that time, few policy makers had foreseen the disruptive effects that would result from
technological developments such as the Internet and other Internet Protocol (IP) platforms,
broadband and wireless networks, nor the potential for services enabled by such developments,
such as VolP (voice over IP) and IP television, to undermine the dominant positions of telephone
and cable television companies in their respective core markets.
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Telecommunications markets have changed radically since 1993. |In general, today’'s competitive
markets are functioning well to provide Canadians with a wide and growing range of advanced
and innovative services at reasonable prices. At the same time, growing competition and
convergence are making it increasingly difficult for regulators and governments to intervene in
telecommunications markets and to direct industry behaviour in the way it was possible to do

in the era of monopoly telephone and cable television companies. Today, there is a greater risk
that detailed regulatory intervention can impose significant costs and unintended consequences
on consumers and on the economy; for example, by promoting services or technologies that
ultimately will fail or by retarding development of more efficient ones. Today, there are substantial
risks that detailed and intrusive regulation may compromise realization of the full economic and
social potential of Canadian telecommunications markets, rather than contribute to achievement
of this goal.

Therefore, the Panel believes the legislative framework should specify the circumstances in
which regulation is still warranted and that it should provide clear direction on the use of
regulatory powers so regulation does not unnecessarily impede the development of market forces.

As discussed in Chapter 3, Economic Regulation, the Panel believes Canada’s telecommunications
markets have evolved to a point that justifies replacement of the current legislative presumption
favouring regulation with one favouring reliance on market forces. While the CRTC has been
moving in this direction, the Panel believes the legislative policy framework should make it clear
that, going forward, regulation should continue or be imposed only where there is a clearly
demonstrated need for it. At the same time, the Panel recognizes that market forces cannot be
relied upon to achieve all policy objectives. This is particularly true in the case of social objectives.

The Panel believes the legislative framework should identify the key social objectives of Canada’s
telecommunications policy more clearly than is currently the case. The very general language

of some of the current objectives provides little operational guidance on how objectives should
be achieved. For example, in practice it is difficult to apply the current paragraph 7(a) objective
that the telecommunications system should serve “to safeguard, enrich and strengthen the
social and economic fabric of Canada.” Instead of being stated in such general terms, the Panel
believes key social objectives should be specifically identified.

In many cases, social objectives may be achieved by market forces alone. In other cases,

they may require continued regulation or other forms of government intervention. Clarification
of the social objectives of telecommunications policy will better enable regulatory measures

to be specifically targeted to these objectives. Targeted and cost-effective implementation of
social objectives will also contribute to achievement of the economic objectives for Canada’s
telecommunications policy. The specific types of regulation used to achieve social and economic
objectives, and the relationship between them, are discussed in Chapters 3, Economic Regulation,
and 6, Social Regulation.
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New Policy Objectives

The Panel recommends replacing the current policy objectives section of the Telecommunications
Act with new provisions that not only clarify the policy objectives for Canada’s telecommunications
sector but also set out guidelines for government or regulatory action to achieve them.

This subsection discusses the objectives. The next subsection deals with the proposed
guidelines. The rationale for these objectives and the regulatory framework required to
implement them are discussed in detail in succeeding chapters. In particular, Chapter 3
explains the rationale for proposed changes to economic regulation, while Chapter 5 discusses
technical regulation, Chapter 6 considers social regulation, Chapter 7 examines Canada’s
information and communications technology policy, and Chapter 8 considers measures to
expand access to broadband telecommunications infrastructure.

An overall thrust of the Panel’s recommendations is that competitive market forces now can
achieve many of Canada’s telecommunications policy objectives without regulatory or govern-
ment intervention. This will increasingly be the case in the future. However, the recommended
objectives reflect the Panel’s view that certain key social objectives continue to be of critical
importance in Canadian telecommunications policy. The Panel recommends several concrete
new initiatives to achieve important social objectives that market forces are unlikely to achieve
on their own, even as competition increases.

In Chapter 6, the Panel recommends three initiatives:

e imposition of an explicit legal obligation on incumbent local exchange carriers (i.e. the
telephone companies that have historically served an area) to continue to provide essential
telecommunications services

e a new telecommunications consumer agency to provide an improved means for consumers
to resolve disputes with telecommunications service providers

e aclear consumer right to access Internet content and applications of their choice, regardless
of their telecommunications access provider.

In Chapter 8, the Panel recommends a new government program, the U-CAN program, to
accelerate the expansion of broadband telecommunications infrastructure in non-economic
areas of the country.

The Panel believes certain key social objectives will remain a priority for Canadians as
telecommunications becomes an increasingly important enabler of economic and social activities,
and an increasingly critical infrastructure for the delivery of government and public services
such as health and education.

2-1
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Accordingly, the Panel’s first proposed policy objective is “to provide affordable access! to
advanced telecommunications services in all regions of Canada, including rural and remote
areas.” As in the past, “affordable access” should continue to be a central objective of
Canadian telecommunications policy, since affordable access to telecommunications services is
required for full participation in Canadian society and economic activity. The affordable access
objective also recognizes that in some areas, particularly rural and remote ones, the costs of
providing telecommunications service are so high that market forces alone are unlikely to be
able to provide affordable access without government intervention.

In Chapter 8, the Panel concludes that broadband telecommunications access will be an
essential enabler of the economic and social welfare of individual Canadians, regardless of
where they live, and that the market will fail to achieve the goal of ubiquitous broadband access
by 2010, particularly in rural and remote areas. This is the basis for the Panel’s recommendation
of the government-funded U-CAN program.

The Panel’s second proposed policy objective is to enhance the efficiency of Canadian
telecommunications markets and the productivity of the Canadian economy. This important
economic objective reflects the vital role that telecommunications and information and
communications technologies play in contributing to economic prosperity and to improving
the overall standard of living of Canadians.

This objective recognizes that government or regulatory measures may be required to improve
the economic efficiency of markets, for example, by dealing with the abuse of monopoly or
“significant market power” or by ensuring efficient interconnection of telecommunications
networks. In other cases, where the costs of regulation may outweigh the benefits, this economic
objective should constrain excessive regulation.

As discussed in detail in Chapter 3, the Panel considers it critical for government and regulatory
intervention not to undermine the second proposed objective. Therefore, the Panel recommends:

e significant reductions in economic regulation

e guidelines to limit regulation to those situations in which market forces alone cannot be

relied upon.

The third recommended objective articulates four key social goals, three of which are not
explicitly identified in the current Telecommunications Act.

The Panel notes that the term “access” is used in different ways in telecommunications policy and regulation. The legislative
provisions to implement this “affordable access” objective should make it clear that they are aimed at ensuring that “end-users”
have affordable access to advanced telecommunications services. The term “end-users” is meant to refer to consumers, businesses,
government, non-profit and other users of telecommunications services. It is not meant to refer to other telecommunications service
providers that resell services, with or without adding value. Policy issues relating to “wholesale access” to telecommunications
services (i.e. access between telecommunications service providers) are dealt with in Chapter 3.
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In some cases, these goals cover policy areas in which existing regulatory practices are
reasonably well developed. For example, the CRTC has taken a number of measures over the
years to promote access to telecommunications services by persons with physical disabilities.
However, the proposed objective will, for the first time, provide legislative direction to promote
such access. The proposed third objective will also give explicit legislative recognition of the
importance of social objectives related to enhancing public safety and security, protection of
privacy and limiting public nuisance through the telecommunications system.

On the basis of the foregoing considerations, the Panel recommends restating the telecommuni-
cations policy objectives set out in the Telecommunications Act.
Recommendation 2-1

The Canadian telecommunications policy objectives as currently set out in the
Telecommunications Act should be clarified to:

(a) set out the objectives of Canadian telecommunications policy, and

(b) provide guidelines for regulatory and government action to achieve these objectives.

Recommendation 2-2

Section 7 of the Telecommunications Act should be removed and replaced with the following:

“Canadian Telecommunications Policy and Government
and Regulatory Guidelines”

“7. It is hereby affirmed that telecommunications performs an essential role in enabling
the economic and social welfare of Canada and that Canadian telecommunications
policy is based on the following objectives:

(a) to promote affordable access to advanced telecommunications services in all
regions of Canada, including urban, rural and remote areas;

(b) to enhance the efficiency of Canadian telecommunications markets and the
productivity of the Canadian economy; and

(c) to enhance the social well-being of Canadians and the inclusiveness of
Canadian society by:

(i) facilitating access to telecommunications by persons with disabilities;
(i) maintaining public safety and security;
(iii) contributing to the protection of personal privacy; and

(iv) limiting public nuisance through telecommunications.”

2-9
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Guidelines for Government and Regulatory Action

As discussed elsewhere in this report, particularly Chapter 1, Canada has one of the world’s
most competitive telecommunications markets. The CRTC has recognized this and is moving
toward increased forbearance from regulation. However, the current Canadian regulatory
framework still includes very detailed and extensive forms of economic regulation, particularly
in respect of local retail services of the incumbent local exchange carriers. The current
Telecommunications Act lacks clear direction with respect to the balance between economic
regulation and reliance on market forces. The current objectives require only that “increased
reliance” on market forces should be “fostered.”

Since 1970, the regulatory framework set out in the Telecommunications Act and its
predecessor legislation, the Railway Act, has contained a clear presumption in favour of
regulation of all telecommunications services provided by Canadian telecommunications
carriers. This framework requires prior CRTC regulatory approval of all of the rates? and tariffs>
of all such carriers, including all their services, unless a class of carriers is exempted from
regulation,” or unless the Commission forbears from regulating the service.® However, the
current Act also provides the Commission with a very broad discretion to decide to forbear if

it finds that a type of telecommunications service will be subject to “sufficient” competition
to protect the interests of users.

The Act provides no guidance on the tests to be used to determine when such competition is
“sufficient” and no direction is given regarding the relative weight to be given to regulation and
market forces in markets that remain subject to some regulation. This raises the potential for
overly slow or cautious forbearance from regulation in competitive markets, and for overregu-
lation in markets where some regulation may still be required but where market forces may be
sufficient to supplement some or all of it.

There will continue to be a significant role for some forms of telecommunications regulation
for the foreseeable future. There are areas of the country, particularly remote areas, in which
competitive market forces may never be sufficient to entirely replace economic regulation.

In addition, the pursuit of social objectives is likely to require continued social regulation of
some types. Government and CRTC involvement in technical regulation — for example, through
oversight of interconnection arrangements, spectrum management, and access to support
structures and rights-of-way — will likely also be required on an ongoing basis.

Since telecommunications markets will continue to be governed by a combination of market
forces and regulation, the Panel believes Canada’s telecommunications legislation should

2 Subsection 25(1) of the Telecommunications Act prohibits all Canadian carriers from providing a telecommunications service except
in accordance with a tariff filed with and approved by the CRTC. The tariff must specify the rate, or the maximum or minimum rate,
or both, to be charged for the service.

3 Section 24 requires telecommunications services to be provided subject to any conditions imposed by the CRTC or included in
tariffs approved by the Commission. The tariffs of carriers generally include a comprehensive description of the conditions under
which the service is offered.

4 Pursuant to s. 9 of the Act.

5 Pursuant to s. 34 of the Act.
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provide a clearer direction on when regulation is required as well as on the nature and extent
of regulatory measures. In arriving at its recommendations to guide future regulatory and
government intervention, the Panel considered the following factors.

First, there should be a general predisposition in favour of reliance on market forces. This
approach is warranted by:

e the very substantial level of competition that has emerged in Canadian telecommunications
markets, including the establishment of at least two competitive local access network
infrastructures in the large majority of Canadian markets

e technology and global market trends, which are providing an increasing range of competitive
alternatives to existing regulated telecommunications services

e the extent to which market forces have successfully provided what Canadians need; that is,
widespread access to an increasing range of reliable and advanced services at reasonable
prices and conditions, including one of the highest levels of advanced broadband access
services in the world

e the proposition that government regulatory intervention is costly and potentially disruptive,
and that it should be used selectively to solve clearly identified problems or to achieve
important social or economic goals

¢ the related proposition that reliance on market forces is preferable to regulation in situations
where both options can achieve the same policy goals.

Second, the Panel notes that effective and informed regulation of telecommunications markets
is a complex and problematic endeavour. Detailed economic regulation of telephone companies
worked reasonably well in the simpler and more stable monopoly environment of the past. In
that era, a diligent and skilled regulator could:

e try to gather all necessary information

e try to accurately assess current and expected market dynamics

e rely on the continued validity of both that information and those assessments
e take the time necessary to come to well-considered regulatory decisions

e be reasonably confident that its decisions would have the intended impact.

In contrast, today’s telecommunications markets are very competitive, dynamic and complex.
This undermines the effectiveness of economic regulation in many areas and introduces new
costs. In the new environment, these costs include not only the traditional costs of the regulatory
process and compliance, but also the negative impact of regulation on the development of
efficient markets, the disruptive implications of acting on uncertain information, the potential
for unintended consequences, the distortion of market outcomes and other similar elements.
Consequently, even where market forces operate imperfectly, one can no longer assume that
regulation will automatically produce a better result. In fact, in some circumstances, regulation
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can delay the introduction of advanced new services. It can also mandate prices higher than
those that would occur in an unregulated market.

The Canadian telecommunications sector has reached a tipping point. Today, unlike in the
past, one can assume that competitive market forces will generally provide a more effective and
less costly means than economic regulation of achieving Canada’s telecommunications policy
objectives. It is time for the regulatory framework to provide clear guidance regarding the
primacy of market forces and to clarify the more limited circumstances in which regulation

or other forms of government intervention should be applied.

In this context, the Panel agrees with the following principles set out in Smart Regulation:
A Regulatory Strategy for Canada’:

e regulation, where required, should be clearly directed at achieving the intended policy
objectives

e regulators should strive for the least costly and intrusive means to achieve policy objectives,
avoiding overlap, duplication and inconsistency, minimizing the potential risks of unintended
consequences and providing for enforcement that is commensurate with the risks and
problems involved.

Competitive market forces have evolved to the extent that they can replace regulation as the
primary means for achieving Canada’s telecommunications policy objectives. Accordingly, the
Telecommunications Act should include guidelines to determine not only when regulatory or
other government intervention is required but also the nature and extent of such intervention.

Recommendation 2-3

The Telecommunications Act should be amended by adding the following immediately after
proposed section 7:

“7.1 The following guidelines shall be applied in implementing the telecommunications
policy objectives:

(a) market forces shall be relied upon to the maximum extent feasible as the
means of achieving the telecommunications policy objectives;

(b) regulatory and other government measures shall be applied only where

(i) market forces are unlikely to achieve a telecommunications policy objective
within a reasonable time frame, and

(i) the costs of such measures do not outweigh the benefits; and

(c) regulatory and other government measures shall be efficient and proportionate
to their purpose and shall interfere with the operation of competitive market
forces to the minimum extent necessary to meet the objectives.”

& External Advisory Committee on Smart Regulation, Smart Regulation: A Regulatory Strategy for Canada (Ottawa: the Committee,

September 20, 2004). Available online at: http://www.pco-bcp.gc.ca/smartreg-regint/en/08/rpt_fnl.pdf
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Compliance with Guidelines

The proposed guidelines for government and regulatory intervention are designed to ensure that
achievement of telecommunications policy objectives is clearly advanced by regulation and
other forms of government intervention, and that such intervention does not inadvertently
interfere with the efficient operation of telecommunications markets. In the Panel’s view, the
policy objectives recommended by the Panel can best be achieved through rigorous adherence
to these guidelines. Hence, the Panel believes the CRTC, as well as other government agencies
and departments involved in implementing telecommunications policy and regulation, should
be subject to a statutory requirement to demonstrate compliance with the guidelines on an
ongoing basis.’

The purpose of this requirement is to focus the attention of regulators and other government
officials, in each case, on whether a regulatory or government action is in fact required and, if
so, whether there are other less intrusive or less costly ways to achieve a policy objective within
a reasonable time frame. The Panel believes imposing this obligation on the regulator will help
overcome the long-standing legislated presumption favouring regulation. This should ensure a
more consistent and more rapid transition to reliance on market forces.

Recommendation 2-4

The Telecommunications Act should be amended by adding the following immediately after
proposed section 7.1:

“7.2 All policy documents, decisions, orders or other means of introducing or amending
significant government or regulatory measures shall:

(a) specify the telecommunications policy objective that is advanced by the policy
or measure;
(b) demonstrate compliance with the statutory guidelines for achievement of

Canada’s telecommunications policy objectives.”

7 This requirement is analogous to the requirement that regulatory impact analysis statements (RIAs) accompany new federal
regulations. See the section on Regulatory Impact Analysis Statements in the Privy Council Office’s Regulatory Process Guide,
modified July 1, 2004, available online at:
http://www.pco-bcp.gc.ca/raoics-srdc/default.asp?Language=E&Page=Publications&doc=regguide/regguide_e.htm.

See also Privy Council Office, Government of Canada Regulatory Policy, approved in November 1999, available online at:
http://www.pco-bcp.gc.ca/raoics-srdc/default.asp?Language=E&Page=Publications&Sub=GovernmentofCanadaRegula.The Panel
does not believe the full requirements of the Regulatory Process Guide and the other process requirements related to the
development of formal regulations should be extended to the CRTC and other departments and agencies involved in implementing
telecommunications policy and regulation, since this may increase regulatory lag, and frustrate the goal of expediting the
telecommunications regulatory process. See Chapter 9 for a fuller discussion of telecommunications regulatory procedures.
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Consistent Application of Policy

Today, a number of government departments and agencies are involved in implementing
telecommunications policies and regulations. As previously indicated, the Panel believes
Canada’s telecommunications policy objectives should be implemented in a coherent
and consistent manner by all such departments and agencies. These policy objectives
should therefore apply not only to the CRTC in the performance of its duties under the
Telecommunications Act, but also to the Minister of Industry in the implementation of
telecommunications policies and programs.

Currently, there is no requirement for the Minister of Industry to exercise powers under the
Radiocommunication Act or the Department of Industry Act in a manner that is consistent

with Canada’s telecommunications policy objectives.® This report recommends a realignment
and a clearer separation of the current regulatory and policy-making functions of the Minister
(see Chapter 9, Policy-making and Regulatory Institutions). However, the Minister of Industry
as well as other government departments and agencies may continue to develop and implement
telecommunications policies, programs and regulatory measures that intervene in the operation
of telecommunications markets, such as the U-CAN program recommended in this report.?

Recommendation 2-5

Amendments should be made to the Radiocommunication Act, the Department

of Industry Act and other relevant federal legislation to ensure that all government
departments and agencies that implement telecommunications policies, programs

or regulatory measures act in a manner that promotes the achievement of Canadian
telecommunications policy objectives and complies with the implementation guidelines
as set out in the Telecommunications Act.

Regulation of Telecommunications Service Providers

Different kinds of service providers are entering the increasingly competitive Canadian
telecommunications markets. One example of this growing diversity is the new entrants that
resell telecommunications services obtained from other telecommunications carriers to provide
the public with new VoIP telephone services. The CRTC's authority to regulate resellers and
other telecommunications service providers (TSPs) under the Telecommunications Act is
currently very limited. The CRTC's jurisdiction is largely confined to regulating “Canadian
carriers” and the definition of that term excludes TSPs that do not own or operate their own
transmission facilities. !9

8 The Radiocommunication Act provides that the Minister “may have regard to” the telecommunications policy objectives in
exercising his or her powers under s. 5 of that Act.

9 Including the broadband access programs run by the Minister of Industry, such as BRAND and NSI.
10 Telecom Public Notice CRTC 93-62, Exemption of Resellers from Regulation.
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The government and the CRTC have recognized that the achievement of certain important social
and technical objectives of regulation requires the application of some degree of regulation over
the activities of TSPs that technically do not fall within the definition of “Canadian carriers.”

Subsequent to the passage of the Telecommunications Act in 1993, Parliament enacted certain
amendments to the legislation that expanded the CRTC's authority over TSPs in order to include
them within the scope of the international telecommunications licensing regime contained in

s. 16.1. Section 46.5 was also enacted to enable the CRTC to include TSPs as contributors to the

CRTC-established fund to support provision of affordable basic telephone service in high-cost areas.

The Act currently does not authorize the CRTC to impose other forms of regulation on TSPs,
including technical or social regulation that aims to increase public safety or to ensure
compliance with interconnection or technical rules. In the absence of other express powers to
directly regulate TSPs, the CRTC has taken steps to establish an “indirect” form of regulation
over them through the imposition of certain obligations in the tariffs of Canadian carriers that
provide TSPs with underlying services and facilities. These obligations are found in provisions
of the local exchange carriers’ tariffs governing resale activity and in access tariffs for various
types of services.

Under this system of indirect regulation, the CRTC’s ability to ensure compliance by TSPs with
its rules and regulations is limited in large measure to ordering the termination of service to the
TSP by the Canadian carrier that provides the underlying transmission service if the TSP fails to
comply with the provisions governing its receipt of service. Because of the economic and public
safety implications of disconnection for tens of thousands of customers who rely on TSPs for
the provision of telecommunications services, including local, long distance and emergency
services, this type of enforcement mechanism tends not to be used, leaving the CRTC with

no practical means of enforcing its social and technical regulation when it comes to TSPs.

The development of broadband technology and the increasing ability of TSPs to effectively
duplicate the services offered by carriers using IP-based technologies, rather than simply
reselling the underlying carrier’s services, suggests that this indirect form of regulation is not
the most effective mechanism to ensure that TSPs comply with CRTC regulations under the
Telecommunications Act.

This deficiency in the current legislative framework was highlighted by the CRTC in its
submission to the Panel where it emphasized its recent experience in establishing a regulatory
regime for VoIP services. As noted by the CRTC!?:

The recent public proceeding with respect to VolP services has brought this issue into focus.
VoIP services are now being sold that are functionally equivalent to local exchange service and
are intended as a substitute for basic telephone service. In the past, resellers could resell the
local exchange carriers’ basic local service, which included all of these important features. Now,
in a VoIP environment, they can provide their own service with or without these features. While
the objectives in section 7 of the Act require the Commission to address these issues, the Act
currently limits the Commission’s ability to do so, except in an indirect manner.

11 Telecom Decision CRTC 2005-28, Regulatory Framework for Voice Communications Using Internet Protocol.
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This gap between the regulatory objectives of ensuring access to 9-1-1 emergency telephone
service and other important features of local services, and the CRTC'’s power to enforce
compliance is likely to widen in the future with the expansion of consumers’ abilities to access
an increasing number of telecommunications services from non-facilities-based service
providers using broadband access. New measures are required to enable the CRTC to carry

out its mandate effectively.

In light of these considerations, it is the Panel’s view that the CRTC requires authority to directly
regulate the activities of TSPs, particularly with respect to social obligations and technical
regulations of general application in the industry. The Panel believes the CRTC’s authority
should be expanded to empower it to apply the provisions in Part Il of the Telecommunications
Act to TSPs when it finds that the exercise of any such power is necessary to carry out the policy
objectives in's. 7. The CRTC should also be granted authority to enforce any such requirements
with the full range of its powers under the Telecommunications Act.

The Panel believes these powers should only be selectively applied to TSPs as the need arises
and that a decision to regulate TSPs should be supported by reasons why such regulation
is necessary in the furtherance of the statutory policy objectives. This selective regulatory
approach is consistent with the guidelines for regulation that are proposed earlier in this
chapter. These guidelines should ensure that TSPs remain unregulated to the greatest extent
possible and that regulation is limited to instances where it is necessary to meet specific
objectives of the Telecommunications Act.

Consistent with later recommendations in this report, the Panel also recommends that when the
CRTC finds it necessary to regulate the conduct of TSPs, it should do so to the greatest extent
possible through the imposition of generally applicable rules enforceable by orders of the CRTC,
rather than through tariff regulation or orders that apply only to specific service providers.

Recommendation 2-6

The Canadian Radio-television and Telecommunications Commission should be empowered
to directly regulate all telecommunications service providers to the extent necessary to
implement the Canadian telecommunications policy objectives.
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Economic Regulation

This report treats economic, technical and social regulation separately. There are no “bright
lines” separating the three, and regulatory measures cannot always be neatly categorized
according to this taxonomy. Nevertheless, the issues and the measures to address these issues
differ sufficiently that it is useful to distinguish them for the purposes of this report.

The ultimate goal of economic regulation, as with other forms of government intervention in the
economy, should be to improve Canadians’ quality of life by facilitating economic activity and
increasing living standards. This goal should apply to economic policy and regulation in the
telecommunications sector.

Chapter 2, Policy Objectives and Regulation, describes the Panel’s recommended core objectives
for Canadian telecommunications policy and regulation. These core objectives are aimed at:

e promoting affordable access to advanced telecommunications services throughout Canada

e enhancing the efficiency of Canadian telecommunications markets and the productivity
of the Canadian economy

e enhancing the social well-being of Canadians and inclusiveness of Canadian society.

These objectives are not radically different from the core objectives that Canadian regulators
and policy makers have taken into account in the past, either explicitly or implicitly. However,
the means proposed by the Panel to achieve these objectives differ from traditional regulatory
approaches.

The telecommunications industry environment has changed dramatically over the past 25 years,
and the pace of change is accelerating. Today, the industry has almost completed its transformation
from a small group of regional monopolies operating as regulated “public utilities” and providing a
limited set of basic telephone services. The industry now consists of a dynamically competitive
group of companies operating in an open market environment. These companies how compete
with many regional, national and global players to provide a wide range of telecommunications
applications and content services using new technologies.

This transformation calls for a change in the means of achieving Canada’s national telecommunications
policy objectives. The changes that the Panel considers necessary can be summarized as follows:

e The move toward economic deregulation of the industry should be accelerated to promote
development of a more dynamic, innovative and customer-responsive environment.

e |t should no longer be possible or desirable for regulators to “micro-manage” the industry
to achieve a planned industry structure or to pre-determine most types of economic
arrangements among industry players.

3-3



3-4

Chapter 3

e Much of the detailed economic regulatory framework developed in the past is no longer
required, since competitive market forces now are at the stage where they provide the
means of achieving the core objectives of telecommunications policy.

e The telecommunications regulatory framework should rely more on the principles of
“smart regulation”! and competition policy that apply to other sectors of the economy.

e The social goals of telecommunications regulation should be more clearly defined and
separated from economic regulation of service providers. They should be directly addressed
through competitively neutral regulatory measures that should generally apply to the
whole industry.

The balance of this chapter starts with an examination of the rationale for economic regulation.
This is followed by a discussion of what retail services should be regulated and what form
this regulation should take. Particular emphasis is given to two important issues: control of
anti-competitive conduct and the regulation of retail tariffs.

The chapter then turns to the issue of mandated wholesale access by competitors to incumbents’
facilities and networks, including the prices that should apply. The chapter concludes with

a discussion on a related topic, namely, the rights and obligations of telecommunications
service resellers.

Given the complexity of the telecommunications services sector and the need to adapt traditional
competition law to its special circumstances, the Panel believes, during a transitional period of
five years, there should be a body combining expertise in the economics of competition with a

deep knowledge of the telecommunications industry.

For the reasons given in Chapter 4 below, the Panel believes a new Telecommunications
Competition Tribunal (TCT) should be established. The TCT would be a type of “joint panel”

of the CRTC and the Competition Bureau, relying on the expertise of both. It would generally
have jurisdiction over issues that involve competition as it affects telecommunications services
decisions on deregulation and on the control of anti-competitive conduct. The TCT should be
subject to a “sunset” provision, the assumption being that after the transition period the TCT
will no longer be needed.

This chapter focuses on the nature of economic regulation and which services are to be regulated.
Chapter 4 provides a detailed discussion of the proposed structure of the TCT and its powers.

L Many of the key principles of “smart regulation” have been studied and developed in Canada and elsewhere in recent years.
Examples of key reports in this area include those by the Economic Council of Canada, Reforming Regulation (Ottawa: Supply and
Services, 1981) and recently the External Advisory Committee on Smart Regulations, Smart Regulation: A Regulatory Strategy for
Canada (Ottawa: September 2004). The Panel is of the view that the broad principles set out in the latter report are generally
relevant to regulatory reform in the telecommunications sector.
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Factors Affecting the Scope of Economic Regulation

The Growing Role of Competition

Over the past 25 years, competition has grown very rapidly in Canadian telecommunications
markets. During that time, regulation has intensified, often in an attempt to promote competition
in specific markets.? After the opening of the long distance and local markets to entry in the
1990s, complaints from new entrants of anti-competitive conduct by incumbent local exchange
carriers (ILECs) — that is, the telephone companies — grew significantly. As well, technological
advances and market opportunities widened the range of activities undertaken by ILECs.
Reacting to this, the Canadian Radio-television and Telecommunications Commission (CRTC)
has become increasingly engaged in the detailed supervision of their activities and conduct.
However, as competition intensifies, economic regulation should make way for market forces

to the maximum extent possible.

There are a number of reasons why competitive telecommunications markets can serve consumers
and the general economy better than regulation or other government intervention. One key
reason is that setting prices and conditions of service that benefit both service providers and
customers requires large amounts of information, more than a single organization can easily
gather, keep up-to-date and use. This is true whether the organization is government or private
sector. In competitive markets, changes to prices and conditions of services are generally made
by trial and error, taking into account what has worked in the market and what has not. Competitive
market forces can process more information and do so more efficiently than any single service
provider or regulator.

Another reason why competitive markets are superior to regulation and government intervention
is that regulation imposes significant costs. These include the costs of the regulatory process
itself, such as the costs of regulatory compliance by service providers and other participants,
as well as costs in the form of unforeseen or unintended consequences.?

Competitive markets provide superior incentives to service providers. In a competitive market,
service providers can prosper only to the extent that they meet the needs of customers. Provided
that barriers to competitive entry have been removed, service providers must innovate and
provide services and prices that meet their customers’ needs, or customers will switch to
competitive options.

2 For example, in the mid-1980s, the CRTC established a fixed price differential between prices charged by CNCP for private lines,
and those charged by Bell Canada. See: CNCP Telecommunications — Rates for the Provision of Interconnected Private Line Voice
Services, Telecom Decision CRTC 83-10, 26 July 1983. Ostensibly put in place to compensate for CNCP’s lower value of service, in
practice the differential served as a pricing umbrella for CNCP, stopping Bell from lowering its prices unless CNCP lowered its prices
first, and so ensuring that CNCP could keep its prices at current levels.

3 For example, preparing and filing economic studies in a level of detail and format specified by the regulator, to show that floor price
constraints are met, will require additional time and resources.
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In principle, regulation should supplement, not replace, market forces. The Panel considers
that competition in Canadian telecommunications markets now has evolved to a point where
regulation should be the exception rather than the rule. Such an approach would require a
fundamental change in the current legislative framework, which provides that services will be
regulated unless the regulator specifically forbears from regulation. The Panel also considers
that the new regulatory framework should ensure that where regulation is required, its impact
on market forces should be limited and the regulatory measures should be proportional to the
problems they are intended to address.

Accordingly, the Panel believes the regulatory framework for Canada’s telecommunications
sector should rely on competition and market forces to the maximum degree feasible.

Recommendation 3-1

The regulatory framework for Canada’s telecommunications sector should rely on competition
and market forces rather than on economic regulation, to the maximum extent feasible.

The extent to which market forces can be relied upon varies by region. In regions with very low
population density and fewer opportunities to realize economies of scale, telecommunications
markets may well be what economists refer to as natural monopolies; that is, markets where
costs are based on the scale of output and hence where a single firm can serve the market at a
lower cost than several competitive firms. In such situations, regulation may need to continue
for the foreseeable future.

Where economic regulation remains necessary, it is desirable, to the extent possible, to have
it result in prices and performance levels similar to those that would occur in competitive
markets. It will provide monopoly customers with some of the benefits that would have been
obtained in a competitive market. It will also ease the transition for customers and service
providers to deregulated markets by smoothing out price and performance changes.

Fairness and Efficiency

Regulation of an industry or a sector of the economy usually has a number of objectives.

A major objective should be to maximize efficiency and productivity, in cases in which freely
functioning markets are not expected to produce that result. But efficiency is not the only
objective. Regulation is also devoted to pursuing a variety of social objectives. An example of a
recurrent social objective is fairness in terms of the regulatory treatment of different customers or
service providers. In telecommunications regulation, examples of key social objectives include
universal access, privacy and availability of emergency services.
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Pursuit of some of the social objectives can conflict with the objectives of efficiency and
productivity. An example is universal access to telephone service. Rates for basic local
residential service were kept significantly below the cost of such service for many years to
encourage as many households as possible to subscribe.* Unfortunately, this led to major
economic inefficiencies, and some customers were discouraged from purchasing services
when prices greatly exceeded costs. This was the case with long distance services in Canada
for many years.

In an attempt to protect the sources of the cross-subsidies used to finance below-cost local
services, regulators and incumbent telephone companies impeded the development of
competition for many years. In turn, this led to less cost reduction and may have led to the
slower diffusion of innovation than might have occurred with competition.

The system of cross-subsidies proved to be increasingly inefficient and incompatible with
competitive markets and was eventually replaced by the regulator with a system of targeted
explicit subsidies. Today, explicit subsidies are mandated by the CRTC only for the provision

of basic residential telephone service in high-cost serving areas.® This separation of social and
economic goals has allowed the pursuit of the social objective of universal access at affordable
prices, while minimizing the costs in terms of lost efficiencies.®

There have been other examples of regulatory measures that distorted economic efficiency

to achieve social goals. These include freezing the price of pay telephone service for several
decades (in the 1960s and 1970s and again in the 1980s and 1990s), discouraging experiments
with local measured service (in the 1970s) and requiring uniform prices across a broad class
of customers, even though costs of service vary greatly within the class (a continuing regulatory
practice).”

A more recent example of a “fairness-based” regulatory approach that conflicts with the
efficient functioning of markets can be found in the CRTC's decision to add a new objective
for economic regulation aimed at being “fair” to new competitors. In its decision on the
review of its price caps regulatory regime in 2001, the CRTC introduced the objective®:

...to balance the interests of the three main stakeholders in telecommunications markets,
i.e., customers, competitors and incumbent telephone companies; . . .

4 There were some efficiency reasons to keep the price of local access low. The ability to reach additional customers added value to
other customers, even though they did not have to pay for it. However, the penetration rate of telephone service has been very high
for decades, and the value of additional customers has long since become negligible.

5 See Changes to the contribution regime, Telecom Decision CRTC 2000-745, 30 November 2000 for the initial CRTC decision
addressing this regime.

6 The implicit cross subsidy from urban to rural was also largely removed. As well, large business users have seen very significant
reductions in price. However, the large contribution from small business customers is still in place.

7 For example, all customers in Band B are charged the same, whether they live in a multi-unit dwelling or a single, detached house.

8 Regulatory framework for second price cap period, Telecom Decision CRTC 2002-34, May 30, 2002 (Decision 2002-34), at
paragraph 99.
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Adding the new objective of balancing the interests of new competitors in designing price caps
regulation suggests that prices should be set so that the interests of competitors to the ILECs
should be promoted or protected, rather than setting prices at levels that would be produced
by a competitive marketplace.

Other Commission initiatives have expanded the doctrine that the CRTC can intervene in
markets in order to achieve “fairness” to competitors, even where it appears to be contrary
to the principles of efficiency or the lowering of prices to consumers.? The Commission’s goal
appears to have been to promote the financial viability of competitors to the ILECs, in order
to ultimately provide consumers with the benefits of increased competition. Application of
the doctrine has resulted in a new, high level of regulatory intervention aimed at shaping the
structure of markets, rather than allowing market forces to determine the success or failure
of different service providers. The relative degree of intervention by the CRTC on behalf of
new entrants has been very substantial and has led to the imposition of extensive constraints
by the CRTC on the activities of the major suppliers of many telecommunications services,
the ILECs.10

The Panel considers that there should be a separation of the economic objectives from the
social and “fairness” objectives of regulation. Designing different regulatory instruments
targeted at achieving specific objectives limits the extent of unnecessary conflicts between
the objectives and contributes to successful achievement of each.!!

The guiding principles in designing a new telecommunications regulatory framework for Canada
should be:
e to recognize that economic efficiency, social objectives and fairness are separate regulatory goals
e to be explicit about which goals are being pursued in any given regulatory intervention
e to make use of separate regulatory instruments to pursue each.
Application of these principles will add transparency to the trade-offs between the different
objectives and the costs and benefits of pursuing them.

Recommendation 3-2

There should be a clear separation between economic and social regulation, with clear
identification of the objectives of the regulation and the measures designed to achieve
them efficiently, rather than using economic regulation to pursue social objectives.

A prime example is the Commission’s decision to shield competitors from reduction in ILEC prices that would have been required
by the incumbents’ price cap regime and the creation of the deferral account with the surplus funds (Decision 2002-34).

An example is the CRTC's treatment of win-back restrictions, which is discussed below in the section on Control of Anti-competitive
Conduct.

The desirability of using different instruments to pursue different policy objectives has long been recognized. See, for example,
Jan Tinbergen, Economic Policy: Principles and Design (Amsterdam: 1956).
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Where market forces do not attain social objectives and so government intervention through
regulation is required, such intervention should be done in as competitively neutral a manner
as possible. In general, economic regulation should not be invoked to promote social objectives.
Rather, these social objectives should be the subject of separate and specific obligations
applying to all service providers, for example, the requirement for all service providers to provide
emergency 9-1-1 service. This is discussed further in Chapter 6, Social Regulation.

Reasons for Economic Regulation

Economic regulation should be invoked only if it improves efficiency and productivity. Specifically,
economic regulation should be relied upon in those instances where competition and market
forces alone are not expected to achieve as high a level of efficiency and productivity as can

be achieved through regulation. There are three key reasons justifying intervention through
economic regulation.

Significant market power and high prices: The first reason is related to the presence of significant
market power (SMP).12 In order to maximize its profits,> a service provider with SMP has an
incentive to keep prices higher and produce lower quantities than those that would normally
prevail in a competitive market. As a result, customers who would have purchased some extra
units at competitive prices will not be able to do so. This is a waste from the point of view of
society as a whole, and hence economic inefficiency. Such pricing also leads to an income
redistribution from customers to the service provider since the price for the quantity of service
that is produced and purchased is higher than it otherwise would be in a competitive market.

Abuse of dominance: A second reason that may justify regulatory intervention relates to the
incentives of service providers with SMP to protect their position of market dominance. Such
service providers may try to block entry by potential rivals, force existing competitors to exit,

or discipline them so they do not try too hard to compete. This type of conduct may amount

to an abuse of service providers’ dominant position. An abuse of dominance by a provider with
SMP that results in (or is likely to result in) a substantial lessening or prevention of competition
constitutes anti-competitive conduct. Government intervention may be necessary to control
such conduct.

Network externalities: A third reason for regulatory intervention relates to the existence of
market externalities between customers.!* The most common example in the telecommunications

Significant market power denotes a firm'’s ability to increase its prices significantly in a given market for a non-transitory period,
without having its customers cut back significantly on their purchases, either because they are sensitive to prices or because they
switch to an alternative supplier or to a substitute product. The expressions “market dominance” and “significant market power”
are often used as synonyms. For further information, see the Competition Bureau’s Enforcement Guidelines on the Abuse of
Dominance Provisions, July 2001. Available online at: http://strategis.ic.gc.ca/pics/ct/aod.pdf

These are sometimes referred to as supra-normal profits, which are profits that are larger than may be expected on average for an
investment of comparable risk in a competitive financial market.

A market externality is said to exist where one person’s actions generate benefits or costs that accrue to others and not to the actor.
The person who is acting may not have the motivation to take the best course of action from the point of view of society as a whole.
An example of a negative externality is production that generates pollution, the cost of which is borne by society and not the
producer. This will likely lead to a level of production that is too high in light of the true cost of production. An example of positive
network externalities occurs when the addition of a node to a network confers benefits to existing users at other nodes of the
network, benefits that are not captured by the provider or purchaser of the additional node. An example is the addition of a
subscriber to a telephone network.


http://strategis.ic.gc.ca/pics/ct/aod.pdf
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industry involves what are referred to as “network externalities”; that is, the more customers
(or nodes) on a telecommunications network, the more valuable is the use of that network for
any given customer, because more customers can be contacted.!®

Significant network externalities can result from the interconnection of different networks.
The value of a telecommunications network or service is dependent in part on the number

of customers who can be reached. Interconnection of two networks increases the number of
accessible users from both networks. This increases the value of both networks to their users.

However, interconnection is usually much more valuable to the operator of the smaller network.
All other factors being equal, in the absence of interconnection, the larger network will attract the
greater number of customers, thus reinforcing the market position of the larger network. It may
be in the interests of its operator to refuse to negotiate interconnection and thus to significantly
raise barriers to entry for new entrants.

Similarly, the incumbent may be the sole supplier of certain facilities or services that a new
entrant needs to be able to provide service to customers, which cannot readily be duplicated for
technical or economic reasons. Denial of access to these “essential” facilities and services may
also erect very significant barriers to entry.

Regulation that mandates interconnection and access by competitors to essential facilities
operated by incumbents may lower barriers to entry sufficiently to allow competitive forces
to operate in the corresponding telecommunications services market.

Reasons Not to Regulate

As discussed above, economic regulation in some circumstances can lead to improvement
in the telecommunications sector and in the Canadian economy generally. However, regulation
also has costs. These can be quite significant.

In a competitive market, service providers have incentives to reduce costs and prices and

to innovate services in order to increase their profits or simply remain in business. Regulation
of prices and levels of service constrain service providers’ flexibility. Regulators do not have

all of the information required to mandate efficient prices and service conditions in competitive
markets. Therefore, it is unlikely that prices set by regulators will maximize the benefits from
new services or other innovations.

As well, inappropriate regulatory constraints may reduce incentives for cost reduction, investment
and innovation from what they would be in an unregulated market. For example, the regulator
may require positive outcomes such as sharing cost savings or increased profits with customers
and competitors, either directly or indirectly.1® This in turn lessens the rewards for taking risks
and reduces the likelihood that risky innovation and investment will be undertaken.

15 The additional value of each customer generally decreases as more are added to the network. This also favours the operator
of the larger network.

16 Yet, increased costs or lower profits stay entirely with the service provider, as they would in a normal market.
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Thus, regulation may reduce benefits from innovations and new services and also hinder cost
reductions and other efficiency gains. These problems are all the more severe in an industry
such as telecommunications that is marked by rapid technological change.

In addition to distortions in the marketplace, regulation in and of itself can be costly. Both
the operating costs of the regulatory agency and the compliance costs of the service providers
subject to regulation are recovered from the industry and ultimately in large part from customers.
The weight of this burden varies with the intensity of regulation.

Finally, economic regulation, like any other set of behavioural constraints, leads to activity to
circumvent those constraints. Such activity is a waste from the point of view of the economy
and society generally.”

Removing the Presumption of Regulation

It follows from the preceding discussion that any regulatory framework must balance two types
of risk. On the one hand, there is a risk that regulation may be applied where it is not needed
because competitive forces are sufficient to protect customers’ interests. In such cases, regulation
may induce distortions, higher prices and fewer choices.

On the other hand, there is a risk of deregulation where a service provider still has SMP. This
may result in higher prices in either the short term (through direct exercise of market power) or
in the long term (after disciplining competitors or driving them out of the market). A dominant
supplier may also try to extend its dominance through anti-competitive conduct. While this
may confer benefits on customers in the short term, it may lead to suppression of competition,
higher prices and less innovation in the long term.

With the growth in competition and competitive alternatives in the Canadian telecommunications
industry along with rapid technological change, the Panel believes any errors of the second

sort will generally be self-correcting. New competition will emerge to challenge most remaining
areas of SMP. Canada has reached the point, for the vast majority of retail telecommunications
markets, '8 where the potential costs to the Canadian economy of continued regulation outweigh
any real benefits.1?

17 See Richard A. Posner, “Preface to the 30th Anniversary Edition,” Natural Monopoly and its Regulation (1999), p. vii:
The effort to constrain, | argue, is more likely to produce distortions than to bring about a reasonable simulacrum of
competitive pricing and output. This is primarily because of information and incentive problems of regulators and because of
efforts by the regulated firms to neutralize regulation or to bend it to their advantage.
18 The term “market” includes both the product or service being offered as well as the geographic area in which it is available.
In the regulatory literature, “service” is often used as a synonym of “market.”
19 One leading U.S. jurist has gone so far as to state (Posner, op. cit., p. v):

...public utility and common carrier regulation are more trouble than they are worth even in the diminishing number of
industries that have pronounced natural-monopoly characteristics, that is, in which average costs decline over so large a
range of outputs that a single firm would have a big cost advantage over multiple firms serving the same market.
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Accordingly, the Panel believes the presumption in the current Telecommunications Act that
telecommunications services provided by Canadian carriers must be regulated unless the
Commission forbears should be replaced by a presumption of deregulation for all services. Thus,
s. 25 of the Act should be repealed and replaced with a new provision that economic regulation
should apply to a service provider in a telecommunications market only if there is a finding that
the service provider has SMP in that market.

The Panel recognizes that a transitional period will be required. During the transition, services
currently subject to economic regulation should remain regulated for a period of 12 to 18 months,
during which all telecommunications markets should be examined to determine whether any
service provider has SMP. If there is no SMP, the particular market should be deregulated. If
there is SMP, economic regulation should continue.

Recommendation 3-3

The Telecommunications Act should be amended by removing the current legislative
presumption that telecommunications services must be regulated unless the CRTC makes
a decision to forbear, and replacing it with a presumption of deregulation whereby

(a) economic regulation shall apply only if there is a finding that a service provider has
significant market power, and

(b) retail telecommunications services shall be offered without the need for tariff filings
or similar ex ante measures in markets where there is no significant market power.

Recommendation 3-4

The approach to forbearance established in section 34 of the Telecommunications Act should
be replaced. New provisions should state that, upon application by any party, telecommunications
markets subject to economic regulation should be reviewed. Where the review concludes that
there is no longer any significant market power in a market, restrictions on price increases
should be discontinued.

Recommendation 3-5

There should be a transition period of 12 to 18 months, during which time services that
are currently subject to economic regulation shall continue to be subject to such regulation
until there has been an opportunity to examine whether there is significant market power
in markets for these services.

In the Panel’s view, definitions of relevant telecommunications markets, determinations
of significant market power and decisions to deregulate should all be made by the TCT,
as discussed at greater length in Chapter 4.
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What Should Be Regulated?

For clarity, a distinction must be made between retail and wholesale regulation. Services that
are intended to be purchased by the final customer are referred to here as “retail services.”
Access to facilities and services essential to a competitor are referred to here as “wholesale
access.” To the degree that these are supplied as a result of an order by the regulator, they
are referred to as “mandated wholesale access.” Wholesale access as well as interconnection
services are collectively referred to as “wholesale services,” and their regulation is discussed
below in the section on Regulated Wholesale Access and Interconnection Arrangements. But
first the chapter deals with the various aspects of regulating retail services.

In considering whether there is SMP in a market for a retail service, the analysis must take into
account any interconnection and wholesale access to essential facilities and services that has
been negotiated between service providers or ordered by the regulator. This is consistent with
the general principle of first looking to lowering barriers to entry as a solution to SMP at the
retail level, as described in the following section. Economic regulation at the retail level should
be invoked only where SMP persists, despite measures taken at the wholesale level.

Basic Transmission Services

The Panel believes, for purposes of determining which retail services are subject to economic
regulation, basic transmission services should be distinguished from discretionary services. A
basic transmission service can be defined as a service that provides a transmission path between
two points, along with any functionality required for the path to be used.2? The path may be:

e circuit-switched, whereby a connection is established at the beginning of the communication
session and is dedicated to that session until the connection is ended

e packet-switched, whereby the communication is divided into packets and routed via one
or more paths, from origin to destination

e assigned permanently to a particular user, as in the case of a private line.

All other retail services should be categorized as discretionary.2! The CRTC should review
all currently regulated services and determine which are discretionary.

Under the new regulatory framework proposed here, there should be a legislative presumption
of no economic regulation of basic transmission services. Economic regulation should be
maintained or imposed only where there is a finding that the service provider has SMP in the
market for a service. Existing economic regulation of basic transmission services should be
reviewed and eliminated where there is no SMP.22

20 Examples include local and long distance telephone service, as well as various data services.
21 Examples include options and features such as call forward, voice mail, etc.

22 The CRTC should continue entertaining applications for forbearance until the proposed regulatory regime is in place. The CRTC's
ongoing forbearance decisions follow the approach established in Review of Regulatory Framework, Telecom Decision 94-19,
September 16, 1994 (Decision 94-19). The CRTC has recently completed a proceeding on how this approach should apply to local
exchange services at the retail level. A decision is pending as of this writing (Forbearance from Regulation of Local Exchange
Services, Telecom Public Notice CRTC 2005-2).
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In deciding whether or not to regulate, account should be taken of the CRTC’s telecommunications
sector experience to date, including its experience in establishing criteria for forbearance in the
local exchange services market.?3

Recommendation 3-6

Economic regulation of retail basic transmission services should be retained or instituted only
if there is a finding that a service provider has significant market power in the market for
such services.

Discretionary Retail Services

There appears to be little danger that service providers will use their dominance in markets

for existing discretionary services to appreciably increase prices to customers. This assumption
is supported by the CRTC’s policies in the past. Indeed, between 1979 and 1998, the CRTC
required ILECs to set prices well above costs to maximize “contribution” or profit from these
specific services to help cross-subsidize rates for basic local services. From 1998 to 2002, under
the CRTC's first price caps regime, the prices for optional local services were uncapped. It was
only under the second price cap regime, starting in 2002, that the CRTC placed constraints on
price increases for these services. However, even then, the limits were mostly symbolic, allowing
for increases of $1.00 per feature per year, amounting to annual increases of 10-20 percent.

If a service is discretionary, demand tends to be more sensitive to prices. This makes further
price increases counterproductive, since they would decrease demand, revenues and profits and
so mitigate market power. Therefore, there should be no constraints, other than market forces,
on price increases for discretionary services. As far as anti-competitive conduct is concerned,
the standard controls of anti-competitive conduct should apply.

Recommendation 3-7

Discretionary services should not be regulated to prevent price increases, but subject only
to constraints on anti-competitive conduct.

23 The CRTC has established tests for the presence of SMP in its forbearance proceedings. Similar tests can be found in Canada’s
Competition Act, its related jurisprudence and the Competition Bureau’s Enforcement Guidelines on the Abuse of Dominance
Provisions, July 2001. The test for SMP generally proceeds in two stages. First, the relevant market is defined in terms of the set of
products or services that are good substitutes for each other. A market has two dimensions: the product market and the geographic
market. The boundaries of a market are determined to be the smallest group of products and the smallest geographic area in which
a sole profit-maximizing seller (a “hypothetical monopolist”) would be able to profitably maintain prices above competitive levels by
a significant amount (usually 5 percent) for a non-transitory period of time (usually one year).

Once the universe of existing competitors is identified, an assessment is made of the extent to which those rivals can constrain any
market power that the dominant firm(s) might otherwise possess. Market power is the ability to profitably set prices above
competitive levels (or with respect to a material, non-transitory reduction in other factors of competition such as service, quality,
variety, advertising and innovation) for a considerable period of time. It is often difficult to measure market power directly. As a
result, a number of qualitative and quantitative indicators of market power can be used. These include, but are not necessarily
limited to, the following:

e market share, including share stability and distribution
e barriers to entry, including any restrictive conduct allegedly engaged in by the dominant firm(s)

e other market characteristics, including the extent of technological change, the amount of excess capacity and whether
customers or suppliers have any degree of countervailing power.

The CRTC has established tests for detecting the presence of SMP in its forbearance proceedings.
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Transition to Deregulated Markets

Under the proposed new framework, services that the CRTC has forborne from regulating should
continue to be unregulated. Where the forbearance is conditional, with the CRTC having retained
some regulatory conditions, these conditions should be reviewed and removed where no service
provider has SMP. This is consistent with the presumption against regulation.

As noted in the preceding subsection, retail basic transmission services that currently are subject
to economic regulation should remain regulated for a transition period, during which telecom-
munications markets should be reviewed to determine whether any service provider has SMP.

Consistent with the presumption against regulation, new basic transmission services should

not be subject to economic regulation, unless there is a finding of SMP in the relevant market.
However, any party could apply for a determination on whether a service provider has SMP in
these new markets. If SMP is found, remedies to control anti-competitive conduct in markets for
telecommunications services (as proposed in a later section of this chapter) should be considered
first. If these remedies are not adequate to protect customer interests and control anti-competitive
conduct, then economic regulation should apply, as described in the following section.

A similar process should apply in the case of re-regulation of basic transmission services that

have been deregulated. After deregulation, any party should be able to apply for a finding that
there is SMP in the relevant retail services market. If it is determined that there is SMP, there
should be a further inquiry into whether the available remedies against anti-competitive conduct,
as described in a later section, are sufficient protection. If not, economic regulation should be
reinstituted.2*

If a retail service is found to be discretionary rather than essential and as a consequence
economic regulation does not apply, there should be provisions to re-examine the classification
of the service and, if necessary, reclassify it as a basic transmission service. Such a review could
be initiated on an application by any party. If a service is reclassified as essential, the rules for
economic regulation or re-regulation of a basic transmission service should apply.

24 The Panel expects resumption of economic regulation to be necessary only exceptionally. If a market has become competitive once

before, in the sense that competition has eliminated SMP, then that market is likely a good candidate for competition in future.
Supra-normal profits would be a strong incentive for renewed entry.

3-15



3-16

Chapter 3

Recommendation 3-8

(a) Currently forborne retail services should continue to be unregulated. Any current
conditions on forbearance should be reviewed and maintained only if significant
market power is found.

(b) New basic transmission services should be subject to a presumption of no economic
regulation.

(c) It should be open to any party to request a review of the existence of significant market
power in any telecommunications market. If the review finds that a service provider
has significant market power in the market, the next step should be to examine whether
competition law, as adapted to telecommunications services, is sufficient to protect
the interests of customers and prevent anti-competitive conduct. If it is not, then the
service should be subject to economic regulation. If the review finds no significant
market power, the service should be deregulated.

Recommendation 3-9

Provision should be made for reclassifying a retail service from a discretionary to a basic
transmission service, and vice versa. The usual tests should be applied when a service is
reclassified from discretionary to basic transmission in order to determine whether it shall
be subject to economic regulation.

Once a service is deregulated, there should not be any regulatory controls to prevent price
increases. If there is no SMP, competitive forces should protect the interests of customers
against excessively high prices. However, even after deregulation, controls on anti-competitive
conduct should continue.

In the Panel’s view, determination of the basic transmission or discretionary nature of a service
draws particularly on knowledge of telecommunications technologies and markets and should be
performed by the CRTC. The question of whether basic transmission service is subject to SMP
and therefore should be subject to economic regulation should be determined by the TCT. The
rationale for this proposal is discussed in Chapter 4. The TCT should also apply controls against
anti-competitive conduct. Other aspects of economic regulation, including controls on price
increases, if necessary, should continue to fall to the CRTC.

Symmetric Regulation

As discussed in Chapter 1, The Need for Change, the old distinctions among different types
of service providers are disappearing. Cable companies are offering local and long distance
telephone services over their cable networks as well as high-speed access to the Internet.
Similarly, the ILECs are starting to provide television and other video programming over their
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wireline networks. Network functionality is converging. Increasingly, the operator of any given
network is able to offer voice, data and video services, both to fixed locations and on a mobile
basis. Service providers are providing competitive bundles of services and applications, based
on these multiservice platforms. In the new environment, it will no longer be possible to identify
a single “incumbent” service provider.

As well, new entrants may expand their market share and grow to the point where they too
have market power. It is not clear which service providers in the longer term will prove to be
significant players in particular markets.

The purpose of economic regulation is to remedy market failure, no matter where it is found.

It does not matter if the service provider is an ILEC. If a company has SMP and abuses it,
economic efficiency and social welfare are reduced, and customers’ interests are injured. Good
public policy suggests there should be regulatory intervention to prevent such harm. Conversely,
service providers with no SMP should not be subject to economic regulation.2®

Accordingly, the regulatory approaches described in this chapter should apply equally to all
telecommunications service providers, not just to the ILECs.

Recommendation 3-10

All forms of economic regulation should be applied symmetrically to all telecommunications
service providers having significant market power in any telecommunications market.

What Form Should Regulation Take?

There are two broad approaches to the regulation of retail services. The first is direct regulation
of prices and quality of service for services purchased by customers. This is also referred to as
“retail regulation.” The second approach to regulation is indirect. It involves creating conditions
to lower barriers to entry, where these barriers emerge from the unique nature or extremely high
duplication costs of certain features of telecommunications networks (i.e. indirect regulation).2®

The Panel believes, where a service provider has SMP in a retail market, the preferable approach
to regulation in that market is to reduce SMP by applying competition law principles designed
to lower barriers to entry, thereby relying on competition where possible. It is only when lowering
the barriers to entry is not an effective means to prevent the harm done by an abuse of SMP
that recourse is needed through direct regulation of retail services.

25 They should continue to be subject to social and technical regulation.

26 Great care must be exercised in designing measures to lower barriers to entry, so as not to provide inappropriate incentives to both

incumbents and new entrants.
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Direct economic regulation will continue to be necessary for markets where there is SMP and
where control of anti-competitive conduct is not sufficient to curb abuses of that SMP. Such
regulation includes restrictions on pricing as well as other terms and conditions of retail services.

As discussed below in a later section, regulation can also take the form of requiring service
providers with SMP to interconnect with, and to make certain facilities and services available
to, competitors at regulated wholesale prices on specified terms and conditions. Such measures
encourage competition and may be sufficient to remove existing SMP. In such cases, it is
generally preferable to focus on wholesale regulation and to deregulate the associated retail
markets. In other cases, however, wholesale regulation is not sufficient and some form of direct
economic regulation is necessary at the retail level.

The Panel notes that the European Union’s Framework Directive, Access Directive and Universal
Service Directive?’ attempt to resolve problems of lack of competition in telecommunications
markets by regulating wholesale access and interconnection and by turning to retail regulation
only when wholesale regulation is not sufficient. This approach is being implemented by
member states of the European Union such as the United Kingdom. It is also the approach
being followed in Australia and New Zealand.?®

Direct Regulation of Retail Services

Direct retail service regulation looks at prices and the accompanying level of service. In the
telecommunications area, the two most common forms of direct retail service regulation

are price cap regulation?? and rate-base/rate-of-return regulation (RBROR).3C It is generally
accepted today that RBROR does not provide proper incentives for increased efficiency and
productivity. Its principal virtue is fairness between customers, on one hand, and investors on
the other, permitting the latter to earn a fair rate of return, but no more. However, as a form of
cost-plus regulation, it provides incentives to increase the costs of producing regulated services,
not to decrease them.

27 Directive 2002/21/EC of the European Parliament and of the Council of 7 March 2002 on a common regulatory framework for
electronic communications networks and services (Framework Directive), available online at: http://europa.eu.int/eur-lex/pri/en/
0j/dat/2002/1_108/1_10820020424en00330050.pdf; Directive 2002/19/EC of the European Parliament and of the Council
of 7 March 2002 on access to, and interconnection of, electronic communications networks and associated facilities (Access
Directive), available online at: http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/1_108/I_10820020424en00070020.pdf; Directive
2002/22/EC of the European Parliament and of the Council of 7 March 2002 on universal service and users’ rights relating to
electronic communications networks and services (Universal Service Directive), available online at: http://europa.eu.int/eur-lex/pri/
en/oj/dat/2002/1_108/1_10820020424en00510077.pdf

28 For further information, see New Zealand, Department of Communications, Ministerial Inquiry into Telecommunications Final
Report, November 27, 2000; and Commonwealth of Australia, The Performance of the Australian Telecommunications Regulatory
Regime, Senate Environment, Communications, Information Technology and the Arts Committee Report, August 10, 2005.

29 Under price caps, the average price of all capped services is calculated as an index. At all times this index cannot exceed a target
index based on prices at the start of the price cap period, adjusted upward annually for experienced inflation and adjusted
downward annually according to a pre-set target reflecting expected productivity increases.

30 Under RBROR, a regulated company’s revenues and expenses are forecast one year out. If the resulting return on equity is below an
allowable rate of return, which is the minimum that financial markets require before advancing new equity, the company is allowed
to increase its prices to generate just enough revenues to close the gap. Similarly, if the forecast return is higher than the allowed
rate of return, the company may have to decrease its prices.


http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_108/l_10820020424en00330050.pdf
http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_108/l_10820020424en00070020.pdf
http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/l_108/l_10820020424en00510077.pdf
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As the CRTC has recognized, price cap regulation offers better incentives for efficiency and
productivity gains. By allowing the regulated company to retain productivity gains in excess of
a target level, price cap regulation provides incentives to increase productivity. As well, linking
retail price changes to inflation and target productivity gains encourages allocative efficiency
and protects end customers from excessive prices.

Price cap regulation has other advantages. It is easier to administer, eliminating the need for
detailed oversight of a regulated company’s operations and finances. It provides better incentives
for innovation and reduced costs. It is flexible and can accommodate rate rebalancing, rate
restructuring and subsidies as necessary. It can be applied in all situations where RBROR has
been used to protect customers from excessive price increases. Finally, it requires less regulatory
intervention in the operations of regulated companies and so minimizes regulation-induced
distortions.3!

Since price cap rules are relatively simple, ex ante (“prior”) approval is not required for effective
enforcement, particularly given the stronger ex post (“after the fact”) remedies recommended

in this report. Given the desirability of minimizing regulatory burden, enforcement of price cap
constraints should be limited to ex post enforcement by means of an annual filing requirement
or upon complaint by a customer or a competitor.

Recommendation 3-11

A price cap framework should be used when economic regulation of retail services is
necessary, and enforced on an ex post basis by means of an annual filing or in response
to a complaint by a customer or a competitor.

Price De-averaging

Originally, a principal objective of telecommunications regulation was fairness. This has

long been a cornerstone of the public utility model of regulation, which formed the basis of
telecommunications regulation in Canada throughout the 20th century and into the 21st.
Section 27.(2) of the current Telecommunications Act prohibits “unjust discrimination” among
customers or (as interpreted by the CRTC since 1977)32 between a regulated service provider
and a competitor.

One application of the prohibition against unjust discrimination has been the regulatory
requirement for uniform pricing (or “price averaging,” as it is known in telecommunications).
The current regulatory framework still assumes that charging different prices to different
customers for the same service is a form of unjust discrimination, unless there are demonstrable
cost differences or similar justification. Even where there are such differences, the CRTC has

31 |n this context, it is questionable why NorthwesTel or the smaller independent ILECs should still be regulated under a RBROR
regime.

32 See Challenge Communications Ltd. v. Bell Canada, Telecom Decision CRTC 77-16, affirmed (sub nom. Re Bell Canada and
Challenge Communications Ltd.), [1979] 1 F.C. 857, leave to appeal denied [1978] 2 S.C.R. v.
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generally required ILECs to offer services under a general tariff, available to all customers.
Accordingly, current CRTC regulation generally requires the same prices to be charged to all
customers in a class, rather than allowing different prices for different customers.33

Charging different prices to different customers, or “differential pricing,”3* is a normal business
practice. In some cases, it could constitute anti-competitive conduct. If so, it should be dealt
with as described in the next section. However, CRTC prohibitions on differential pricing extend
beyond anti-competitive concerns and seem to be based on “fairness” principles. Unfortunately,
in this case, fairness conflicts with normal business practice and indeed can lead to a significant
loss of efficiency.

Differential pricing is especially important in industries with relatively large fixed and common
costs. The widely accepted economic theory of Ramsey pricing®® suggests that the best way
of recovering such fixed costs is through different markups of price over incremental costs for
various market segments. The more price-sensitive the customers in a given market segment,
the lower the markup that should be charged to them. Thus pricing targeted to customers who
are also targeted by competitors should not be prohibited per se. This type of targeted pricing
takes place in most competitive markets. There is no good policy reason to prevent it, unless it
constitutes anti-competitive conduct.

Differential pricing may be necessary if a firm is to maintain financial viability by covering its
fixed costs, or to ensure the potential profitability of a new service. If some customers are very
price sensitive, or place a lower value on the service in question, it may take very low prices
to induce these customers to buy or to increase their purchases. If the incremental costs of
providing the service are very low, it may be profitable to offer the service to these customers
even at these very low prices, since there will still be some contribution toward the recovery

of fixed costs.

Obliging a service provider with SMP to charge a uniform price to different groups of customers
may be seen by some as a regulatory measure to protect particularly vulnerable customers.

The reasoning is that a service provider would not want to risk losing those customers who have
choices by increasing prices across-the-board; the result would be that those customers with few
or no choices might be able to piggyback on those lower rates. However, concerns regarding the
potential for price de-averaging to result in anti-competitive pricing in the lower-priced markets
or excessive prices in higher-priced markets are best addressed by controls on anti-competitive
conduct and price cap regulation in the relevant markets. Given the objective of promoting an
efficient and productive economy, inefficient price-averaging requirements should not be
imposed on the majority in the interests of protecting a few subscribers, particularly where
other, more appropriate safeguards are available.

33 See, for example, Issues with respect to the provision of optical fibre, Telecom Decision CRTC 2005-63, 21 October, 2005

at paragraph 43 (requiring that dark fibre be offered pursuant to a General Tariff).

34 The term “differential pricing” is used in the report synonymously with the term “price discrimination” as that term is used

by economists.

35 For an explanation of Ramsey pricing, see OECD, Access Pricing in Telecommunications (Paris: OECD, 2004), pp. 28-30.

Available online at: http://www.oecd.org/dataoecd/26/6/27767944.pdf
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The public utility model of price averaging is no longer suitable in today’s increasingly dynamic
and competitive telecommunications markets. Social or fairness concerns should be addressed
on their own merits and dealt with through targeted regulatory initiatives, not broad uniform
pricing requirements. There should be no prohibition on price differentiation and targeted
pricing unless it is found to be anti-competitive conduct, using the criteria described in the
next section.

Recommendation 3-12

There should be no prohibition on price differentiation and targeted pricing unless they
are part of a practice that is determined to be anti-competitive conduct.

The Panel believes the broad prohibitions of ss. 27.(2) against unjust discrimination and undue
or unreasonable preferences are much too general and rely too greatly on the regulator’s discretion.
Potential problems and abuses should be specifically identified and measures should be designed
as narrowly as possible to target them adequately. As a separate matter, the requirement in

ss. 27.(1) for rates to be just and reasonable is an attempt to balance the interests of customers
as a body on the one hand with those of a service provider on the other hand. While appropriate
in @ monopoly environment, this provision has run its course and should be replaced by reliance
on competitive market forces where possible and by explicit constraints on price increases
otherwise. In the Panel’s view, both ss. 27.(1) and 27.(2) should be removed and replaced by
more specific measures to address carefully defined issues and problems.

Recommendation 3-13

The current standards for price regulation as set out in section 27 of the Telecommunications
Act are too general and allow for too much discretion. They should be replaced by more
specific measures targeted at consumer protection and control of anti-competitive conduct.

Control of Anti-competitive Conduct

Service providers with SMP may try to preserve or extend their dominance through anti-competitive
conduct. Such conduct has the effect of disciplining competitors or preventing their entry, with
the likely result of substantially lessening or preventing competition.

Regulatory measures should be in place to sanction service providers who engage in this type
of conduct. However, normal business conduct, characteristic of competitive markets, should
be permitted. Care should be taken to ensure that control of anti-competitive conduct does not
“chill” or unduly discourage normal competitive activity. Otherwise, regulation could become
counterproductive.
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Consistent with the deregulatory approach adopted by the Panel, the new regulatory framework
should set out broad principles to prohibit anti-competitive conduct instead of detailed ex ante
rules. In the event that conduct infringes upon these principles, ex post enforcement should be
swift, and penalties should be severe enough to act as a meaningful disincentive to such conduct.

Over the years, the CRTC has developed a number of forms of retail market regulation aimed
at preventing anti-competitive behaviour by ILECs. These regulatory restrictions have a number
of features in common that are not usually found in competition law.

Per se Prohibitions

First, the most onerous retail market restriction is the per se ban on certain acts; that is, the
acts are prohibited whether or not they have anti-competitive intent or effect and whether or
not they are likely to substantially prevent or lessen competition.

For example, the establishment of floor prices is intended to prohibit ILECs from pricing below
costs. The regulatory goal is to prevent predatory pricing (also called “predation”). However, the
CRTC'’s prohibition against below-cost pricing for non-forborne services is absolute.

A major factor to be considered under competition law principles is the possibility of recoupment
of short-run losses; that is, whether the predation is in fact profitable in the long run by reducing
or eliminating competition in the market in question and then raising prices to monopoly levels,
or by establishing a reputation for “toughness” and so “chilling” competition in other markets
in which the firm operates.

At present, the CRTC does not require evidence that recoupment is likely to occur before

it prohibits below-cost pricing and other conduct that it considers to be anti-competitive.

As a result, such conduct is banned even where the conduct would be irrational if driven by
anti-competitive intent or effect. As well, the CRTC does not examine the likely impact on
competition and ultimately on customers of such practices. Benign and harmful conduct is
banned together. This blanket prohibition may deprive customers of the benefits of price cuts
that do not substantially lessen competition. Indeed, the result may be to dampen competition
rather than encourage it. After all, intense price rivalry is an objective of competition policy.

Traditionally, under RBROR regulation, the risk of recoupment was very high — high enough
that per se limitations on below-cost prices may have been justified. However, with the move
away from RBROR to price cap regulation, this is no longer the case. Furthermore, consolidation
in the industry has resulted in fewer but better-financed and more stable competitors in many
markets, thereby increasing the costs of any predation strategy and reducing the likelihood of
eventual recoupment.
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The Panel concludes that continuing to enforce blanket prohibitions on below-cost pricing,
without taking into account the circumstances of the case, is no longer necessary or appropriate.

Another example of a per se restriction is the “win-back” prohibition. Currently, the CRTC
prohibits an ILEC from directly contacting customers who have moved to a competitor for their
local exchange service for purposes of persuading the customer to switch their service back to
the ILEC. The no-contact/win-back restriction runs for three months from the loss of a customer
for business service and twelve months for residential customers.

One justification for the win-back restrictions is that customers should be given an opportunity
to try a competitor’s service and judge the quality and reliability before being exposed to the
incumbent’s win-back efforts. In effect, the rules created a temporary protection for the new
entrant against targeted marketing efforts by the ILEC.

However, marketing to one’s competitor’s clients is a major objective of many campaigns in
various sectors of the economy. Often, customers who have switched once can be induced to
switch twice (and more). These customers tend to be more responsive to better offers. As a
result, it is rational for the ILEC to target these customers. It is also beneficial, at least in the
short run, for the customers. Indeed, making offers and counter-offers to the same customers
is the very essence of competition.

Unless a win-back campaign can be shown to significantly lessen competition, with the ensuing
detriment to consumers outweighing the benefits to them (a very unlikely occurrence, in the
Panel’s view), win-back campaigns should not be restricted by the regulator.

Ex Ante Rules

The CRTC's restrictions are enforced on an ex ante basis, via prior approval of tariffs, rather than
on an ex post basis. For example, an ILEC proposing a price decrease for a service must satisfy
the CRTC that the new price is set above the floor price before it is allowed to implement the
change. By contrast, ex post enforcement would allow a price change to be implemented and
would impose penalties only if the change were subsequently found to be part of a practice of
anti-competitive conduct.

The CRTC started developing these regulatory restrictions against below-cost pricing by ILECs in
1979,36 well before passage of the current Competition Act and its provisions for civil offences

in cases of abuse of dominance. Hence, the CRTC had little guidance from competition law and
developed its own, often unique, measures. In addition, and as stated above, under RBROR, the
risk of recouping losses from anti-competitive conduct was high.

36 See Inquiry into Telecommunications Carriers’ Costing and Accounting Procedures: Phase Il — Information Requirements for New

Service Tariff Filings, Telecom Decision CRTC 79-16.
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In an environment of tight control of markets in which competition was just beginning and
where the threat of anti-competitive conduct was high (because of ease of recoupment), it is to
be expected that the CRTC would require ex ante controls in the form of prior tariff approvals
and accompanying documentation. However, telecommunications markets have changed. Most
are now competitive at varying levels of intensity. Therefore, the risk of inadvertently discouraging
or sanctioning legitimate price and service competition has significantly increased. As well, as
regulatory mechanisms have evolved away from RBROR and, as the scope of monopoly markets
has shrunk, the chances of recoupment have decreased dramatically.

In such circumstances, the Panel believes it is no longer appropriate to require ex ante control
of conduct that may prove to be anti-competitive. Rather, attention should turn to stopping
behaviour that has been demonstrated to be anti-competitive, with sanctions that are severe
enough to discourage future conduct of this sort.

It follows that the restrictions on anti-competitive conduct, developed by the CRTC in another era
and under other incentives, need to be reviewed to determine whether they are still appropriate.

Competition Law Approaches

In practice, it can be very difficult to distinguish healthy competitive rivalry from anti-competitive
conduct. Accordingly, modern competition law has developed specific approaches to distinguish
pro-competitive from anti-competitive conduct. In applying these approaches, competition law
attempts to disallow conduct that is anti-competitive (referred to as Type | errors) and to allow
bans on conduct that is pro-competitive (Type Il errors). Many competition law commentators
consider Type Il errors to be more serious, as they can chill the very competitive conduct that

is beneficial to society.3” As well, prohibiting pro-competitive practices deprives customers of
immediate benefits, which should not be dismissed lightly.

To address anti-competitive conduct in the telecommunications market, the provisions of
the current Competition Act cannot be adopted word for word but can serve as a framework.
Telecommunications is a network industry, with large sunk costs and significant economies of
density and scope as well as positive externalities.3® In such an industry, network effects are
important, which naturally allow some players to have very large market shares in equilibrium.
As well, the definition of the proper market for further analysis can be particularly difficult in
telecommunications markets.3°

37 See Herbert Hovenkamp, The Antitrust Enterprise: Principle and Execution (Cambridge, MA: Harvard University Press, 2005),
pp. 45ff.

38 Sunk costs are expenditures that have been incurred and cannot be recovered if operations are discontinued. Economies of density
occur if unit costs decline as volume of output increases at a given location. Economies of scope occur when the cost of producing
two products together is less than the combined costs of producing the two products separately. See also note 12 above.

39 In theory, every location can be viewed as a different market for the purposes of access and every route (or origin—destination pair)
a different market for purposes of transport. In the market for local services, this can lead to millions of markets. It is not
administratively feasible to examine all of these markets individually on an ex ante basis, for example in the context of a decision
on forbearance. Here, some degree of aggregation of markets is necessary before analysis can proceed. But different markets can
be examined individually on an ex post basis, focusing on those particular markets where there have been complaints of anti-
competitive conduct.
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The Panel considers that s. 79 of the current Competition Act provides an appropriate starting
point for developing a framework for analysis of complaints of anti-competitive conduct in today’s
competitive telecommunications industry. In particular, for a finding of abuse of dominance,
there must be findings of:

e market dominance, synonymous with SMP
e a practice of anti-competitive acts

e an effect of likely preventing or lessening competition substantially in a market.*0

In considering the third condition, an important element to consider is whether the substantial
lessening or prevention of competition is a result of superior competitive performance.*!

To assist in interpreting the second condition above, the Competition Act gives a non-exhaustive
list of anti-competitive acts in s. 78. In the Panel’s view, the list of acts in section 78 is not
well suited to telecommunications markets. Some of the acts are very unlikely to be found

in telecommunications, for example, freight equalization. As well, some acts that could be
problematic in telecommunications, such as refusing interconnection, are not listed in's. 78.

Accordingly, the Panel believes a somewhat modified set of rules and guidelines should

be established to assist in distinguishing anti-competitive conduct from vigorous competitive
rivalry. This task should draw on competition law principles as expressed in s. 79 of the
Competition Act as well as on detailed knowledge of the telecommunications industry. This
effort can be expected to be a significant one, given the complexities of the markets under
examination.

The Panel believes work on this issue should begin as soon as possible, without waiting for

amendments to the Telecommunications Act. A review of the current approach to regulation
of anti-competitive conduct in telecommunications markets is needed in any case, whether
or not the Telecommunications Act is amended.

A working group drawn from among staff members of the CRTC and the Competition Bureau,
with the assistance of outside experts as necessary, should be established as soon as possible
after the government’s response to this report:

e to review both current CRTC practices and competition law principles and experience with
regard to the control of anti-competitive conduct

e to design a new set of provisions and processes governing the control of anti-competitive
conduct in telecommunications services, based on this review and on adapting competition
law principles to telecommunications markets

e to develop a set of telecommunications-specific guidelines for market definition and market
analysis, again to reflect the specific characteristics of telecommunications.

40 Competition Act, R.S.C. 1985, c. C-34, s. 79(1).

4L Ibid., s. 79(4). Note that the current wording of s. 79(4) appears to be in error, with the phrase “a result of superior competitive
performance” attaching to the practice in question, rather than to the substantial lessening or prevention of competition.
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Recommendation 3-14

Control of anti-competitive conduct in telecommunications service markets should be guided
by competition law principles, suitably modified to take into account the specific features of
the telecommunications service industry.

Recommendation 3-15

A working group should be established and comprised of members drawn from both the
CRTC and the Competition Bureau as well as independent experts. The working group should
draw upon competition law principles and knowledge of the telecommunications industry, as
soon as reasonably feasible, to develop specific guidelines for the application of competition
policy to the industry, including

(a) specification of the types of practices that could constitute abuse of dominance, and

(b) guidelines for market definition and analysis of significant market power.

Role of Retail Tariffs

Tariff Filings

Currently, ILECs must file tariffs with the CRTC for all telecommunications services that are not
forborne. The tariffs must describe proposed prices and other terms and conditions governing
how the services will be offered. The applicant must receive approval of the tariff before offering
the new service or before changing the prices or conditions of an existing service.

Broadly speaking, there are two kinds of retail tariff: general tariffs, designed for mass markets
(especially residential and small and medium-sized business customers); and customer-specific
arrangements, designed for individual customers (often very large enterprises). Both kinds of
tariff serve several functions. First, they are treated, for many purposes, as similar to a service
contract, specifying the rights and obligations of the service provider and the customer. Second,
they are publicly available and thus disseminate information on the service provider’s prices and
other terms and conditions. This information can be used by other customers in their dealings
with the service provider. Third, the tariff approval process is a major vehicle by which the CRTC
has traditionally set ex ante regulatory restrictions on a service provider’s actions.

General tariffs also play a fourth role. As discussed above in the section on forms of regulation,
since they are designed for a mass market, they offer the same prices and non-price terms to all
customers who wish to avail themselves of a service. This in turn helps promote the traditional
fairness objectives of no unjust discrimination and, particularly, uniform pricing. In line with

its interpretation of ss. 27.(2) of the Telecommunications Act, the CRTC continues to prefer
new services to be made available through general tariffs rather than through customer-specific
arrangements. As discussed above, the Panel finds regulatory requirements for uniform pricing
for its own sake, and absent anti-competitive conduct, is no longer necessary or appropriate.
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The requirement for ex ante approval of tariffs imposes certain regulatory costs on service
providers. First, the tariff approval process and the requirement for supporting documentation
are administratively burdensome and costly to produce. Second, ex ante approval of tariffs can
introduce lengthy delays from the time a service provider makes a decision to introduce a
service to the time when it can offer it to customers. At times in the past, such delays have
extended for months or occasionally even years. However, the CRTC recently has introduced
streamlined processes that can in some cases reduce the time to approve a tariff to a matter
of ten days or so.

Nonetheless, in a rapidly evolving market, a delay of ten days, combined with the greater
amount of time required to assemble the information necessary to comply with CRTC filing
requirements, can impede a service provider’s ability to respond to customer requests or to
marketplace developments. This is especially true in a competitive “bid” situation, where
a counter-offer may have to be immediate to be of value. In these instances, any regulatory
requirement to prepare tariff applications and to receive prior tariff approval can hinder
competition and potentially deprive customers of lower prices.

A primary purpose of prior tariff approval by the CRTC today is ex ante screening to enforce:

e prohibitions against unjust discrimination (largely in the form of constraints on differential
pricing)

e restrictions on promotional activity

e price floors designed to address anti-competitive behaviour

e price cap constraints.

In all cases, the Panel recommends replacing ex ante approval with ex post enforcement and

eliminating restrictions. Consequently, under the regulatory framework proposed by the Panel,
prior tariff approval will no longer serve a useful purpose.

With a move from ex ante to ex post regulation, the current tariff process clearly needs changes.

There are two issues:
e Should the filing of tariffs still be required for services that are regulated?

e |f so, should there be a tariff approval process and what form should it take?

With respect to the first issue, tariffs can be regarded as similar to mass market contracts,
setting out each party’s rights and obligations. To the degree that ex post regulation will be called
upon to enforce these rights and obligations, it is useful to have them set out in a tariff on file
with the regulator.

It is generally useful to have tariffs public and open to inspection by all parties. However, there
are advantages to having tariffs for which certain key terms are kept confidential. For example,
confidentiality will allow service providers greater flexibility to strike different deals with
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different customers, as in normal competitive markets, reflecting the circumstances of each
customer. Open or public contracts can be a medium for anti-competitive coordination of
pricing, if there are several suppliers in the particular market, which is another reason that
supports keeping tariff filings confidential. However, under the approach proposed by the
Panel, prices will continue to be regulated only if the service provider who is filing the tariff has
significant market power. Placing information in customers’ hands regarding that supplier’s
pricing and other practices will help redress the imbalance of power and the relative lack of
information that disadvantages the customer.*?

Recommendation 3-16

Telecommunications service providers should continue to file tariffs for services that are
subject to economic regulation. These tariffs should be open to public inspection.

The Panel believes it should be the service provider’s choice to use a general tariff intended
for a mass market, or a series of customer-specific arrangements for different customers. This
approach provides the service provider with the flexibility to accommodate changing market
needs, implement price differentiation and otherwise respond to increasing uncertainty and
rapid market changes.

Ex Ante versus Ex Post Tariff Approval

The Panel believes there should be substantial economic deregulation of services provided in
retail markets, generally subject only to the ex post safeguards discussed in this chapter and

in Chapter 9, Policy-making and Regulatory Institutions. The move to a regulatory framework
that focuses on ex post enforcement suggests that ex ante approval of tariffs is not necessary.
However, there may be legitimate regulatory concerns related to social or technical implications
of a change in conditions of offering a regulated service.

Therefore, the Panel considers that tariffs for regulated services should be subject to a
“negative disallowance” process. Under this process, a tariff would automatically come into
effect seven days after it is filed, unless within that time the tariff is disallowed or suspended
for further investigation. Under the proposed approach, reasons should be provided for any
suspension as well as an estimated date by which a final decision on the tariff can be expected.

Recommendation 3-17

Tariffs for regulated services should be subject to a negative disallowance process, in
that they would automatically come into effect seven days after they are filed, unless
they are suspended or disallowed by the CRTC, in which case the CRTC should provide

(a) the reasons for a suspension or a disallowance, and

(b) an indication of when a final decision on a suspension will be made.

42 QOpen tariffs also can serve as a source of information to competitors to help them detect anti-competitive conduct and, where
appropriate, formulate a complaint in a timely manner.
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Bundles of Services

Telecommunications service providers offer bundles of services for a number of reasons, such
as to add value to customers by integrating functions or to offer price discounts analogous
to volume discounts. If all of the services in a bundle are deregulated, then it follows that the
bundle offering also should be deregulated. Conversely, if all elements of the service bundle
are subject to economic regulation, then the bundle also should be regulated. An issue arises,
however, when the bundle offering combines services that are deregulated with elements that
are still subject to economic regulation.

For bundles containing both regulated and deregulated services, there is no need for restrictions
on price increases for the bundle, as long as the regulated service elements in the bundle are
available on a stand-alone basis. If a customer thinks that the price of the bundle is too high,
the customer has the option of purchasing the individual regulated elements at prices that are
regulated. As for the unregulated elements of the bundle, competitive pressures protect the
customer’s interests.

There may be a concern that the service provider of a bundle containing both regulated and
deregulated service elements may use the bundle to circumvent downward pricing limits or
other constraints applicable to the individual regulated elements. To guard against these types
of anti-competitive actions implemented via bundles, there should be a requirement to file
tariffs for bundles that contain service elements subject to economic regulation. These tariffs
should not need prior approval to come into effect and should not be subject to a negative
disallowance process.*3 However, they should be subject to ex post challenge on the grounds
that they constitute anti-competitive conduct. The appropriate tests for anti-competitive
conduct should then apply.

Discontinuing Retail Services

Today’s telecommunications markets are increasingly dynamic, with new services replacing old
ones and antiquated ones being phased out. In the rapidly changing technological environment,
these changes are inevitable and regulation should not stand in the way. However, discontinuance
of retail telecommunications services can cause serious inconvenience and disruption to the
lives and businesses of customers if there are no ready substitutes.

Accordingly, the Panel proposes that under the new regulatory framework, a service provider
should be allowed to discontinue a regulated retail service only with the permission of the
regulator. The regulator would consider social impacts as well as the availability of other services
to provide adequate substitutes before authorizing a service provider to discontinue a regulated
service in any given market or location.

Because of the CRTC's specialized expertise in this area and because of the social impacts, the
Panel recommends giving the power to approve discontinuation of a regulated service to the CRTC.

43 The negative disallowance process does not need to apply to the bundling of regulated and unregulated services. To the degree that
the elements of the bundle are regulated, any social and technical concerns will have already been addressed through the regulatory
process.
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For deregulated services in markets where there is no SMP,*4 if any service provider discontinues
provision of a service, customers may often be able to obtain a satisfactory substitute from
another provider.*® However, the customer will have to make appropriate arrangements, and
this can take time. Accordingly, before discontinuing a deregulated retail service to any location,
a service provider should be required to give sufficient notice to affected customers. The length
of the notice period should depend on circumstances, such as the availability of a ready substitute
and assistance in migrating to it.*®

Recommendation 3-18

A telecommunications service provider should be allowed to discontinue a regulated service
only if authorized by the CRTC. A telecommunications service provider of a deregulated
service should be able to discontinue service without authorization, provided that reasonable
notice is given to customers.

Regulated Wholesale Access and Interconnection Arrangements

The discussion now turns to the regulation of wholesale access and interconnection services
(collectively referred to as “wholesale services”).

As discussed earlier, telecommunications markets are characterized by network effects. The
greater the number of customers accessing a given network, in general, the more valuable is
the network. In addition, certain telecommunications facilities or network elements cannot
easily be duplicated, either technically, because of their special nature (e.g. telephone numbers)
or economically, because of economies of scale (e.g. access networks in very low-population-
density areas). These features of telecommunications networks can constitute significant
barriers to entry into the corresponding markets.

A major role of economic regulation of telecommunications markets is to reduce these barriers
to entry. Thus, interconnection allows a new entrant to enjoy the same network reach as an
incumbent, without obliging a complete duplication of the incumbent’s network. Interconnection
also maintains, or increases, the value of any given network to the customers accessing it.

As well, access to incumbents’ essential facilities,*’ whether through voluntary commercial
agreements or, in the last resort, through regulatory obligation, allows a new entrant to put

in place essential components of its network, even where these would normally be in the nature
of a natural monopoly.

44 Discontinuance of service may also be restricted by a service provider’s obligation to serve. See Chapter 6, Social Regulation, for a
discussion of this issue.

45 |If only one service provider remains in the market for an essential service, it will likely have SMP and so will be subject to economic
regulation. Thus it will have to seek regulatory authorization before abandoning service.

46 Current procedures for discontinuing services are set out in Telecom Circular CRTC 2005-7, 30 May 2005.

47 “Essential facilities” are facilities and services that are needed by a competitor so it can build its own network and offer competing
services, but that cannot technically or economically be duplicated. The concept is discussed further in this section, below.
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A central objective of the telecommunications regulatory framework should be to maximize
incentives for network efficiency, innovation and investment. A fundamental determinant of
these incentives is the scope of “mandated wholesale access.”*®

The Panel concludes that the scope of wholesale access currently required by the CRTC is too
broad and that it undermines incentives for competitive entry, investment and innovation. The
scope of such mandated wholesale access should be narrowed. However, to ensure that service
providers have an opportunity to adapt to the new environment, there should be a transition
period during which all existing mandated wholesale arrangements will remain in place. The
remainder of this section gives the Panel’s reasons for these conclusions.

Access and Interconnection

There are two general types of services that telecommunications service providers often afford
one another. The first category, referred to collectively as “wholesale access” services, involves
services, network functions or facilities that are used by a service provider in provisioning its
network in order to supplement network facilities that it already owns or intends to build (or
“self-supply”). This category includes retail services that are also used by end-users as well

as services made available only between service providers. Examples include local and long
distance private line facilities,*° local loops and services that “transit” traffic from a carrier to
one or more other carriers via an intermediary carrier. Wholesale access services can be made
available under either mandated arrangements or voluntary commercial arrangements.

New service providers wishing to make maximum use of their own facilities prefer to lease
from other providers only the specific elements needed to provision their networks. Where the
incumbent does not make the desired network elements available on their own but only as part
of a more comprehensive service, new entrants are forced to purchase more than they might
like. At a new entrant’s request, the incumbent may separate out or “unbundle” just those
network elements desired by the new entrant. This can occur through a commercial agreement
or through a mandatory regulatory order. The resulting network elements and ancillary services
typically are not available to nor indeed demanded by retail customers. That is why they are
referred to in this report as “wholesale access.”

The second category of services that telecommunications service providers obtain from one
another consists of interconnection services. Interconnection services permit communication
between customers of different networks.?9 Interconnection arrangements are required even in
those situations in which the service providers rely entirely on their own facilities in provisioning
their networks. Interconnection services thus differ from services provided under mandated
wholesale arrangements in that both incumbents and entrants require interconnection services.

48 As noted in an earlier section, “mandated wholesale access” refers to the extent to which ILECs or other service providers are
required by regulation to make parts of their network available to their competitors at regulated rates.

49 A private line is a telecommunications transmission facility between two or more points that is dedicated to the user.

50 Interconnection has always been considered in terms of traditional telecommunications operations. However, what is happening in
the Internet is also in many ways the same as interconnection. Internet access providers also must arrange for customers on their
network to reach nodes on other providers’ networks. Providers usually enter into commercial or “peering” arrangements.
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Both also control an interconnection “bottleneck” in the sense that if they do not permit
interconnections, customers on their two networks will not be able to communicate with
each other.

Wholesale Access in Canada

For many services, the CRTC originally encouraged competition via resale.®! Various rulings in
the 1980s and early 1990s established a general policy requiring an incumbent who chose to
offer a retail telecommunications service to permit resale of that service, whether by competitors
or others.

The CRTC introduced facilities-based competition in the 1990s. It did so recognizing that the
construction of network facilities by entrants was necessary for the full benefits of competitive
entry to be realized. Under resale-based competition, competitive incentives for innovation

and efficiency were largely confined to retail components of service provision such as billing
systems, marketing, pricing and customer service as well as certain very limited network functions.
The purpose of permitting facilities-based competition was to extend incentives for efficiency
and innovation to the design, construction and operation of networks. The CRTC found®?:

...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.

The CRTC also recognized, however, that entrants in some locations may be unable, for technical
or economic reasons, to duplicate certain ILEC network elements or facilities, or “essential
facilities” (defined in more detail below). Without access to these, entrants would be unable
to provision their own networks and thus provide service to retail customers. Unbundling these
facilities and making them available to entrants at regulated rates was considered to be a
precondition for facilities-based competition. Accordingly, the CRTC required ILECs to do so.
Unbundling not only facilitated entry but also allowed entrants to make maximum use of the
facilities they controlled by allowing them to lease only those facilities from the ILEC that they
actually required.®3

The CRTC mandated the unbundling and pricing of certain other facilities on the same basis
as essential facilities, even though they did not strictly meet the definition. These services
were considered to be “critical” inputs for competitors. Although theoretically open to competitive
provision, limited supply was anticipated, particularly in the early stages of competition.°*

51 Enhanced Services, Telecom Decision CRTC 84-18, 12 July 1984.
52 Local Competition, Telecom Decision CRTC 97-8, 1 May 1997 (Decision 97-8), paragraph 73.

53 Examples of facilities and related services that have been determined by the CRTC to be essential are unbundled local loops in rural,
high-cost and less dense urban areas.

54 See, for example, Local Competition, Telecom Decision 97-8, 1 May, 1997 (Decision 97-8), paragraphs 65, 85, 98 and 104; Order
2001-184, paragraph 28; Competitor Digital Network Services, Telecom Decision CRTC 2005-6 (Decision 2005-6), 3 February
2005, paragraphs 174, 197 and 200.
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These were referred to as “near-essential” facilities and services.?® The CRTC recognized the
potential dangers of mandating wholesale access to more than essential facilities, noting that,

if the scope of access was too broad, new entrants “...may not have sufficient incentives to
invest in their own facilities, and would enter and remain in the market primarily as resellers.”>®

However, the CRTC considered that requiring incumbents to make near-essential facilities
available during the early stages of competition would make it easier for entrants to establish
their networks and “acquire the critical mass of customers necessary to make entry and
expansion of their own networks economic.”®’ Thus, mandating provision of near-essential
facilities was intended to provide entrants with a “stepping-stone” toward greater reliance on
their own facilities, thereby facilitating the construction of entrant networks. Access to near-
essential facilities was initially required only for a five-year period commencing May 1997.
However, in 2001, in response to concerns over the slow pace at which facilities-based local
competition was developing, the Commission extended this requirement for an indefinite period
of time.

As for regulated retail services, the CRTC has instituted quality of service regulation for a
number of wholesale services provided by ILECs to competitors. This is intended to ensure that
the quality of services provided to entrants as well as the provisioning timelines are comparable
with those provided by ILECs to their own retail operations.

The Proper Scope of Mandated Wholesale Access

As stated above, a fundamental objective of mandated wholesale access should be to maintain
incentives for innovation, network efficiency and investment. In the Panel’s view, the most
effective method for promoting these incentives is to ensure that competitive market forces
apply to the broadest possible range of network and service components in as many locations
as economically feasible.

To this end, new entrants should have both opportunities and incentives to build their own
facilities. Since by definition retail market entry is not possible without competitor access to
essential facilities, the regulatory framework should continue to require incumbents to make
these available, on a mandatory basis if necessary.

However, the Panel concludes that, given the current state of competition in Canada, continuing to
require that incumbents make non-essential facilities®® available to competitors undermines the
incentives for the latter to build alternative facilities. This in turn undermines competitive market
incentives for all service providers to be efficient, to innovate and to invest, for several reasons.

55 Examples include local loops in the more dense urban bands, transiting of local traffic and certain lower speed local digital access
facilities.

56 Telecom Decision 97-8, paragraph 73.
57 Order 2001-184.

58 Non-essential facilities include those that the CRTC has found to be near-essential and others (e.g. operator services). This terminology
is adopted here as a result of two regulatory decisions that impact these services. Specifically, access to certain services was ordered
to facilitate long distance services before the category of essential and near-essential facilities was established in Decision 97-8 and
was never included in the Decision 97-8 definitions.
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First, when designing their networks, entrants can either build non-essential facilities or lease
them from the incumbent. Mandated wholesale access at regulated prices reduces the cost and
especially the risks associated with leasing relative to building. It thus increases the likelihood
that leasing will be more attractive than building. Mandated wholesale access therefore tends to
discourage entrants from supplying their own facilities, even where doing so would otherwise be
economical. The potential negative impact is much more limited if mandated wholesale access
is limited to essential facilities.

Second, regulated wholesale pricing reduces the revenues that entrants who build facilities can
generate in the wholesale market when they lease those facilities to other providers. This arises
because regulatory constraints on ILEC wholesale prices also effectively place upper limits

on the price that other service providers can charge for facilities in the wholesale market. This
in turn affects investment decisions of both incumbents and new entrants in cases where the
viability of constructing network facilities is dependent on their ability to profitably supply
facilities on a wholesale basis to other service providers.°® The broader the scope of mandated
access, the greater the negative impact on investment decisions.

Third, artificially low wholesale rates undermine the price levels and revenues that could
otherwise be sustained in the retail market. The broader the scope of mandated access, the
more significant the impact on retail prices. This compromises the ability of both entrants
and incumbents to recover potential network investments.

The argument in support of mandating the availability of non-essential facilities is that it can
actually facilitate, rather than hamper, construction of facilities by entrants by providing them
with a “stepping-stone” until the day they can build their own facilities. The validity of this
argument rests entirely on the assumption that the CRTC can set prices that are both:

¢ |ow enough to facilitate entrants’ ability to expand their networks and more quickly acquire
the customer base that would justify construction of their own facilities

¢ high enough to provide entrants with sufficient incentives to build such facilities.

With perfect information, the CRTC might be able to achieve this balance. In practice, such
information is not available and the prices it sets are arbitrary to some degree. Attempts

to “fine-tune” or “manage” entry and investment incentives in this manner thus pose an
unacceptable risk that entrants’ incentives will be compromised.

59 The wholesale market is not only an important source of revenue for facilities-based entrants, but also a means to reduce the risk of
capital recovery. A carrier that serves both the wholesale and retail markets has two opportunities to contend for the business of any
single end-user: once directly through the provision of retail services and once indirectly through the provision of wholesale services
to other carriers that may serve the customer on a retail basis.
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There is no evidence in Canada that the CRTC'’s “stepping-stone” strategy has provided an
effective transition to greater reliance by entrants on their own facilities. There is, on the other
hand, reason to believe these policies have distorted the behaviour and incentives of new
entrants in Canadian telecommunications markets.®9

When wholesale access to particular essential facilities is mandated after new entrants have
already constructed comparable facilities, the value of these entrants’ network investments is
reduced. Even in areas where decisions with such retroactive effects have not occurred, a broad
approach to mandated wholesale access raises the possibility that it may happen in the future.
This increases the risk of network investments from the perspective of entrants.

Therefore, while the CRTC has identified facilities-based competition as an objective of its
regulatory framework, it has adopted mandated wholesale access policies that, in the Panel’s
view, seriously undermine, if not foreclose, the achievement of that objective.

One argument advanced in favour of a very broad scope of mandated wholesale access is that
such an approach would promote all forms of competition by making it easier for competitors
to resell any portion of the ILEC’s network that they want. However, in the Panel’s view, a
broader scope makes the distortion of entry and investment decisions more pervasive. For this
reason, a broad scope of mandated wholesale access would not in fact promote all forms of
competition. Rather, it would promote only one form of entry (i.e. resale), thus perpetuating
disincentives for new entrants to build facilities and entrenching the ILECs’ SMP over the
network and its elements. This would extend the need for a broader scope of regulation than
would otherwise be necessary.

Mandated wholesale access in effect is a requirement imposed on the incumbent to share
network facilities and functions. The more extensive the scope of network elements that are
shared, the greater the uniformity of the underlying networks used by both ILECs and entrants.
Because ILECs are forced to share network innovations with competitors, these innovations do
not advance the ILECs’ competitive position. This in turn reduces ILECs’ incentives to innovate
in those areas. The broader the scope of mandated wholesale access, the broader the scope of
network components for which incentives to innovate may potentially be reduced.

60 |n this regard, TELUS noted that it had delayed network investment decisions outside of its ILEC operating territories for

over two years while it waited for the CRTC'’s decision in the competitor digital network access (CDNA) proceeding and that

it had adjusted its business plans to purchase wholesale facilities from Bell Canada in Ontario and Quebec to a greater extent
than it otherwise would have (see Telus’ discussion of unbundling as part of its response to question B.17, in its

August 15, 2005 submission to the Telecommunications Policy Review Panel, p. 158, available online at:
http://www.telecomreview.ca/epic/internet/intprp-gecrt.nsf/vwapjy/TELUS-Submission.doc/$FILE/TELUS-Submission.doc).

UTC Canada noted that its members compete with the ILECs’ digital network access services and that the mandated wholesale
rates established for the ILECs’ CDNA service were up to 80 percent lower than the retail rates previously charged. UTC Canada
indicated that this had a severely negative impact on its members’ revenues (see UTC’s August 15, 2005 submission to the
Telecommunications Policy Review Panel, paragraph 75, p. 22, available online at: http://www.telecomreview.ca/epic/internet/
intprp-gecrt.nsf/vwapj/UTC_Canada_-_Submission.pdf/$FILE/UTC_Canada_-_Submission.pdf). Quebecor Media Inc. (QMI) also
indicated that its subsidiary, Vidéotron Telecom Ltd. (VTL), had constructed new fibre access and transport facilities expressly to
provide service to wholesale customers and that the low CDNA rates subsequently established by the CRTC had a significant
negative financial impact on VTL. Part VIl Application to Review and Vary Competitor Digital Network Services, Telecom Decision
CRTC 2005-6, 3 February 2005, filed with the CRTC by QMI on July 29, 2005.

3-35


http://www.telecomreview.ca/epic/internet/intprp-gecrt.nsf/vwapj/TELUS-Submission.doc/$FILE/TELUS-Submission.doc
http://www.telecomreview.ca/epic/internet/intprp-gecrt.nsf/vwapj/UTC_Canada_-_Submission.pdf/$FILE/UTC_Canada_-_Submission.pdf

3-36

Chapter 3

The Panel recognizes that a broader scope of mandated wholesale access may reduce barriers to
entry in the markets for services or applications. This may result in more innovation at the service
and applications layers by allowing for more market participants and by creating pressure for
timely introduction of new technologies. However, these benefits may be outweighed by the
dramatic reduction in competition at the physical and network layers. Further, in the longer run,
innovation at the service or application layers may depend on capabilities and innovation at the
physical or network layers and continuation of SMP at those levels may impede innovation at
higher layers as well.51 A broad scope of mandated wholesale access may thus undermine long-
run opportunities and incentives for innovation at all levels.

Consequently, the Panel considers that, for maximization of incentives for innovation, network
efficiency and investment in networks, reform of the Canadian regulatory framework governing
mandated wholesale access is needed.

Recommendation 3-19

The regulatory framework should continue to require owners of essential wholesale facilities
to make them available to competitors at regulated wholesale rates. Regulatory requirements
to provide non-essential wholesale services or facilities should be phased out in order to
provide increased incentives for innovation, investment and more widespread construction
of competing network facilities.

Review of Essential Services

To be considered “essential” under the current CRTC definition, a facility, function or service
must meet three criteria:

® be monopoly-controlled
e be required by entrants as an input to provide services
e be economically or technically difficult for new entrants to duplicate.

Implementation of the Panel’s recommendation of limiting the scope of mandated wholesale
access to essential facilities requires a clear and operational definition of essential facilities.

Under the CRTC'’s current definition, determining whether a facility is required by entrants as an
input or whether it can technically be duplicated is relatively straightforward. However, determining
whether duplication is economically feasible is not straightforward for several reasons.

61 For example, the introduction of fibre optic transport systems very significantly cut down the noise affecting transmission of signals,

and allowed new protocols at the application layer, such as frame relay, that were not encumbered by the same amount of error
checking and correction as earlier protocols, such as X.25.
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First, it may be economically feasible for an entrant to build its own facilities and ancillary
services in some areas but not in others. The analysis will require a definition of markets with
common economic, geographic or demographic conditions. The market definition will likely
differ depending on the facilities involved. The Panel is concerned that the CRTC’s analyses
to date may have relied upon markets that are too broadly defined.

Second, it is not clear what criteria should be used to identify situations in which duplication
of a facility is not economically feasible. Facilities that have natural monopoly characteristics
certainly meet this test.52 However, it is not clear whether other facilities may also qualify.

Third, addressing the economic feasibility of the duplication of a facility by entrants also requires
explicit consideration of a time horizon over which duplication may be expected to occur.

The Panel believes the foregoing issues require further study.

Effectively addressing these matters requires the involvement of both the CRTC and the
Competition Bureau. The working group of CRTC and Competition Bureau members, proposed
in Recommendation 3-15 above, should examine the definition of essential facilities and its
application.

Recommendation 3-20
The Telecommunications Act should be amended

(a) to provide for the creation of a category of essential facilities, including ancillary services,
that should be subject to a regime of mandated supply at regulated rates, and

(b) to establish a process whereby this category of services can be kept up-to-date.

Recommendation 3-21

A working group of CRTC and Competition Bureau members should be established as soon as
possible to develop recommendations to the CRTC on the definition of essential facilities and
its application to today’s telecommunications networks.

The set of facilities and related services that meet the essential facilities definition will not

be static. Technological and market developments over time may result in a shift of facilities
from essential to non-essential status.® It is conceivable, although less likely, that shifts may
also occur in the other direction. In addition, new essential facilities may emerge. Today, for
example, it is recognized that many support structures (such as poles and ducts), antenna
towers and certain rights-of-way are essential facilities. In some cases, a significant requirement

62 A “natural monopoly” exists when the entire market demand can be served at the lowest aggregate cost by one supplier because of
the nature of the economies of scale available, relative to total market size. Competition in such markets would likely be unsustainable
in any case because of the economies available to the incumbent supplier.

63 For example, ILEC local loops were declared essential in 1997 in some areas where cable companies are currently providing retail
local telephone service using their own facilities, including facilities that are analogous to ILEC local loops.
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for these facilities has emerged only with the evolution of technology. As this process continues,
other facilities, such as light standards, may also become essential. These issues are dealt with
in Chapter 5, Technical Regulation.

Recommendation 3-22

A regular review of the essential facilities category should be conducted at least every three
to five years.

Consistent with the principles set out in Chapter 2, Policy Objectives and Regulation, mandated
wholesale access should be subject to economic regulation since, by definition, the provider

of these facilities and services has SMP. Over time, the service provider's SMP over certain
components of mandated wholesale access may erode. In such cases, the review of essential
facilities should result in a reclassification of those components to non-essential.

Transitional Arrangements

The Panel recognizes that, as a result of regulatory actions, many service providers have come
to rely on the mandated wholesale access to non-essential services of the ILECs and, to a lesser
extent, the cable industry. These service providers should be provided with a sufficient opportunity
to adapt to the new environment recommended in this report.

Accordingly, there should be a transition period during which existing mandatory wholesale
arrangements, including mandatory resale of retail services, should remain in place. The
transition regime should apply to wholesale services provided by both ILECs and incumbent
cable companies.®* Parties should have the choice of negotiating alternative arrangements
for provision of non-essential services during the transition period.

Following the transition period, only essential facilities and interconnection services (as discussed
below) should remain subject to mandatory regulatory requirements.

Recommendation 3-23

Existing mandatory wholesale arrangements, including mandatory resale of retail services,
should remain in place during a transition period. The transition period should be three to
five years for most non-essential services or facilities, with consideration given to a longer
period for certain non-essential, co-location services because of their typically high, one-time
costs. The transition arrangements should be developed by the working group of the CRTC
and Competition Bureau.

64 The CRTC has mandated the provision of Third Party Internet Access by certain cable companies at cost-based tariffed rates in order
that other Internet service providers (ISPs) may offer retail high-speed Internet services to end-users using the cable company
access network. In CRTC Order 2000-211, the CRTC indicated that “high-speed access is not in the nature of an essential service
provided by both telecommunications carriers and cable network operators.”
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Recommendation 3-24

Following the transition period for phasing out mandatory wholesale arrangements, only
essential facilities and interconnection services should remain subject to mandatory access
requirements and regulated pricing.

Regulation of Non-essential Wholesale Services

The Panel recommends restricting mandatory wholesale access requirements and regulated
pricing to essential services, interconnection services and, during the transition period, existing
non-essential arrangements. The availability and pricing of other wholesale arrangements should
be left to market forces and commercial negotiations. The Panel considers that no valid purpose
will be served by continued economic regulation of non-essential wholesale arrangements
following the end of the transition period. However, as in the case of retail services, there
remains the potential for anti-competitive conduct in the provision of non-essential wholesale
services. The TCT should be empowered to deal with such complaints.

Recommendation 3-25

(a) Tariff regulation should not apply to new, non-essential wholesale services, and should
be removed from existing non-essential wholesale service arrangements, including
the resale of regulated retail services, following a three-to-five-year transition period.

(b) The Telecommunications Act should be amended to require the filing of tariffs
for wholesale services only for essential facilities and ancillary services and for
interconnections services. Tariffs should be filed for existing non-essential facilities
during the transition period to phase them out.

(c) The Governor-in-Council should issue a policy direction to the CRTC stating that
regulating the availability and pricing of new, non-essential facilities and ancillary
services is inconsistent with policy objectives set out in section 7 of the
Telecommunications Act, particularly paragraphs (f) and (g).6°

In the Panel’s view, the TCT should be responsible for dealing with allegations of anti-competitive
conduct related to the provision of non-essential wholesale facilities, given its expertise in both
competition and telecommunications matters. This matter is discussed further in Chapter 4.

65 These objectives of s. 7 state:
(f) to foster increased reliance on market forces for the provision of telecommunications services and to ensure that regulation,
where required, is efficient and effective;
(g) to stimulate research and development in Canada in the field of telecommunications and to encourage innovation in the
provision of telecommunications services;
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Regulation of Interconnection Services

As noted above, the interconnection®® of networks increases the number of users accessible
from both networks and so increases the value of the network from the perspective of users
of both interconnecting networks. In some cases, interconnection is also necessary to allow
competitive entry and the introduction of competitive market forces. The interconnection

of public networks can produce significant benefits for users and, more generally, greater
efficiency of the whole economy.

The presence of the network externalities discussed above may result in an imbalance of
bargaining power, particularly between incumbents and new entrants or between operators of
large networks and operators of small networks. In cases in which interconnection is required
for competitive entry, incumbents on balance may not stand to benefit from interconnection.
As a result, two network operators may not always have an incentive to reach reasonable terms
in a timely manner. Regulatory oversight may be required in these cases to ensure efficient
interconnection and interoperability of networks on reasonable terms.

Where many interconnecting networks are potentially involved, the coordination and standardization
that results from regulatory dispute resolution processes may also reduce the costs associated
with negotiated arrangements, even in cases where all parties have an incentive to interconnect.

Consistent with the Panel’s presumption in favour of reliance on market forces, regulatory
intervention in new interconnection arrangements should occur only where there is a significant
public interest in requiring the interconnection, and where market forces and commercial
negotiations, of either a bilateral or multilateral nature, have not resulted or are unlikely to result
in efficient interconnection and interoperability on reasonable terms and in a timely manner.

Where intervention is required, regulation should rely primarily on dispute resolution mechanisms
to encourage the parties to come to an agreement. Only where such mechanisms are not likely
to succeed should mandated interconnection tariffs be established.

Service providers have made significant investments and have configured their networks to
conform to existing tariffed interconnection arrangements. Consequently, the CRTC should
continue to regulate existing tariffed interconnection arrangements.

Currently, s. 29 of the Telecommunications Act specifies that Canadian carriers shall not,
without the prior approval of the CRTC, give effect to any intercarrier agreement or arrangement.
This should be revised to allow for commercial negotiation of such arrangements.

66 This report uses the term “interconnection” in the sense in which it is normally used in North America; that is, to include ancillary
arrangements such as call termination and transit. This use of the term “interconnection” therefore encompasses arrangements that
are considered “access” rather than “interconnection” arrangements in European and international parlance.
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Recommendation 3-26

Section 29 of the Telecommunications Act should be amended to give the CRTC clear
authority to mandate interconnection arrangements and interoperability between all
public networks when the CRTC is satisfied that

(a) there is a significant public interest in requiring the interconnection, and

(b) market forces and commercial negotiations are unlikely to result in efficient
interconnection and interoperability on reasonable terms and in a timely manner.

In the Panel’s view, regulation of interconnection primarily involves sector-specific questions of
telecommunications technology, service evolution, economics, industry practices and network
architecture. These are areas of comparative CRTC expertise, and it should retain primary
responsibility for telecommunications network interconnection arrangements. Interconnection
may be ordered by the TCT or the Competition Tribunal as a partial or complete remedy to
anti-competitive conduct. However, its implementation should be left to the CRTC.

Recommendation 3-27

Primary responsibility for regulating interconnection, including resolution of interconnection
disputes, should remain with the CRTC.

Pricing Issues

There is general agreement in Canada that prices for mandated wholesale access and regulated
interconnection services should be cost-based, although there has been debate about the
methods, assumptions and data sources used in arriving at the relevant causal costs.®’ The
highly contentious nature of these debates has resulted in very lengthy delays in finalizing
regulated prices.

As is the case in regulating services, errors in establishing regulated cost-based prices carry
significant risks, even if such regulation is restricted to essential facilities and interconnection
services. Prices for essential facilities that are too high may not be competitively neutral and
may result in artificially high retail prices. Prices that are too low may reduce the likelihood that
new technologies can become viable alternatives, thus artificially perpetuating the monopoly
supply of essential facilities.

67 |deally, Ramsey prices should be used for wholesale access and interconnection. However, these can become very complex, taking
account, as they should, of demand relationships, technology and type of competition. In practice, the required information is not
available. As well, the resulting prices may not be acceptable politically. As a result, the use of cost-based pricing is widespread
throughout the world. For a discussion, see Ingo Vogelsang, “Price Regulation of Access to Telecommunications Networks,” Journal
of Economic Literature 41 (3) (2003): 833.
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Establishing initial rates for essential facilities and interconnection services requires a well-
developed costing capability. The difficulties in establishing reliable costing information and
the consequences of error suggest that establishing prices based on cost estimates should
be limited to new services. Once a cost-based price is established for an essential facility

or interconnection service, the price should be kept up-to-date by application of a price cap
mechanism that takes into account both inflation and productivity targets.

Given the importance of accurately determining initial prices under the Panel’s proposal,

a public review of the costing methodology used should be undertaken by the CRTC. The
Panel notes that no comprehensive public review of the CRTC'’s Phase Il incremental costing
methodology has been conducted since it was first established in 1979. A review of costing
systems and methodologies is long overdue.

Recommendation 3-28

The CRTC should retain power to regulate the prices as well as other terms and conditions
of wholesale access or interconnection where

(a) these have been mandated, or
(b) there is a dispute involving commercial access or interconnection.

Providers of mandated wholesale access or interconnection services should be obliged
to file relevant tariffs with the CRTC.

Recommendation 3-29

The CRTC should undertake a public review of its incremental costing methodology as soon
as possible.
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The Role of Resale

The Current Situation

The current regulatory framework governing facilities-based local competition®® prevents local
service resellers from becoming competitive local exchange carriers (CLECs) and so benefiting
from the accompanying rights and obligations. This restriction is consistent with the CRTC'’s
approach of promoting facilities-based competition. However, since a CLEC must be a Canadian
carrier, foreign-owned resellers cannot become CLECs. This limits their participation in the local
services market.

Resellers are not able to access the full set of rights available to CLECs:

e to obtain unbundled local loops, central office connecting links and co-location at mandated
rates

e to obtain interconnection, exchange local exchange traffic on a bill and keep basis and share
equally in the costs of interconnection

e to gain access to Canadian telephone number resources and the local number portability
(LNP) database

e to receive subsidies when providing local exchange services to residential customers located
in high-cost service areas (HCSA)

e to access buildings and in-building wiring.

Resellers can obtain access to some of these elements but generally must do so indirectly
through a local exchange carrier (LEC).

Since 1997,%9 resellers operating in the long distance market have had mandated access to
unbundled loops and connecting links for purposes of providing direct access lines (DALs) to
their long distance service customers.’? In 2000,”! resellers who were also digital subscriber
loop (DSL) service providers were granted the right to lease unbundled local loops, central office
connecting links and co-location directly from the ILECs at mandated rates. This access has
recently been extended for the provision of voice over Internet Protocol (VoIP) services, in
addition to retail Internet access services.”?

68 Established by the CRTC in Decision 97-8.

69 Telecom Order CRTC 97-1818, 12 December, 1997.

70 A DAL is, in effect, a private line facility running from the end customer premises to the entrant switch. A DAL was provided

as an alternative means of accessing the long distance provider’s service.

/1" Telecom Order CRTC 2000-983, 27 October, 2000.

72 Regulatory framework for voice communication services using Internet Protocol, Telecom Decision CRTC 2005-28, 12 May 2005

(Decision 2005-28).
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In addition to the rights available only to CLECs, there are also a number of obligations
imposed:

e to provide 9-1-1 service and message relay service

e to implement number portability

e to provide equal access

e to provide subscriber listings to LECs

e to satisfy all regulatory requirements designed to protect consumer privacy
e 1o provide for reciprocal interconnection

e to interconnect with all LECs and with any long distance carriers and wireless service
providers seeking interconnection

e to provide information on certain terms of service to customers.

Currently, the CRTC does not have direct authority over resellers under the Telecommunications
Act, except in very limited circumstances, such as the context of contribution subsidy collection
and the licensing of international telecommunications service providers. However, a number of
these obligations are currently imposed on resellers providing local services indirectly through
the underlying tariffs and agreements between the resellers and the LECs providing services to

them.”3 The obligations currently imposed either directly or indirectly on local service resellers
include the following:

¢ to pay contribution (direct)
e to provide 9-1-1 service and message relay service (indirect)
e to satisfy all regulatory requirements designed to protect consumer privacy (indirect)

e provide information on certain terms of service to customers (indirect).

Additional obligations regarding 9-1-1 service were imposed on resellers providing VolP services.”*

73 The Appendix to Regulatory framework for voice communication services using Internet Protocol, Telecom Public Notice CRTC
2004-2, 7 April 2004 sets out the regulatory framework and other attributes of local services competition and how they apply to
ILECs/CLECs and local service resellers.

74 Emergency service obligations for local VolP service providers, Telecom Decision CRTC 2005-21, 4 April 2005.
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Competitive Local Exchange Carrier Rights and Obligations

Permitting local service resellers to avail themselves of all of the rights and obligations of CLECs
may increase the scope of competition in the local services market. Resale remains a valid form
of competitive entry which brings with it a number of benefits such as an increase in the number
of competitors, improved supplier responsiveness, stimulation of product and service innovation,
more rapid dissemination of the benefits of competition through the exploitation of arbitrage
opportunities and more efficient capacity utilization.

As discussed in the preceding section on wholesale access, the Panel believes the regulatory
framework should promote investment in competitive network facilities and avoid creating
inefficient incentives for resale. However, barriers to efficient resale competition should

be removed.

Extending the ability of local service resellers to compete in the local services market would

expand the options for competitors to enter that market and remove artificial constraints on

efficient entry decisions. This approach is also consistent with the greater emphasis that the
Panel recommends placing on market forces.

Recently, the CRTC has extended the practice of indirect regulation to include local VolP service
providers. This extension of regulation was motivated by an important social objective to ensure
that consumers of VolP services had access to emergency services.”?

The only significant one-sided CLEC obligation not already imposed on resellers is the requirement
to provide equal access.”® A principal goal of the new regulatory framework recommended in
this report is competitive neutrality. In the Panel’s view, there is considerable uncertainty about
whether imposing new obligations on resellers without also providing access to substantially all
of the benefits available to CLECs is competitively neutral.

Recommendation 3-30

Resellers in the local telecommunications services market who choose to undertake all the
obligations of a competitive local exchange carrier should have all the regulatory rights and
obligations applicable to competitive local exchange carriers.

75 In Regulatory framework for voice communication services using Internet Protocol, Telecom Decision 2005-28, the Commission
imposed a number of obligations on VoIP service providers. Similarly, in Follow-up to Emergency service obligations for local VolP
service providers, Decision 2005-21 — Customer notification requirements, Telecom Decision CRTC 2005-61, 20 October 2005,
which addressed the emergency service obligations for local VolP service providers, the CRTC required all Canadian carriers to
include in their contracts with these service providers the requirement that they abide by the directions set out in Decision 2005-61.

76 The requirement to interconnect is an obligation not currently imposed on resellers but is currently imposed on the LEC providing
the underlying services. In any case, the requirement to interconnect brings with it important benefits for resellers by providing
access to potentially more favourable arrangements for the exchange of traffic.
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Implementation

Providing the CRTC with direct authority over resellers requires amendments to the
Telecommunications Act. The issue of moving from indirect regulation of telecommunications
service providers to direct regulation is addressed in Chapter 2, Policy Objectives and Regulation.

In advance of amendments to the Telecommunications Act, it may be possible to implement
the above recommendation using the current indirect manner of regulating resellers.

This approach would permit resellers that choose to avail themselves of the rights and obligations
associated with CLEC status to be indirectly regulated through the tariffs and agreements of LECs.
The necessary interconnection arrangements between these resellers and other LECs could be
handled directly through an “access tariff” included in the tariffs of all LECs. Reseller adherence
to current standard-form interconnection arrangements between LECs and mobile service
providers (MSPs), on the one hand, and LECs and long distance providers, on the other, could
be imposed as a condition of access to interconnection with LECs.
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One of the major reforms proposed by the Panel in this report is elimination of the presumption
of economic regulation that underpins the current telecommunications legislation in favour

of a presumption of deregulation. As discussed in Chapters 2 and 3, this reform will result in
significantly lighter economic regulation than the existing model.

As the regulatory framework transitions from an historic approach that seeks to protect consumers
from monopoly pricing to one that relies on competitive market forces to discipline pricing,

the focus of economic regulation shifts toward ensuring that competition is not thwarted or
significantly diminished as a result of anti-competitive conduct by those who might possess
significant market power (SMP). In this environment, there is greater reliance on competition
law principles, rather than on traditional public utility regulation, to assess whether barriers

to entry exist, whether SMP exists and whether there has been abuse of such SMP that has
resulted — or is likely to result — in a significant lessening or prevention of competition in

the market.

As this shift in regulatory focus occurs, it is important to consider the most appropriate institutional
framework to define markets, assess market power, determine whether there has been an abuse
of such SMP when it is found to exist, and determine whether such conduct has resulted in

a significant lessening or prevention of competition. It is equally important to ensure that the
institution granted this authority has an in-depth understanding of the telecommunications sector
as well as the requisite powers and procedures to make determinations in a timely manner, to
impose effective remedies when justified and to monitor compliance with its orders. The question
that arises is whether the existing sector-specific regulator — the Canadian Radio-television
and Telecommunications Commission (CRTC) — the competition law authorities — the
Commissioner of Competition, the Competition Tribunal and the courts — or some new institution
would be the most appropriate and effective body to assume this role.

Canada is not alone in considering these issues. In fact, as discussed further below, other
countries have been active in reforming their institutional framework to better address
this issue. As a result, Canada currently lags some of its major trading partners in creating
new institutional frameworks to better respond to the changing regulatory environment.
In considering this issue, the Panel has had the benefit of consultations with a number
of regulators in Europe, the United States, Asia, Australia and New Zealand in addition

to a significant number of submissions from Canadian regulators, academics and industry
participants in the course of its public consultations.
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International Experience

In considering how best to capture the expertise of the competition authority and the
telecommunications regulator, the Panel examined the approaches taken in a number of the
member countries of the Organisation for Economic Co-operation and Development (OECD)
that have addressed this issue.! A brief summary of some of the salient features of the
approaches considered is set out below.

The European Union

During the first half of this decade, telecommunications regulation in Europe has undergone a
major overhaul under the direction of the European Union (EU). These reforms have significantly
transformed the regulatory landscape in Europe, moving member states away from a patchwork
of diverse regimes with an emphasis on detailed economic regulation toward a more harmonized
system based on competition law principles. Under the new regime, there is a presumption in
favour of deregulation. Sector-specific regulation must be justified on the basis of a common set
of economic and social principles, and must be no more intrusive than is necessary to achieve
these ends.

Member states of the European Community (EC) are required by the Treaty of Rome Establishing
the European Economic Community (EC Treaty) to prohibit certain forms of anti-competitive
conduct that affect trade between member states or that restrict or distort competition within
the common market. These prohibitions, which are contained in Articles 812 and 822 of the
EC Treaty, form the basis of EU competition law. Following a number of unsuccessful attempts
to harmonize the approach to telecommunications regulation in Europe and the application

of Articles 81 and 82 to that sector, the European Parliament and Council introduced a series

Various sources were referenced in drafting this section, including Olivier Boylaud and Guiseppe Nicoletti, “Regulation, Market
Structure and Performance in Telecommunications,” OECD Economic Studies No. 32, 2001/I (OECD Publishing, 2000)
(available online at: http://www.oecd.org/dataoecd/24/33/2736298.pdf); “Telecoms and Media 2005, An Overview of Regulation
in 47 Jurisdictions Worldwide,” Global Competition Review, 6th ed., 2005; CRTC, Submission in response to the
Telecommunications Policy Review Panel Consultation Paper, August 17, 2005 (available online at:
http://www.crtc.gc.ca/eng/publications/reports/t_review05.pdf); Laurence J. E. Dunbar and Leslie J. Milton, “Comparative Study
on Interaction between Competition Law Authorities and Telecommunications Regulators in Australia, the United Kingdom,
Germany and the United States of America,” Submission of the Competition Bureau in response to the Telecommunications
Policy Review Panel Consultation Paper, August 12, 2005 (available online at: http://www.telecomreview.ca/epic/internet/intprp-
gecrt.nsf/vwapj/Competition_Bureau_-_Appendix_A_(Comparative_Study).pdf/$FILE/Competition_Bureau_-
_Appendix_A_(Comparative_Study).pdf); and New Zealand, Ministerial Enquiry into Telecommunications, Final Report,
September 27, 2000 (available online at: http://www.teleinquiry.govt.nz/reports/final/final.pdf).

2 Section 81 addresses agreements between parties or concerted practices that have as their object or effect the prevention,
restriction or distortion of competition within the common market. Available online at:
http://europa.eu.int/comm/competition/legislation/treaties/ec/art81_en.html

3 Section 82 addresses situations of abuse of dominance. It includes a list of practices that may constitute abuse, including:

(a) directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions

(b) limiting production, markets or technical development to the prejudice of consumers

(c) applying dissimilar conditions to equivalent transactions with other trading parties, thereby placing them at a competitive
disadvantage

(d) making the conclusion of contracts subject to acceptance by the other parties of supplementary obligations which, by
their nature or according to commercial usage, have no connection with the subject of such contracts.

Available online at: http://europa.eu.int/comm/competition/legislation/treaties/ec/art82_en.html
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of major new directives in 2003. One of these directives, known as the Framework Directive,*
addresses the respective roles of competition law and sector-specific regulation in the new
regime. The objectives of the Framework Directive are to harmonize regulation across Europe
to reduce entry barriers in national markets and to foster development of effective competition
both within domestic markets and across borders within the European Community.

As required by the Framework Directive, the European Commission issued a recommendation
identifying some 18 retail and wholesale relevant product and service markets that it considers
to be susceptible to ex ante regulation.® The EC also issued guidelines setting out the economic
and competition law principles to be employed by national regulatory authorities (NRAs) in
defining relevant markets and assessing market power in those markets.® The Framework
Directive instructs member states to reduce sector-specific regulation so they address only those
instances where it is warranted by the presence of SMP in relevant markets. Even when an NRA
finds SMP to exist in a market segment defined by the European Commission, or defined by the
NRA in accordance with the prescribed methodology, that fact alone does not necessarily justify
sector-specific regulation.

The NRA is required to take a further step and determine that competition law alone does not
adequately address the market failure in question. When sector-specific regulation is justified
on this basis, the NRA must assess the regulatory options available and select the least intrusive
option that will achieve the desired objective. In this environment, ex ante economic regulation
is an option of last resort. When sector-specific regulation is not justified on this basis, generally
applicable national and EU competition laws must be applied.

While the EU has determined that there is still a role for sector-specific regulation, it has
structured that role to suit the state of competition in the market and to respond to social and
other policy objectives that cannot readily be achieved by market forces. It has ordered that
designated NRAs must define markets and apply competition law where SMP is not found to
exist — but it has not dictated to member states which domestic regulators must make these
determinations. This has left individual member states with the option of deciding which roles
their domestic regulators will assume. This has resulted in different institutional approaches
being taken in different member states. Two such approaches are briefly described below,
followed by a review of other international approaches.

4 Directive 2002/21/EC of the European Parliament and of the Council, March 7, 2002. Available online at:
http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/1_201/_20120020731en00370047.pdf

5 Commission Recommendation of February 11, 2003, on relevant product and service markets within the electronic communications
sector susceptible to ex ante regulation in accordance with Directive 2002/21/EC of the European Parliament and Council on a
common regulatory framework for electronic communications networks and service, 2003/311/EC, OJ L 114/45.

& Commission guidelines on market analysis and the assessment of significant market power under the Community regulatory
framework for electronic networks and services, 2002/C 165/03, OJ C 165/6 (11.7.2002).
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Germany

The Regulatory Authority for Telecommunications and Posts (RegTP) has authority under the
German Telecommunications Act to regulate rates for telecommunications services and address
abusive practices by dominant telecommunications carriers.” The RegTP was already required
to employ domestic competition law principles in defining relevant markets and assessing
market power in the telecommunications sector prior to the issuance of the Framework Directive.
However, as a result of the Framework Directive, it now must also ensure that its review is in
compliance with the EC tests for defining markets and determining the existence of SMP. Since
the RegTP has not been designated as the NRA in Germany responsible for administration and
enforcement of EU competition law, it must turn to another German institution, the Federal
Cartel Office (FCO), to perform this function.

The FCO is the federal competition authority in Germany with authority over cartels, abusive
practices and mergers under the German Act Against Restraints of Competition. The FCO

also has authority to enforce Articles 81 and 82 of the EC Treaty. In order to comply with the
Framework Directive, the Telecommunications Act requires the RegTP to obtain the agreement
of the FCO on decisions intended to address competitive distortions concerning the definition of
telecommunications markets, the assessment of market power and the principles of frequency
allocation. As a result, the RegTP and FCO cooperate throughout the course of any investigation
by sharing information and consulting with each other to reach a consensus determination.

The final draft of any RegTP decision is sent to the FCO for its formal consent. This close
cooperation throughout the process minimizes the potential for disagreement between the
RegTP and FCO and satisfies the institutional requirements of the Framework Directive.

The United Kingdom

The United Kingdom has taken a different approach in implementing the Framework Directive. It
has not maintained the traditional split in jurisdiction between the national competition authority
(the Office of Fair Trading, or OFT) and the national communications regulator (the Office of
Communications, or Ofcom), and has attempted to coordinate the relationship between the

two regulators with respect to the enforcement of EU anti-trust law and communications policy.
The U.K.’s approach has been to confer on Ofcom concurrent powers to administer competition
laws with respect to the communications sector. This extends not only to the enforcement of
Articles 81 and 82 of the EC Treaty and implementation of EC Communications Directives, but
also to the enforcement of domestic competition law embodied in the Competition Act, 1998.
Ofcom has been designated as an NRA for these purposes. However, Ofcom’s powers do not
extend to mergers or criminal behaviour under the Enterprise Act, 2002.

7 It has authority of technical regulation as well. Examples include such matters as frequency assignments, numbering and universal

service. With respect to broadcast issues, the RegTP assigns radio frequencies to state media authorities who then assign the
frequencies to broadcasters and address content issues. However, the states have no jurisdiction over telecommunications.
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The U.K.’s approach to the jurisdictional issues raised by the EU’s reforms is intended to

foster consistency in regulation, provide regulated entities with access to a single regulator
(“one-stop shopping”) and avoid double jeopardy under U.K. and EU law.® In accordance with
EC requirements, the Communications Act, 2003 requires Ofcom to make a finding of SMP
before imposing SMP regulatory conditions. In adopting this approach, the U.K. has avoided
the difficulties of coordinating the activities between its two domestic regulators with respect to
both the enforcement of EU competition law and communications policy as well as its domestic
competition law.

Decisions by Ofcom that involve competition law interpretation and application under Articles
81 or 82, or under the Competition Act, 1998, are subject to appeal to the Competition Appeal
Tribunal on both the substance of the decision and any penalties imposed. The Competition
Appeal Tribunal is the same body that reviews decisions of the OFT. The U.K.’s use of the same
tribunal is intended to ensure that a common appeal body reviews and interprets decisions
regarding the application of competition law and policy by both the OFT and Ofcom, thereby
ensuring application of the same standards and rigour to all industry sectors.

The U.K. recognizes that conferring concurrent jurisdiction on two regulatory bodies could
give rise to confusion over which body has jurisdiction in a particular case. This issue has been
addressed by putting in place “concurrency regulations” that require consultation between
the regulators whenever they receive an application that raises competition law issues in the
telecommunications sector. The concurrency regulations have been supplemented by a letter
of agreement between the regulators that for practical purposes confers jurisdiction on the
sector-specific regulator, Ofcom, in cases primarily involving the communications sector.?

The United States

The United States has a long history of conferring concurrent anti-trust'® enforcement powers
on its telecommunications sector regulator, the Federal Communications Commission (FCC),*!
and its anti-trust authorities. It also has a long history of informal consultation between these

anti-trust authorities and the FCC.

In the United States, there are two principal statutes dealing with federal communications
regulation and three principal statutes that address anti-trust enforcement. The Communications
Act of 1934 establishes the regulatory framework for interstate and international communications,
including common carrier, broadcasting/radio, and cable regulation. Section 601(b)(1) of The

U.K. Department of Trade and Industry, Our Competition Future: Building the Knowledge Driven Economy, 1998. Available online
at: http://www.dti.gov.uk/comp/competitive/pdfs/es_pdfl.pdf

9 Competition Act 1998 (Concurrency) Regulations 2004, S| 2000/260. Available online at:
http://www.opsi.gov.uk/si/si2004/20041077 .htm

In the U.S. and some other countries, competition law referred to as “anti-trust” law.
The FCC is the federal communications regulator in the U.S. with the authority to enforce the Communications Act of 1934.
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Telecommunications Act of 1996 contains an “anti-trust saving clause” that expressly provides
that nothing in the Act “shall modify, impair, or supersede the applicability of any of the
antitrust laws.” The Sherman Act, the Clayton Act and the Federal Trade and Commerce Act set
out the general laws regarding anti-trust enforcement. Three different bodies have jurisdiction to
enforce these Acts: the FCC, the Anti-Trust Division of the Department of Justice (USDQJ), and
the Federal Trade Commission (FTC).12 With respect to anti-trust and telecommunications, the
FCC also has authority to enforce the Clayton Act provisions, including the merger provisions,

in respect of common carriers engaged in wireline or radio communications.

Under s. 271 of the Communications Act of 1934, the FCC was required to consult with the
USDOJ and accord “substantial weight” to the USDOJ’s analysis before finding that a regional
Bell operating company’s (RBOC) local markets were sufficiently open to competition that

it should be permitted to enter the long distance market. Section 271 now is essentially of
historical significance since all of the RBOCs have been granted approval to provide long
distance services under the section. However, the “substantial weight” threshold is an important
concept. It is interpreted as meaning that although the USDQJ’s position was not conclusive,
the FCC had to consider the USDQOJ views and, if it rejected those views, explain the basis for
the rejection in its decision. In other matters before the FCC, the USDOJ has the right to file
comments in any FCC proceeding.

As noted above, both the FCC and USDOJ investigate mergers of communications entities.
There are no formal consultation requirements. Typically, however, the FCC and USDOQJ are in
contact with each other early in an investigation at the staff level and discuss issues of common
concern. Cooperation and consistency in the competition analysis by both the FCC and the
USDOQJ are fostered by the FCC’s use of the USDOJ guidelines for assessing markets and market
power, the timelines established for FCC and USDOJ assessment of mergers and the right of the
USDOJ to appear and make submissions in any appeal of an FCC decision.

For example, with respect to a merger file, the FCC typically takes longer to review a merger
than the USDOJ. As a result, it has the benefit of the USDOJ’s analysis and decision in its
deliberations and typically avoids inconsistent assessment of markets and market power. Also,

if the USDOJ imposes conditions on a merger (through a consent decree), the application before
the FCC will need to be modified to reflect the USDOJ terms. The FCC acts on the modified
application and, if necessary, imposes additional conditions on its approval.

Both the USDOJ and the FTC have a general anti-trust mandate that is governed by the provisions of the Sherman Act, the Clayton
Act and, in the case of the FTC, the FTC Act. Common carriers that are subject to the Communications Act of 1934 are expressly
excluded from the FTC'’s jurisdiction to prevent persons and corporations from engaging in unfair methods of competition or unfair or
deceptive practices under the FTC Act. The FTC does have jurisdiction under these statutes to review non-common carrier matters
including, for example, cable and broadcasting issues.
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Australia

In 1997, the Commonwealth Government of Australia extensively reformed its competition
and telecommunications legislation and undertook a restructuring of its regulatory institutions.
This restructuring resulted in the redistribution of economic regulatory functions, previously
exercised by a telecommunications industry-specific regulator (AUSTEL), to the Australian
Competition and Consumer Commission (ACCC), which also has responsibility for competition
law enforcement and consumer protection. At the same time, AUSTEL's responsibility for
“technical regulation” was transferred to a new agency called the Australian Communications
Authority (ACA). In 2005, the ACA was merged with the Australian Broadcasting Authority
(ABA) to form the Australian Communications and Media Authority (ACMA).

The restructuring of Australia’s telecommunications regulatory institutions was driven by a
number of factors, including a desire to deliver consistency in regulation across various sectors
of the economy, to produce administrative savings by pooling skills and providing predictability
in regulation across sectors, to lessen the risk of “regulatory capture” of a sector-specific
regulator that maintains close contact with the entities it regulates, and to inject a more
“pro-competitive culture” into the regulatory process.!3

While the restructuring process resulted in the economic regulation of the telecommunications
sector and general competition regulation being brought together under the unified jurisdiction of
the ACCC, it did not result in the elimination of economic regulation or a simplistic application of
competition laws of general application to the telecommunications sector. Rather, the approach
taken was to add to the primary statute governing competition regulation (the Trade Practices
Act) two new telecommunications-specific chapters dealing with anti-competitive conduct in
the telecommunications sector (Part XIB) and with regulated access to telecommunications
carriage services (Part XIC). The ACCC has established a separate regulatory division to
administer its telecommunications regulatory functions. The division that is responsible for
economic regulation of the telecommunications sector has the ability to exercise both ex ante
and ex post regulatory powers.

The other general provisions of the Trade Practices Act continue to apply to the telecommunications
sector. However, in practice, the industry-specific provisions in Parts XIB and XIC of the Act are
applied in respect of issues affecting anti-competitive conduct or access to facilities or services
in the telecommunications sector and price regulation.

This division of responsibility between the ACCC and the ACMA has resulted in a number of
intersecting areas of jurisdiction, which are addressed through mandatory consultation between
the agencies. Consistency in approach is also assisted by the cross-appointment of an ACCC
Commissioner on the ACMA and an ACMA Commissioner on the ACCC.

13 Independent Committee of Inquiry, National Competition Policy, August 1999, chapter 14.
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New Zealand

New Zealand is the only OECD country that experimented with total reliance on its general
competition law (the Commerce Act) rather than sector-specific regulation for addressing
issues in the telecommunications sector. This experiment followed New Zealand’s decision

to deregulate much of its economy in the late 1980s. It is well recognized that this approach
proved to be a failure, as it was too slow and ineffective to deal with key issues that required
resolution for development of telecommunications markets such as interconnection conditions
and rates for access to local loops.*

In 2001, the New Zealand government abandoned this approach and introduced a new
Telecommunications Act, which contains provisions for the sector-specific regulation of

the telecommunications market. While the new regime retains the practice of applying
general competition law provisions to the telecommunications sector, it also creates a new
Telecommunications Commissioner with authority to address a number of telecommunications
regulatory issues using sector-specific powers. The commissioner has jurisdiction to regulate
interconnection, resolve access disputes, establish service obligations, establish costing and
accounting mechanisms, set rates and establish a contribution regime. The commissioner
also has a degree of control over certain potential anti-competitive conduct. In addition, the
commissioner has the power to regulate new services under certain circumstances. All other
issues regarding the application of the general competition law, including review of abuse of
dominance and mergers, remain under the jurisdiction of the Commerce Act and the Fair
Trading Act and are enforced by the commerce commission.

14 For a more detailed discussion of this issue, see CRTC, Submission in response to the Telecommunications Policy Review Panel
Consultation Paper, August 17, 2005, paragraphs 157-160. Available online at:
http://www.crtc.gc.ca/eng/publications/reports/t_review05.pdf


http://www.crtc.gc.ca/eng/publications/reports/t_review05.pdf

Lessons from International Experience

Telecommunications Competition Tribunal

The following table summarizes the international experience discussed above.

Tahle 4-1. Telecommunications Regulation, 2005

Interconnection Other regulation
Review | Authorization
of anti- of charges
Regulatory competitive | of operators Dispute Service
Country institution conduct with SMP  resolution | Pricing  quality
Australia e Telecom technical
regulator X
e Competition authority
with sector-specific
division applying sector-
specific legislation X X X X
Canada e Minister
(spectrum regulation)
e Telecom regulator X X X X X
e Competition authority X
Germany e Telecom regulator X X X X
© Competition authority X
New Zealand e Ministry
(Kiwi share obligation) X X
e Telecom regulator
operating within
competition authority,
but applying sector-
specific legislation X X X X X
e Competition authority X
United Kingdom e Telecom regulator X X X X X
e Competition authority
United States ® Telecom regulator X X X X X
e Competition authority X
e (Other (state level) X X
(intra-state (intra-state
only) only)

Source: See footnote 1.
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The Panel’s review of experience in other countries has led it to reach the following conclusions
regarding the interface between competition law and sector-specific telecommunications
regulation:

In both regulated and unregulated markets, many of Canada’s major trading partners have
taken steps to place much greater reliance on conventional competition theory in their
telecommunications legislation, rather than continuing to rely on “public utility policy”
or “common carrier regulation.” Canada’s current regime is becoming more of an exception
to the norm applied by its major trading partners.

Most OECD countries continue to rely on some form of sector-specific regulation in the
telecommunications sector. New Zealand is the only OECD country to experiment with relying
solely on competition law, and this approach has proved to be a failure.

Other countries have developed better mechanisms than Canada for coordination of their
anti-trust and telecommunications regulatory activities and for the integration of competition
law principles into their sector-specific regimes.

The United Kingdom, Australia and New Zealand have recently reformed their regulatory
institutions in an effort to inject more rigorous competition law analysis into their sector-
specific regulation. Although the approaches in each jurisdiction are quite different, each of
the new institutions or divisions has a different mandate from that of traditional competition
authorities, one that is tailored to the requirements of the telecommunications sector.

A New Canadian Approach

In considering Canada’s requirements, the Panel believes the government authority that deals
with competition issues in the telecommunications sector should have the following attributes:

strong sector-specific knowledge, including technical knowledge of the telecommunications
industry

strong background in economic analysis and competition law principles
quasi-judicial structure

expertise in conducting public hearings, including expedited proceedings
ability to impose a wide range of behavioural remedies

ability to monitor or supervise behavioural remedies

ability to impose fines or order divestiture.
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There are a number of options for the future Canadian institutional framework, many of which
have been proposed in submissions to the Panel during its public consultations. They include:

e amending the Telecommunications Act to empower the CRTC to apply competition law

e amending the Competition Act to better equip the Commissioner of Competition and the
Competition Tribunal to carry out these functions

e enabling the CRTC to consult with the Competition Bureau when considering competition issues

¢ enabling the Competition Bureau to consult with the CRTC when considering telecommunications
issues

e enhancing the weight given to submissions presented by the Commissioner of Competition
to the CRTC on competition-related issues

e appointing the Commissioner of Competition or another person with competition law
experience to sit on the CRTC in respect of competition issues

e establishing a new specialized tribunal to consider competition issues arising in the
telecommunications sector.

The Panel is not convinced that its concerns will be met by simply amending the Telecommunications
Act to empower the CRTC to apply competition law principles to competitive telecommunications
issues on a broader basis than it currently does.® The CRTC clearly has a high degree of sector-
specific knowledge and is well-equipped as a quasi-judicial tribunal to conduct proceedings as
well as impose and monitor behavioural remedies. However, there is a fairly strongly held view in
the industry that the CRTC does not rigorously apply competition law principles in adjudicating
complaints of anti-competitive conduct. The CRTC’s long history of economic regulation based
on the jurisprudence of public utility and common carrier regulation makes it hard for the CRTC
to make the shift away from a presumption of regulation to an approach more oriented toward
competition law.

This regulatory tradition in many ways defines the CRTC’s current approach to issues of
competitive safeguards and abuse of dominance. It has led to an environment in which the
CRTC has adopted competition law tests for defining markets and assessing market power in
forbearance proceedings, but has pursued a public policy approach to competition issues in
other contexts. Its approach has been to engage in a “balancing of interests,” rather than an
economic analysis of market power. This results in a tendency to micro-manage competitive
market behaviour in order to influence competitive outcomes, rather than to seek less intrusive
remedies. This has led to uncertainty in results and a lack of rigour in economic analysis. In the
Panel’s view, this approach to regulation is unlikely to change by simply amending the governing
legislation. This problem is exacerbated by the fact that the CRTC lacks the depth of expertise
resident in the Competition Bureau to apply competition law principles in a rigorous manner to
issues of market definition and assessment of SMP.

15 The CRTC's current use of competition law principles appears limited to its application of the forbearance tests in s. 34 of the

Telecommunications Act.
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At the same time, while the Competition Bureau has a higher level of expertise in defining
markets and assessing market power than does the CRTC, the Panel is not satisfied that the
Competition Act provides an appropriate framework for the resolution of competitive disputes
in the telecommunications sector where SMP still exists or where markets are in transition
from SMP. Nor does it provide an appropriate framework in situations where the development,
ongoing monitoring and supervision of sector-specific competitive safeguards may be required.
As a body with responsibility for administering Canada’s competition laws in all sectors of

the Canadian economy, the Competition Bureau clearly lacks the degree of sector-specific
knowledge possessed by the CRTC.

In addition, the Competition Bureau is constituted as an enforcement agency rather than as a
quasi-judicial body. Its process does not allow for the timely resolution of disputes that routinely
arise in the dynamic and rapidly changing telecommunications sector. The Competition Act
has constituted the Competition Bureau as an investigative body that investigates and reviews
complaints of anti-competitive conduct. It then decides whether there is sufficient evidence

to pursue either civil or criminal proceedings before the Competition Tribunal or the courts.
This two-stage process involves significant time lags, sometimes measured in years, between
the lodging of complaints and the resolution of issues. This lengthy process is not well suited
to an environment in which competitive disputes arise on a fairly frequent basis and require
prompt resolution. In addition, the Competition Tribunal does not view itself as a regulator that
monitors behavioural remedies on an ongoing basis.

While it is arguable that these shortcomings of the Competition Act regime could equally

apply to other sectors of the economy, other sectors do not share the same attributes as the
telecommunications sector. Chapter 3, Economic Regulation, describes some of the specific
economic and technical conditions of telecommunications markets. As discussed elsewhere

in this report, telecommunications is widely regarded as an enabling technology that is vital to
both the social and economic well-being of Canadians. Governments, businesses, individuals,
educational institutions, hospitals and emergency services all depend on an efficient and
technically advanced telecommunications infrastructure. If the recommendations in this report
are adopted, there will be significantly lighter regulation in the Canadian telecommunications
sector than there has been in the past. In this new environment, it will be important to have the
capability to address allegations of anti-competitive conduct in a timely and effective manner.

These factors have led the Panel to consider a number of other institutional and procedural
approaches adopted in other OECD countries that share Canada’s legal and regulatory traditions.
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At the present time, the Commissioner of Competition is empowered to present submissions to
the CRTC in public proceedings that raise competition issues under s. 125 of the Competition
Act. This has led some participants in the Panel’s consultations to propose a requirement for
the CRTC to give greater weight to such submissions and explain why it is deviating from the
Commissioner of Competition’s analysis, if it decides not to adopt it. This is somewhat similar to
the mechanism adopted in the United States in respect of USDOJ submissions regarding RBOC
entry into long distance markets. While giving greater weight to submissions of the Competition
Commissioner may improve the quality of the CRTC'’s analysis of competition issues, it may not
necessarily result in the type of rigour the Panel believes should apply to decisions respecting
deregulation or the abuse of market power, since it does not entail participation in the decision-
making process by the competition law experts.

In addition, other parties in the CRTC’s public proceedings might justifiably ask why their
submissions were given less weight than those of the Competition Commissioner. One of
the strengths of the CRTC's process is its open public hearing process. This strength would
be undermined if one party’s submissions were to be given greater weight, no matter how
compelling the submissions of opposing parties.

The Panel also considered recommending the appointment of a commissioner with competition
law expertise as one of several commissioners at the CRTC, as is done in Australia. However,
this approach is unlikely to ensure a fundamental change in approach by the CRTC and is
unlikely to improve the level of competition law analysis at the CRTC staff level.

In considering the available options, the Panel has also been aware of the need to preserve

the CRTC's status as a quasi-judicial body. Ex parte consultations between agencies may be
appropriate in jurisdictions where communications regulation is conducted to a greater extent
on an administrative level. However, it is inappropriate in a country such as Canada where the
regulator is constituted as a quasi-judicial body and proceedings are conducted by means of an
open and transparent public process. In the Panel’s view, the legitimacy of regulatory proceedings
before the CRTC may also be undermined if the CRTC is required to reach agreement with the
Commissioner of Competition prior to rendering a decision. Thus, the German model is not
compatible with the Canadian legal and institutional framework.

These considerations have led the Panel to conclude that the best way forward is to combine
the competition law expertise of the Competition Bureau and the sector-specific knowledge of
the CRTC in a new hybrid tribunal with jurisdiction to make decisions on telecommunications
matters involving significant competition policy issues. This approach would combine the
expertise of these two agencies while maintaining the strengths of a public quasi-judicial
process and the ability to act expeditiously in addressing sector-specific issues.
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Establishment of a Telecommunications Competition Tribunal

The telecommunications industry is particularly complex, and the network infrastructure it
utilizes is quite different from that in other sectors of the economy. The industry is evolving
very quickly, both technologically and from the point of view of market dynamics. The Panel
believes proper consideration of anti-competitive conduct in telecommunications markets can
benefit from:

e expertise in the economics of industrial organization and its application to
telecommunications issues

e detailed knowledge of the telecommunications industry.

It is for this reason that the Panel proposes the creation of a Telecommunications Competition
Tribunal (TCT), a new type of “joint panel” that will draw upon resources of both the Competition
Bureau and the CRTC.

The TCT would have both investigative and adjudicative functions. As a result, the process of
considering complaints should be considerably expedited compared with the two-stage process
followed by the Competition Bureau and the Competition Tribunal.

In the Panel’s view, complaints of anti-competitive conduct in all telecommunications markets,
whether or not subject to economic regulation, should go to the TCT rather than to the CRTC,
the Competition Bureau or the Competition Tribunal. This would include telecommunications
services that have already been forborne by the CRTC and that may be subject currently to the
jurisdiction of the Competition Bureau and Competition Tribunal. In particular, complaints of
anti-competitive conduct as they affect long distance services, mobile services and Internet
access services, whether dial-up or high-speed, would be heard by the TCT.

As an exception, terminal equipment and related services would remain under the jurisdiction of
the Competition Bureau and Competition Tribunal. In the Panel’s view, terminal equipment does
not share the complex features characteristic of telecommunications networks and so does not
require special treatment of complaints of anti-competitive conduct.

The TCT will be a transitional regulatory mechanism designed for the specific purpose of
guiding the telecommunications industry through the next stage of its evolution from sector-
specific economic regulation, characterized by less ex ante price regulation and greater reliance
on competition law principles, to regulation that is subject to the laws of general application
including the Competition Act. The Telecommunications Act should include a sunset provision
terminating the TCT at the end of five years, unless there continues to be significant market
power in a substantial number of telecommunications markets.
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The role of the TCT should therefore be reviewed as part of the more complete review of
the telecommunications policy and regulatory framework in five years, which the Panel has
recommended in Chapter 9. If technology and market forces continue to evolve as they have
over the past few years, it is anticipated that many of the remaining markets can be deregulated
over the next five years.16 At that time, competition in telecommunications markets may have
intensified to the point where review of complaints of anti-competitive conduct can be moved
from the TCT to the Competition Bureau and Competition Tribunal.

Recommendation 4-1

A new Telecommunications Competition Tribunal should be established operating as a type
of “joint panel” of the CRTC and the Competition Bureau to address competition issues in
the telecommunications sector.

Recommendation 4-2

The Telecommunications Competition Tribunal should be a transitional regulatory mechanism.
Its mandate should terminate after five years, unless there continues to be significant market
power in a substantial number of telecom markets.

The tribunal should have three members:

e the Vice Chair, Telecommunications of the CRTC or another CRTC commissioner appointed
by the CRTC

e the Commissioner of Competition or one of the Competition Bureau’s senior staff appointed
by the Commissioner

¢ athird member to be appointed by the Governor-in-Council in accordance with the new
recruitment and selection process recommended in Chapter 9 of this report for CRTC
telecommunications commissioners.

To balance the perspectives brought by the representatives of the CRTC and the Competition
Bureau to this new tribunal, the member appointed by the Governor-in-Council should act as
chair of the TCT. Since the chair will not be encumbered with other duties at the CRTC or the
Competition Bureau, he or she will also be better positioned to devote time to administration
of the new tribunal. The TCT should make its decisions on the basis of a simple majority,
with each of the three members being accorded a single vote. Members of the TCT should be
appointed for a three- to five-year term, with the possibility of extension or reappointment.

16 Such a process of deregulation would be expedited if cable and wireless networks continue to provide competitive alternatives to

incumbent local exchange carriers networks in progressively smaller markets.
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Recommendation 4-3

The Telecommunications Competition Tribunal should be comprised of three members
as follows:

(a) the Vice Chair, Telecommunications of the CRTC or another CRTC commissioner
appointed by the CRTC,

(b) the Commissioner of Competition or one of the Competition Bureau’s senior staff
appointed by the Commissioner, and

(c) a third member to be appointed by the Governor-in-Council in accordance with the new
recruitment and selection process for new CRTC telecommunications commissioners
as recommended in Chapter 9.

Recommendation 4-4

The Governor-in-Council’s appointee to the Telecommunications Competition Tribunal should
act as its chair.

Recommendation 4-5

Each member of the Telecommunications Competition Tribunal should have one vote, and
decisions should be made by a majority of votes.

The Panel recommends constituting the TCT as an independent, quasi-judicial tribunal empowered
to make independent rulings on matters within its jurisdiction. These decisions would have the

same force and effect as CRTC decisions or orders. The TCT should also be subject to the same
statutory policy objectives and regulatory principles as the CRTC under the Telecommunications
Act. Since the TCT will be considering competition issues in the telecommunications sector,

it is important for it to have the flexibility to apply all Telecommunications Act powers available
to the CRTC and all Competition Act powers available to the Competition Tribunal in civil cases,
including the power to order divestiture in appropriate cases.

This type of specialized tribunal, operating as part of a broader regulatory scheme, is not

without precedent in Canada. For example, the former National Transportation Act made

extensive use of committees. While these committees’ purposes and functions were quite
different from those of the proposed TCT, there are some useful points of comparison.

Section 24 of the former National Transportation Act established five separate committees of
the Canadian Transportation Commission (CTC) to regulate five different sectors covering rail,
air, water and motor vehicle transport as well as commodity pipelines. The Act empowered the
CTC to appoint commissioners from among its members to sit on the committees and to appoint
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a chair of each committee from among them. The committee chair was accorded the same
powers as the president of the CTC in respect of matters within the jurisdiction of the committee
in question. Subsection 23.(3) of the former Act authorized the committees to exercise all of
the powers of the Commission, and the orders, rules or decisions of the committee were accorded
the same effect as though they had been made or issued by the full Commission.

One of the committees established by this legislation, the commodity pipeline transport
committee, had jurisdiction over pipelines other than those used solely for carrying oil or gas,
which fell subject to the jurisdiction of the National Energy Board. However, when a combined
pipeline was used for purposes of transporting gas or oil and another commodity, para. 32.(3)(a)
of the Act stipulated that it would be heard jointly by the National Energy Board and the
Canadian Transportation Commission. In practice, this was accomplished by having both
institutions appoint a commissioner to a panel that jointly heard the application. This type
of tribunal, with members appointed by two different agencies, has some parallels with the
proposed TCT.

There are other precedents in Canada for the cross-appointment of members of one agency
or tribunal to sit on another such body. For example, ss. 6.(2) of the Northern Pipeline Act
empowers the Governor-in-Council to “designate one of the members of the National Energy
Board to be the administrator of the Northern Pipeline Agency. Section 3 of the Competition
Tribunal Act requires the Governor-in-Council to appoint both judges of the Federal Court and
lay members to sit on the Competition Tribunal.

The Panel believes the approach it is recommending will achieve the objectives of importing the
Competition Bureau’s expertise in competition policy, as applied in the general economy and in
other countries, into the sector-specific regulatory framework applicable to telecommunications.
Such a hybrid tribunal should be well suited to resolve competitive disputes in the
telecommunications sector and to monitor any remedies imposed.

Recommendation 4-6

The Telecommunications Competition Tribunal should be constituted as an independent
quasi-judicial regulatory authority empowered to make rulings on matters within its
jurisdiction that have the same force and effect as CRTC decisions or orders.

Recommendation 4-7

The Telecommunications Competition Tribunal should have all Telecommunications Act
powers available to the CRTC and all Competition Act powers available to the Competition
Tribunal in civil cases.
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While the Panel is recommending a TCT constituted as an independent tribunal, it proposes
housing the TCT within the CRTC and drawing on the CRTC’s administrative resources. Consistent
with the goal of harnessing the combined expertise resident within the CRTC and the Competition
Bureau to address competition issues in the telecommunications sector, the TCT should be
jointly staffed to the greatest extent possible with personnel from the Competition Bureau and
the CRTC. The Panel envisages that the TCT will make its requirements for staff known to the
CRTC and the Competition Bureau from time to time, depending on its workload and the types
of issues with which it deals. Personnel with the relevant expertise will be assigned by both
authorities to support the TCT in carrying out its duties.

The assigned CRTC and Competition Bureau staff should operate under the supervision of

the TCT while working for it, but should remain employed by their host institution. In addition
to being able to call on these shared resources of the CRTC and the Competition Bureau,
the TCT should be empowered to hire an executive director and several senior managers with
competition law, economics, telecommunications and engineering skills. The TCT should also
have a dedicated administrative staff to support the processing of applications, the organization
of hearings and the smooth running of the tribunal.

In the Panel’s view, this approach will meet the objective of combining the existing resources
of the CRTC and the Competition Bureau in a new quasi-judicial body with all of the flexibility
required to satisfy its mandate. The Panel believes the TCT can be established in a cost-effective
manner with a minimal number of new positions being created. To the extent that functions
assigned to the TCT were formerly assigned to the CRTC, there should be at least a partial
offsetting reduction in the CRTC’s workload and staffing requirements. It will, however, be
important to provide funding for additional personnel positions at the Competition Bureau
to accommodate the increased demand on resources created by the TCT.

Recommendation 4-8

The Telecommunications Competition Tribunal should be staffed, to the greatest extent
possible, by employees of the CRTC and the Competition Bureau. The CRTC and the
Commissioner of Competition should be directed to assign personnel with the appropriate
expertise to work under the direction of the Telecommunications Competition Tribunal in
support of its mandate, as required by the Telecommunications Competition Tribunal from
time to time.

Recommendation 4-9

The Telecommunications Competition Tribunal should also be empowered to retain a small
secretariat of managers and support staff to carry out its functions.
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There is a risk that a hybrid tribunal such as the TCT, which relies on resources of two other
institutions, may run into resource conflicts. In addition, there may be cases requiring
specialized expertise not available within the CRTC or the Competition Bureau. To ensure that
the TCT has access on a timely basis to the type of expert advice required, the TCT should be
empowered to retain advisers on an ad hoc contractual basis. This authority is analogous to the
power granted to the Commissioner of Competition in s. 25-27 of the Competition Act and
similar to the power proposed for the CRTC in Chapter 9 of this report.

Recommendation 4-10

The Telecommunications Competition Tribunal should be granted clear authority and
sufficient budget to retain outside expert consultants at market rates when required to
provide specialized expertise or to meet heavy workload requirements.

In order for the TCT to make full use of the expertise of the Competition Bureau and the CRTC,
the Panel recommends allowing Competition Bureau and CRTC staff assigned to work with

the TCT to share information with staff at the Competition Bureau and the CRTC, respectively,
including the Commissioner of Competition, his or her deputies and CRTC telecommunications
commissioners. To the extent such information is filed in confidence with the TCT, provisions
should be put in place to extend this protection to confidential information imparted to
Competition Bureau or CRTC officials.

Recommendation 4-11

Personnel assigned by the Commissioner of Competition or the CRTC to support the
Telecommunications Competition Tribunal should have access to confidential information
filed with it and should be permitted to share such information with other officials at the
Competition Bureau or the CRTC to the extent necessary to perform their duties at the
Telecommunications Competition Tribunal. Where information is filed in confidence with
the Telecommunications Competition Tribunal and the claim for confidentiality is accepted
by the Telecommunications Competition Tribunal, protection should be extended to any
disclosure of the information to other officials of the Competition Bureau or the CRTC.

Bill C-73, which was given first reading on November 14, 2005, but which died with the
dissolution of Parliament, proposed amendments to the Telecommunications Act that would
have allowed greater sharing of confidential information between the CRTC and the Competition
Bureau. The Panel supports this initiative and recommends accelerating and expanding it to
work bilaterally. In the Panel’s view, there should be greater opportunities for two-way sharing of
expertise between the Bureau and the CRTC, as well as between both institutions and the TCT.
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The Bureau could benefit from the industry knowledge and technical expertise of the CRTC when
the Bureau is considering mergers or criminal complaints involving analysis of the telecommunications
market. Consistent with the approach taken in other jurisdictions to share information between
anti-trust and telecommunications regulatory agencies, the Panel recommends that the
Commissioner of Competition should be empowered to request assistance from the CRTC and
should be empowered to share relevant confidential information for such purposes with any
CRTC personnel assigned to assist in the Bureau’s investigation, subject to appropriate safeguards.
Similarly, the CRTC and the TCT should be required to share relevant confidential information
with the Bureau, subject to appropriate safeguards.

Consequential amendments to s. 29 of the Competition Act will be required to enable the
Commissioner of Competition to share confidential information with the CRTC and to share
personnel resources with the TCT. Consequ