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INTRODUCTION

The purpose of this study is to consider the current environment
for new entry fnto telecommunications service markets in Canada and to
propose possible guidelines for the orderly development and regulation

of this evolving sector of Caq?dian'industry.

In Canada, the competitive provision of telecommunications

services is a recent development. At the time of the "Telecommission"

_Report, published by the Department of Communications in 19711 few

inroéds had been made into the local monOpolfes enjoyed by the various
operating telephone companies in this country. Public telephone
service - both local and Tong distance - was provided by telephone
companies on an "end-to-end" basis. In the case of local service,
individual telephone companies enjoyed a monopoly over both the
transmission facilities and terminal equipment needed to operate the
local network. In the case of ]ong distance serQice, the various
telephone companies had entered into arrangements for the
interconnection of their networks or local exchanges to carry

communications traffic to points outside of their individual operating

areas. By 1958 the Trans Canada Telephone System, composed of the

nine major telephone companies, had cooperated in the construction

of a national microwave system capable of more efficiently linkifg

their respective networks across the country.

Public telegraph service in Canada was: provided by CN-CP

Telecommunications (CNCP) on its own separate microwave network.
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"At the time of the 1971 Telecommission Report, CNCP provided the only

competition for the existing telephone companies by virtue of its

telex, data and private voice services. However, at that point in time,
CNCP's telecommunications network was not interéonnected with the
telephone network operated by the TCTS member companies and traffic:
cbu]d»not therefore be routed from one system to another as was

possible for TCTS members to do.

While the Telesat Canada Act had been passed by Parliament in

1969 to provide domestic satellite communications, Telesat had not yet

Taunched its first satellite.

Within Tocal areas, community antenna television (CATV) systems
were being established, usfng coaxial cable to distribute television
broadcasting signals. While these systems originated some-local
programming, tﬁey did not compete with the telephone companies in

the provision of local telecommunications services.

On the other hand, the radio common carriers had been competing

with the telephone companies for some time in the provision of radio

" paging and mobile radio services. However, these services

were not interconnected with the local telephone exchanges other

than through a human operator.

The major telecommunication carriers, including Bell Canada,‘

the British Columbia Telephone Company (B.C. Tel) and CNCP, were
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regulated by the Cahadian Transport Commissjon under the Railway Act. With

the exception'of the small CN telephone companies now known as Northwest Tel. |
Inc. ahd Terra Nova Telecommunications Inc., the other telephone companies

in Canada were regulated by the various provincial utility boards and com-
missions. The employment of radio communication in the provision of mobile radio,
radio paging and microwave services was subject to the Ticensing

authority of the Minister of CommUnicatibnélunder the Radio ACt.

JuriSdiction over CATV systems was split between the Canadian Radio and

Television Commission (as it then was), under the Broadcasting Act, and

the Department of Communication's jurisdiction over the use of radio

apparatus under the Radio Act.

The picture painted by the Telecommission was in many ways that
of the end of.an era. In 1971, both the operating structure and the
regulatory environment of the Canadian telecommunications system were
relatively stable with few evident pressures being exerted for change.
This situation has not remained static in the last decade. While many
elements described above remain in place a decade later, there have
been a number of significant inroads made by new entrants into the
telecommunications sector. This development has been spurred on by changes in
technology which have placed new pressures on the telephone companies.
to innovate and have opened up market opportunities for new entrants.
While these inroads have largely resulted from ad hoc responses by

regulatory agencies to particular pressures for change, events have
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advanced in certain sectors of the industry and in certain jUrisdictions
of the country to a point where regulators are relaxing existing barriers
to entry, deregulating former monopoly services and formulating general

guidelines to govern the entry of competitive service providers.

The evolution that has takén place in the last decade should
properly be examined in light of the assumptions underlying the former
monopoly position enjoyed by the telephone compaﬁies, Until recent]y
it was generally accepted throughout the continent.that the monopoly
of the telephone compénies should be éafeguarded in all its aspects.
Two fundamental assumptions underlay this belief: one was that the
telephone cdmpany shauld have "end to end" responsfbi1ity for a
communication from té1ephone set to telephone set; the secoﬁd was
that telephone service should be made universally accessible by
subsidizing local exchange service with more Tucrative servjces offered

by the telephone company.

The concept of end to end service was based partly on the view
that the te]éphone set itself formed an essential component in-
providing telephone service, and because divided responsibility over
different aspects of telephone service was seen to pose difficulties

for the provision of maintenance and to threaten network integrity.

The second assumption was that telephone service should be made

universally accessible by keeping rates for local exchange service
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low through internal and inexplicit cross subsidies. Regulators have
generally supported the propositioh that telephone rates should be based
not on cost of service, but on "value of service". In this way, the
price of rural service has been cross subsidized by the proceeds from
urban service, local rates have been cross subsidized by long distance
rates and residential customers have been cross subsidized by business.
In order for the subsidies to be realized, it was thought necessary

that a single provider provide all aspects of telephone service.

In this universe, competition had no place. Indeed, as the
telephone system matured, a third set of assumptions, baﬁed on
economies of scope or scale, were advanced to justify the monopoly
model. It was thought that the size of a given telephone network
permitted it to take advantage of important economies and to provide
virtually the entire range of network dependent services at a Tower

cost than any other supplier.

During the past decade, these assumptions have been subjected
to serious challenge as a result of a combination of factors including
new developments in communications and computer technology, entrepren-
eurial ambitions, growing user awareness of the cost-savings and
benefits of choice, and a growing sympathy‘among government, regulators

and the public to the notion that competition among the providers
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of goods and services, including telecommunications equipment and services,

is in the public interest.

This process has involved a redefinition of the role of the telephone
system from that_of an "end to end" service to one divisible into quite
distinct terminal and network components. . Even the network has been
subjected to pressures for further division into Tocal exchange and

long distance or inter-city components.

These pressures for 1imiting the extent of the monopolies enjoyed by
telephone companies, and for pefmitting new éntrants to compete, have
arisen on a number of fronts. Equipment suppliers and manufacturers
have fought for the right to sell network addressing terminal equipment
directly to telephone subscribers for attachment to the network;
transmission companies have sought to establish alternative inter-city networks -
both pub]ié and private - and 1n certain cases to interconnect such systems
with the existing telephone networks; more recent]y, CATV companies
are attempt1ng to establish broadband commun1cat1ons systems on an
intra-city basis. Inroads against restrictions on the use of
telecommunications services provided by telephone companies have also
been made raising issues of sharing and resale of telecommunications

and of the provision of enhanced services.

Both the proponents and the opponents of liberalized entry have
based their cases pr1mar11y on economic, 1ega1 and requlatory grounds,
although concerns over technical and maintenance issues have also been

expressed.

.17
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The economic arguments for liberalization have been based on the
benefits of competition, made possiB]e by new technology, including
product and service innovation and diversity, Tower prices to major
telecommunications users, and stimulative mu]tip]ier effects on

business efficiency and the equipment manufacturing sectors.

Opponents have argued that competition gives rise to wasteful
duplication of effort, ignores economies of scale, and benefits:
certain large users at the expense of ordinary telephone subscribers
whose rates would have to be raised as gxisfing subsidies are removed

with the unbundling of rates.

In Taw, proponents of new entry have argued that to bar new
entrants is to discriminate unjustly and hence illegally against
them. Oppbnents have justified the restrictions again on the basis
of the benefits of cross-subsidization that accrue to the ordinary

telephone user,

In most sectors of the Canadian telecommunications industry the
burden has rested on those seeking to enter the market, and on the
propdnents of competition, to justify any erosion of the monopoly
provision of telecommunications services by existing telephone companies.
This situation is in sharp contrast with the current American situation
where, at the federal level, new entry has been greatly facilitated

by the regulator.
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The first part of this study reviews the policy issues raised by new
entry into the telecommunications seqfor in Canada with specific
reference to six issue areas: the consiruction of private inter-city
microwave networks; systems interconnection; the provision of competitive
intra-city telecommunications services; the attachment of customer-
premises equipment to the tefephone network; the resale of te]ephoné
company transmission facilities; and the provision of value-added or

"enhanced" services. These six issue areas have been selected in order

to cover broadly the range of new entry issues re]atihg both to

services and facilities. Since competition in most of these areas has
not been permitted without regulatory approva1,_the_major U.S. and
Canadian decisions are reviewed. In the second part of the study,
possible criteria for assessing new entry are deye1oped; and in the third

part an attempt is made to apply them to the different issue areas.

.../9



;I. The Issue-Areas Reviewed

1. Private inter-city microwave networks

The current pressures for private inter-city microwave networks
arise from the desire of cable television operators to establish
integrated microwave facilities for the point to point carriage
of their approved signals at a lower cost than is offered by the
common carrviers. \

Under current procedures of the Department of Communications (DOC),
which is responsible for licencing microwave systems, an applicant
must demonstrate some public interest and need to be served by the
creation of the new facility; and that existing faci]ities cannot
properly satisfy.this interest and need. As part of the application
process, a quotation from a common carrier must be submitted with the
application.

Thus far, private microwave networks have generally been authorized
for cable operators to carry and deliver distant television signals,
particularly to remote areas. However an application by a number of

cable operators for a private network in southern Ontario has led .

‘to a review of the microwave licencing policy.

In issuing its Notice of November 29, 1980, calling for comments
on its review, the Department of Communicationsvidentified the
followfng issue among the four policy issues listed by it for Eomment:

“private commercial intercity microwave networks may have a

significant impact on the capability of common carriers sto main-
tain and extend communications services to the public."

.../10
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In commenting on this DOC Notice, cable operators maintained that
private systems would have little or no adverse impact on the carrier
because of the insignificant size of the market as compared with
overall carrier revenues. The common carriers argued that the establishment
of private systemé,wou]d cause a severe revenue dfain, and would inhibit
the extension of basic telecommunications services to Canadians in remote
areas. They also considered that private microwave networks would
permitvthe cable indusfry to compete with the common carriers in
offering non-programming services. Indeed a number of cable operators
submitted that they would wish to be licencéd as restricted specia]iied
common carriers (SCC's) in competition with the telephone company.

The Department has called for a second round of comments on a

number of detailed questions arising out of this proceeding, and no |

. decision has as yet been reached.

In contrast with the situation in Canada, the first important
decision in the United Statés dn\jnter-city transmission networks was the FCC's
Above 890 decision in 1959} This decision permitted the establishment
of private microwave systems subject only to proper technical standards
being met. This decision overruled telephone cbmpany objections that
such sysfems.would_need]essly duplicate facilities and promote inef-
ficiencies in microwave communications.
A decade later, in 1969, the FCC authorized Mfcrowave'CommunicaA
tions Inc. (MCI) to provide private line microwave service between
Chicagd and‘St. Louis as anSCC.Z1 Two years later, in its Speciaiized

Common Carriers decision, the FCC established a general po1icy.permit-~

VAR
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ting new entry into specialized communications markets, which the FCC

believed would generaiiy be confined to Timited geographic-ar‘eas.5

2. Systems interconnection

Systems interconnection permits intercity carriers and other
suppliers of telecommunications services competing with the telephone
company to offer their customersldia1-up access to their networks through
lTocal facilities or equipment provided by fhe telephone company.

In the United States the FCC ordered»the telephone companies
to permit the SCCfs to inter connect with their interstate
telephone facilities in 1974 on reasoﬁab1e and non-discriminatory
terms. This was seen as é\1ogica1 consequence of having authorized
the SCC's to compete in the first pla(:e.6

In Canada, by contrast, no SCC's have yet been authorized and
systems interconnection between competing networks has thus far only
been considered in the case of CNCP Telecommunications and the radio
common carriers.

The General Regulations of Bell Canada and other telephone
companies have prohibited systems interconnection, preventing CNCP
customers, inter alia, from having dial-up access to the telephone
system.

In June 1976, CNCP applied to the CRTC for access to the Bell
Canada network for certain of its voice and data services. The basis fore-
the application, brought under s. 265 of the Railwax Act, was that .
without interconnection, not only would certain markets continue to be for

closed to CNCP, but existing markets would dwindle if access to the

/12



-12 -

local switched telephone network, essential for a variety of data and
private line voice services, were denied. CNCP did not appty for inter-
connection for the purpose of providing public local or long distance
voice telephone service.

The Commission approved the application and issued an order
permitting CNCP access to Bell Canada's system for a broad range

of business purposes, for both data and voice traffic? The effect

‘of the decision was to reaffirm the right to interconnect with the

telephone system, provided on balance it is in the public interest,
and to reduire thg party who would deny access to justify its denial.
Bell raised a variety of technical and economic arguments in support
of its position, the most important of which was the alleged revenue
Toss from the introduction of competitioh which would interfere with
its ability to maintain universal te]ephone»service at reasonable
rates. The.Commissidn agreed that public switched long distance méssage
toll service (MTS) and wide area telephone service (WATS) should
be protected from competition, so that the revenue levels from these
services could be maintained and could continue to contribute to meeting
the costs of local exchange facilities. CNCP was ordered to pay Bell
an "access charge" on a peréline basis, so as to make.its own contri-
bution to such costs.

The Commission's decision in the Bell-CNCP Interconnectioﬁ case
was the subject of a petition t¢ the fedefal cabiriet which refused to

vary the decision. CNCP has since been granted interconnection with
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B.C. Tel, another federally regulated carrier, on the same terms and

conditions, mutatis mutandis, as were ordered with respect to Bell Canada.8

With the exception of Northwestel and Terra Nova Tel, CNCP does not have
-interconnection with the other major telephone companies in anada. I
Since the other TCTS member télephoné systems are regulated provincially, .
any further systems interconnection by CNCP will require specific
app]iﬁations (and probably extensive hearings) on a jurisdiction by
jurisdiction basis.
In a related development involving systems interconnection, a
group of companies offerihg radio paging services in Ontario and
Quebec brought on application for relief from Bell Canada's policy
toward them in April 1979. Since 1968 Bell Canada had offered radio
paging services in competition with radio common carriers. 1In 1978,
Bell began to offer and advertise a wide-akea dial access radio
paging service while denying its competitors the facilities necessary
to offer similar services. Briefly, Bell's serVice allowed a sub-
scriber to dial direétly anywhere within the telephone company's paging -
zones by the use of special eight digit codes. The facilities. for
reaching the subscriber are referred to as "outpulsing". Compet-
itors' systems were only able to achieve this result by "overdialing",
which involved the use of extra digits, and was not always available to the
caller depending_on his location and the type of terminal equipment available.
After holding an interim hearing, the Commission decided that
a prima facie case had been made that Bell's réfusa] to supply the

necessary facilities gave advantages or preferences in favour of
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itself, contrary to $.321 of the Railway Act. It granted the radio
paging services interim relief, by ordering Bell to cease soliciting

' . - 9
new customers pending a full hearing and decision on the matter.

Subsequently, Bell and the radio paging companies agreed on.
terms and conditions for the 1atter'to gain access to the public
switched network, which were embodied in a second CRTC decision in
the caseda. In a third decision the Commission established paging
rates,kordered Bell to unbundle its Be]lboy serVice rates into
network and pager components and stated that "the contribution
of the Bellboy network component should be at least equivalént
to the contribution determ%ned to be appropriate for the outpulsing

and telephone numbers."gb

3. The provision of competitve intrafcity telecommunications services
Despite the many pressures for competition with the telephone
company on an inter-city basis, the local switched exchange network
has generally been regarded as the bedrock of the telephone company's
monopoly. It has long been considered enfire]y wasteful and fruitless
to try-and duplicate these facilities. Indedd:even under the current
AT&T divestiture proposal in the United States, the divested operating.

companies would still retain the local exchange networks.9C
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At the same time, there are at least three kinds of telecommunic-

ations systems that at 1éast't0 a limited extent Toom as competitors

‘to the Tocal exchange telephone network: CATV or cable television

systems, cellular radio, and digital termination Systems;

In recent years, cable television systems both in Canada
and the U.S. have been providing non-programming telecommunications

services such as meter-reading, fire alarm and security surveillance

on a competitive basis to the telephone companies. In the U.S. these

seryvices - which have included electronic funds fransfer - have been
authorized by local cable franchising authorities.
In Canada cable television systems are regulated by the CRTC under the

Broadcasting Act. On June 6, 1978 the CRTC announced that it was prepared to give

consideration to applications by cable television licensees for the
use of their systems to provide new communiations services of a non-
'programning nature].0 The Commission asserted regulatory authority over
the introduction of new services pursuant tb section 5 of the Cable
Television Regulations which provides as follows:

"A licensee shall not use, or permit the use of, its

undertaking or any channel of its undertaking except as
required or authorized by its licence or these Regulations."
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The Commission's authority to apprave these'sgrvices was challenged
by-the telephone companies on the grounds that the CRTC's jurisdiction was
lTimited to the regulation of broadcasting and that the services
applied for were not broadcasting services within the meaning of

the Broadcasting Act, in as much as they were fo_be provided by

wire or cable, and were not intended for direct reception by the
general public. The Commission responded by indicating that its
Jjurisdiction over broadcasting'recefving undertakings is clear?

“The fact that broadcasting réceiving undertakings may'

distribute non-programming services does not, in the

Commission's view, alter its jurisdiction over the under-

is-clear," 11 :

Since that time, there have been a series of decisions authorizing
CATV licencees to provide certain non-programming services. Virtually all
authorizations have been granted on an.éxperimgntal basis, subject to |
_identical conditions ensuring priority of carriage for off-air and local
programming services; preventing cross-subsidy from subscribers of those

services; and banning advertisingle. As regards the last, the Commission has
prohibited the distribution of advertising material, including clas-

sified ads,on the grounds that the achievement of the objectives of

the Broadcasting Act would thereby be prejudiced.

The types of non-programming services which have been authorized
for distribution by cable licensees include security survei]]énce,
energy meter reading, controlling and switching, video games, 1nfof3
mation services, videotex, Viewership rating and opinion polling.

In a recent CRTC decision the Commission considered two new services,
classified real estate advertising and teleshopping and discussed
the concerns raised by these services as well as obinion polling

17
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in terms of their nature and potential impact on the broadcasting
industry.13

The Commission refused to authorize the distribution of clas-
sified real estate advertising owing“to the potential for displace-
ment of advertising revenues firom broadcasters].4 The teleshopping
proposal wouid offer the possibility of electronic catalogie retrieval
service enabling subscribers to view, select and order merchandise
directly from their homes or businesses. The Commission approved
the introduction of this service on the condition that it be provided
on a discretionary or user-pay basis énd that the costs be borne
both by information providers and subscribers. The opinion polling
service was similarly given conditional approval, the conditions
being that licensees obtain the prior consent of subscribers and
warn subscribers that monitoring is being performed. Finally, similar
conditions to those previously discussed regarding prioritonf carriage,
cross-subsidization and cost separations were imposed on 11censees

The telephone companies continue to argue that while they can
accept cable competition, they believe that the regilatory "ground
rules" for both industries should be the same. They consider it
unfair that the federally-regulated carriers are subject, for example,
to extensive rate of return regu]ation and to anti-discrimination
requirements under the Railway Act, whereas the cable companies

are subject only to the Broadcasting Act and the few condition§
15

the CRTC has imposed in regard to non-programming services.
While there has been some public discussion of equal-

izing regulatory treatment in respect of services
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where cable and telephone companies compete, earlier drafts of.
revised telecommunications legislation did not 1nc1ude‘provisions
to this effect.

The CRTC has announced that it will be holding a full hearing on

cable non-programming services in late 1983.]6

As regards cellular radio, or cellular mobile te]éphone systems,
the FCC, in CC Docket No. 79-318, describes these as follows:

"Cellular mobile systems are generally described as mobile
radio systems with a high capacity to serve subscriber units
due to the coordinated reuse of a group of radio channels...
In such systems, each radio.channel can be used many times in
separate zones or cells within an area. Mobile units commun-
icate with an array of cell control Tocations distributed
throughout the system; these cell sites are linked to control
and switching facilities and thereby interconnected with the
telephone network. The frequencies used in the cells are
carefully coordinated in such a way as to permit frequency
use in geographically separated cells without mutual inter-
ference. A fully developed cellular system would have the
ability to locate a subscriber unit, establish a connection
through an appropriate cell site, and transfer ("hand off")
that connection to other cell control locations as the sub-
scriber unit moves through the grid of cell locations. The
number of cell sites in.a system is dependent on the degree
of channel reuse, the amount of sp%&trum available, and the
density of traffic on the system." '

On April 9, 1981, the FCC amended its rules to provide for the
licencing and operation of cellular systems based on two systems per ‘
service area, with 20 MH, of spectrum allocated to each system. It
required any telephone company wishing‘to offer cellular services to
do so through separate subsidies, and required them to fiurriish’inter-
connection to other cé11u1ar systems on a non-discriminatory basis.
Previously, in 1974, the FCC had decided that only telephone companies
might operate cellular systems, on a one-to-a-market basis. The FCC
also decided, however, that separate cellular frequency allocations
for telephone companies and pompetitdrs should be maintained for

five years]ﬁb.
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Following numerous petitions for reconsideration the FCC elimin-

ated the requirement for separate subsidiaries, except for AT&T.

While the January 1982 divestiture proposal would render this point

moot, the FCC has stated that it did not consider that the divestiture

16c  the FCC

proposal prevented the BOC's from engaging in cellular

also reduced the sépérate allocation period from five to two years, in

response to competitive pressures. |
The FCC has called for applications for ce]iu]ar radio systems

in the 30 largest markets by June 7,.1982. Applications for all

~ other markets will be receivable starting September 7, 1982.

In Canada, the DOC has called for and received submissions on
"Radio Licencing Policy for Cellular Mobile Radio Systems and Pre-
Timinary Mobile Satellite Planning in the Band 806-890 MHZ"]Gd.

The accompanying discussion paper raises a number of policy issues

for consideration including the matter of new entry and competition.

It is noted under that item»that while traditionally, the mobile
telephone service in Canada has been provided by telephone companies,
a precedent for change has been established in some regulatory juris-
dictions by permitting a radio common carrier to interconnect his
base station with the telephone network in order to provide dial
access to paging. The paper nofes that should a similar regulatory

decision concerning interconnection be taken with respect to the

mobile telephone service, competition for spectrum could ensue,

which could affect the viability of the service. The number of
cellular systems thét éhould be authorized for a given service area,

and the amount of spectrum required for each system, are thus noted

.../20
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as important questions. The question of offering services by resale,
and the haturg and extent of regulation, if any, over competitive
services, are also cited as worthy of attentionlﬁe.

Digital termination systems (DTS) generally involve relatively
inexpensive rooftop user terminals capable of sénding and receiving

digital communications messages bypassing the local telephone system.

As broadband systems they can be deployed for data, video or voice

communications services including the interconnection of word pro-
cessors and Qideo teleconferencing. DTS can easily be interconnected
with inter-cify transmission systems employing microwave, satellite
fibre optics or any other technology. |

In the United States some 21 applications for DTS haye been filed
with the FCC mostly by common carriers, although Cox Cable Communications
Inc., has also applied to extend its cable system to areas not wired
for cable and to connect existing cable locations. The FCC has allocated
spectrums for digital electronic message services butlhas not yet
established regulations, preferring to encourage a degree of exper-
imentation.

One important policy issue that has aiready arisen in the U.S.
relates td the conditions under which te]ephoné companies should be
permitted to obtafn DTS licences in their service areas.

The question of DTS has not yet been the subject of formal

public discussion in Canada.
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4. The attachment of customer premises equipment to the telephone network

Almost without exception, North American telephone companies developed
regulations prohibiting the attachment to the telephone network of any

devices not owned by them, except with their express consent.
In the United States, one of the first important dents in the

general prohibition on such attachment was made in 1956 when the
Court of Appeal overturned an FCC decision denying attachment of the

Hush-A-Phone device. This decisfod. """~ provided the basis fér the’1iberalization
of termina]yattachment, although general attachment prohibitions

al?

remaine The Carterfone casg?%urthered the case for liberalization

in 1967, leading to a re-examination of the carriers' interconnection

a set of modified tariffs requiring AT&T to permit customer provision

of terminal devices subject to certain conditions, one of which was

HN Bl N I By B an Y BN B O e -

policies. The outcome of this examination was the FCC's approval of
the mandatory use of a telephone cqmpany-provideq interface device.

The FCC went on to consult the National Academy of Sciences as a means

of determining the technical factors affecting terminal interconnection.
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The outcome of this and other‘reviews of terminal attachment policy
was that the FCC established a set of equipment registration standards
and a certification program in 1972 which eliminated the need for a
carrier-provided interface device,19 The registration proegram was
extended to include a wider variety of customer.provided equipment

in 1976.%0 |

In Canada, S.5(4) of the Bell Canada Special Act provides that

the Company has the power to prescribe the conditions for attachmgnt
of equipment to its facilities, subject to the approval of the Com-
mission (S.5(5)). In its General Regulation No. 9 promulgated in
1953, the company forbade customer ownership of terminal equipment
and the attachment to its system of any device or circuit that it
did not provide, except as specifically permitted by it.
These regulations were upheld by the courts in 195521 and
by the Canadian Transport Commission twice in 197522, After the
denial of the attachment application, the Harding Corporation ins;
tituted a claim against Bell Canada for wrongful interference with
the company's business and wrongful discrimination. An outcome
on the merits has not yet been reached although it has been deter-
mined that Bell's General Regulations do not constitute a defence
to an action in delict or tort.?3
The first case authorizing direct access by customer owneaA

equipment to Bell Canada's telephone network was Challenge Communic-

ations Ltd. v. Be]} Canada.24 In issue

was the question of whether network addressing mobile radio-telephone

equipment could be allowed direct access to the telephone company's network.
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viously, Bell had permitted subscriber ownership of manual mobile
radio telephones, whereby access to the Bell network was effected

through the intervention of one of the company's telephone operators.

In 1977, when Bell filed a new tariff for automatic mobile radio telephones,

permitting direct dial access to the telephone network, Bell denied access

for customer provided equipment to this new service.
Challenge Communications was successful in its application

before the CRTC to have the tariff declared invalid and contrary to

Section 321 of the Railway Act in that, inter alia it constituted an unjust

discrimination agdinst suppliers of mobile telephone equipment

other than Bell Canada. Specifically, the Commission held that
suppliers were prevented from offering the more advanced automatic
mobile te]ephbne equipment on an equal footinmg with Bell and that the
relief contemplated by $.321 applied to competitors of the telephone

company as well as its subscribers. In addition to declaring Bell's

- tariff invalid, the Commission ordered Bell to file an amended tariff

which would allow competitive suppliers to offer the service on the
same terms and conditions as Bell. |

‘ Once the applicant had shown that the company had granted
itself a preference, the statutory burden shifted to Bell to prove
that the discrimination was not unjust. Bell raised a variety of
defences, all of which were rejected by the Commissdon. The legal

issue centred on the relative priority of the provisions of the
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Railway Act in comparison to the company's General Regulations pro-
hibiting the attachment of customer owned equipment to the network.
It was he]d'that the General Regulations did not render the company
immune from the Commission's tariff-approving function embodied in S.321
of the Railway Act. In the case of a conflict between the provisidns of
a statute and a regulation péssed thereunder, the statute prevailg.25

The technical arguments raised in defence of the discrimination -
and rejected by the Commission related to the preservation of the
integrity of the network, retardation of research and deveiopment if
customer-owned equipment were introduced, and the unfair loss of rev-
enues to Be]] if other suppliers of automatic te]ephone»equipment were
allowed to benefit from this "new" service devé]oped at Bell's expense. .
As regards the létter, it was held that‘Bé11's équipment rebresented
a slight improvement on the competition but did not constitute a new
and different service. | |

The Federal Court of Appeal upheld the decision of the Commission
that Bell's tariff vio]atedlS.321 of the Railway Act2®, and Tedve “to
appeal the decision to the Supreme Court of.Canaﬁa was denied on
June 19, 1978. | |

The next development in the terminal atfachment context was the proceeding

initiated by an application by Bell Canada on November 13, 1979 to amend Rule 9
of its General Regulations. The standards and conditions governing

the attachment of subscriber-provided equipment are subject to the
Commission's scrutiny pursuant to S.5 of the Bell Canada Special Act.
An interim decision, Telecom Decision CRTC 80-13 was issued oﬁiAuguSt

5, 198027and an extended hearing on the matter was held in November
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and December 1981, with a final decision expected later in 1982.
Rather than continuing to address the attachment of terminal
equipment on a-case by case basis, interim standards were established

which provided a degree of certainty for subscribers, in the sense
that a "type-approval" procedure was specified whereby subscribers
may attach single line terminals of a type meeting specified tech-
nical standards without entering into a special agreement with Bell.

For key syetems or PBX installations, however, the CGommission
considered that there should be a special agreement between the subs-
criber and the Company to ensure proper coordination of the instal-
lation and activation of such systems.28

Other issues considered by the Commission included the avoidanee
of harm to the network, and the tariff implications of the attachment
of subscriber-provided terminal equipment.

There has also been consideration of the attachment of terminal
equipment in British Columbia and Alberta. Interim terms and conditions
regarding terminal attachment to-the telephone system of B.C. Tel have
been edopted, the CRTC holding that the same considerations as estab-
Tished in the case of Bell should govern.'29 The Commission, in reaching
its decision, held that its authority to prescribe technical standards

required a prior finding that the standards in b]ace were contrary to

s. 321 of the Railway Act since the B.C. Tel Special Act contains no provision
comparable to section 5 of the Bell Special Act. Having so determined, the
Commission was empowered both to alter the tariffs and to pfescribe the

technical standards necessary to give effect to these changes in the tariff.
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The CRTC's jurisdiction is exercised in regard to the two 1argest telephone

companies in Canada, Bell and B.C. Tel. The third largest, Alberta Government

Telephones (AGT), has been involved in terminal attachment hearings before

the Alberta Public Utilities Board. The AGT application would have allowed

atthchment of customer-provided terminal equipment in AGT territory .
for both single and multi-line telephone subscribers and would have ended
the rental of single telephones by AGT to both residential and business
subscribers,  The Alberta Public Utilities Board denfed the app1ication.
since it could nét agree to the termination of the rental option of
single Tine telephones to business and residential sqbscriberé%o In so
doing, the Board paid deference to AGT's submission that the company
was not prepared to accept a hybrid of rental and customer ownershib
of single Tine telephones. While the issues of unfair competition, anti-
competitive practices, cross-subsidization and the establishment of an
arms-length subsidiary by AGT were raised at the hearing, the Board
did not consider these to be appropriate matters to deal with at that
time.  AGT has now applied to the Board to vary the decision and to
permit the rental option to be included. |

With the exception of Island Telephone Company in Prince Edward
Is]&nd, which was ordered by the courts to permit if? terminal attach-

ment is not presently permitted in the territories of other TCTS members.

5. The resale of telephone company switched transmission_capacity

Resale of the switched transmission capacity of the.te1ephone

company has long been prohibited by regulations throughout North America.
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It has been regarded as the most fundamental encroachment upon the tele-

phone company's monopoly.

Yet with bulk discounting of facilities as in the case of Telpak,

and with new techniques of multiplexing, it had become quite feasible

to offer resale servicés. In the Resale and Shared Use of Common Carrier

Services Decision of 1976, the FCC determined that telephone company

restrictions on the resale and sharing of_privaté line servfces were
un]awfu1.32 This permitted the.advent of "value added carriers" who
could lease telephone company lines at bulk discount rates and offer
services to the public, which had added value through some use of data
processing,

At the same time, the FCC did not consider it appropfiate_for value
added or specialized common carriers merely to reoffer switched tele-
phoné company transmission capacity on a public basis. Yet in 1974,
MCI filed tariffs for a new metéred-use'interstafe telephone service
called "Execunet". AT&T objectéd on the grounds that this new service
was comparable to switched public message telephone service, that it
therefore encroached upon the telephone company's monopoly and that
this was beyond the scope of MCI's SCC's ﬁtatu§. The FCC agreed with

ATt .33

This decision was, however, overturned in the U.S. Court of
Appeals in 1977 on the grounds that the FCC had not determined that AT&T
should have 5 monopoly in the MTS field3* Interconhection tqvAf&T fac-
ilities was ordered by the couft in 1978 and other switched message

services f01lowéd§5 AT&T subsequently filed its Exchange Network

Facilities for Interstate Access (ENFIA) tariff, to be applied to all
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common carriers using AT&T's local facilities to transmit switched
message services. |

In Canada the.issue of resale has arisen a number of times and the
CRTC has stated that it wishes’tb examine the issue fdfther?sl'
Currently it remains prohibitied and MTS and WATS remain protectéd as
monopoly services. Thus, in Decision.79-11, the CRTC stated as
fo]]ows; at page 245?7

"the Commission has concluded that it is necessary in the public
interest to protect MTS and WATS services from direct competition
and therefore agrees with CNCP that it should not be permitted to
offer the equivalent of public long-distance service. The nec-
essity for according a certain protection for MTS and WATS services
arises for three reasons: first, the possibility of voice service
offerings that would depart significantly from conventional private
line services and might therefore lead to a substantially greater
erosion of MTS-WATS revenues than currently obtains; second, the
significant contribution that MTS makes to the costs of Bell's
Tocal exchange facilities; and third, the desirability of main-
taining a uniform route-averaged MTS rate structure which has:
been found to be in the public interest."

6. Enhanced services

Enhanced services typically involve both'transmission and some
other function, such as message forwarding, often involving data pro-
cessing.

In the United States, by virtue of a consent decree of 1956, ATAT
had been prohibited from offering data processing services. Yet a-
variety of new services appeared_to be blurring the distinction between
communications and data pracessing. -

The FCC made a concerted effort in its 1973 first Computer Inquiry

decision to distinguish between services that were “"primarily" one or
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the other and prevented AT&T from offering data processing seryices of
any kind.38 However in its second Cohputer Inquiry decision bf 1980

the FCC relaxed the restrictions on the provision by telephone companies
of services involving data processing (which it referred to as "enhanced
non-voice services"), although it required AT&T, because of its market
power, to offer these services (as we11 as customer premises equipment)
through an arm's length subsidiary.39 The Decision.also ruled that
enhanced non-voice services and customer preﬁises equipment should

no longer be regulated.

Under the AT&T divestiture proposal, AT&T (and not the lqcal operating
companies) would continue to offer the services. It is unclear whether
this would be required to be done by an.arm's Tength subsidiary. Ih
Canadd at least four enhanced services havéAbeen introduced to date;
two by Bell Canada, one by CNCP and one by Shell Canada Limited.

On May 25th, 1981, Bell Canada received the permission of the CRTC
to initiate a "market trial" of its custom calling voice message service
in six centres in Southern Ontario. A customer calls a specified telephone
number at which his message is recorded, and is then delivered via the
telephone network to a specified destination or destinations. This
appears to be similar in concept to the "Customs Calling Services II"
offered by Pennsylvania Bell, with one important difference being that
the latter uses a digitized storage facility and a computerized interface,
whereas Bell Canada's service is premiséd on the use of a 1ivéﬂoperator

interface and an analogue tape recorder.
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In September of 1981, Voice Message Seryice;'a diyision of Shell
Canada Limited, initiated its Voice Message exchange on a commercial basis
in the Toronto area. The Shell system employs the ECS Voice Message
Exchange (VMX) which has been attached to the local Bell network in
virtue of the interim CRTC terminal attachment arrangementg.

VMX may be used in either a forced deélivery 6r a mailbox mode.

In the mailbox mode, the only one currently offered, a person wishing

to send a voice message dials an access éode to reach the system, gives

a personal identification code, and then sends.his message. Incoming
messages are then held in the recipient's "electronic mailbox", which

he can access from remote locations by giving his personal identification
code.

Bell Canada's second form of store and forward message service is
the Envoy 100 Service. Envoy 100 is a text communication service that
provides for the storing and forwarding of messages using electronic
switching equipment located on the company's premises. Company or .cus-
tomer-provided asynchronous terminals, uﬁing thé standard ASC11 code
character set and operating at speeds from T]O to 1200vbits a second,
may access the system. Access to Envoy 100 Service to input messages
or to retrieve messages is permitted by means of datapac service, TWX
service, primary exchange service and message toll service. |

CNCP has also introduced a store and forward service which permits
direct communication between word processobs via CNCP's infoswitch data
network. This service called INFOTEX.received Commission approval in 1982.

The issue of enhanced services has yet.to be dealt with in a com-
prehensive manner by any of Canada's Eegu]atory bodies. The CRTC is

the only regulatory body to date which has éven considered the issue.
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In Telecom Decision CRTC 81-10 6f'May 25, 1981, the CRTC
considered Bell Canada's appiication for the initiation of its voice
message service%o In its decision, the Commission expressed some
concern about establishing regulatory guidelines for the provision
of enhanced services, and stated that a public hearing would he held
prior to granting final approval to Bell's filing. At the same time,
the Commission ordered Bell to provide, at tariffed rates, the facilities
required by any party wishing to conduct a “sim11ar trial".

While both Bell Canada and the‘CRTC-are apparently in favour
of allowing competitors to conduct "market trials" for the provision of
enhanced telecommunication services, the major regulatory Tssués con=
cerning enhanced services have yet to be dealt with by either the CRTC -

or any other Canadian regulatory body.

7. Conclusion

The question of new entry and competition in the Unitéd States is
still very much in flux, particularly in view of the ‘deregulatory dec-
isions of the FCC, the proposed AT&T divestiture, and'a flurry of
telecommunications bills in Congress;4] Nevertheless, it is clear that
the barriers to entry (subject only, in cases of interconnection to the
telephone system to satisfying minimal technical standards) have essen-
tially been removed. The focus has shifted entirely from the question of
entry to the conditions of fair competition between established carriers
and new entrants. In Canada, the situation iﬁ quite different.

Partly this is due to the greater strength of the deregulatory.
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winds in the US and partly to the fact that the FCC as a single
regulatory body has enjoyed the jurisdiction to take the initial
decisions in all the issue areas on a national basis, subject only
to appeals to the courts.

In Canada, by contrast, the virtues of competition are not as
cheerily perceived in all parts of the country. Indeed, in most
provinces, particulariy in the Prairies where the telephone
companies are Crown-owhed, the monopoly of the telephone company
is relétive sacrosanct, and the onus - usually a heavy one - is
clearly on a would-be competitor. |

0f equal importance, the various issue areas are subject to
the jurisdiction of different federal or provincial authorities

depending on the telephone company involved. Even where the CRTC

does make the initial determination, its decisions are not only subject

to appea1s to the courts on questions of law and jurisdiction, but

are also subject to review by the federal cabinet on policy grounds.42
In Canada, new entry into the te]ecommunications.sector will
likely be dealt with for the foreseeable future on an ad hoc basis,
issue by issue, jurisdiction by jurisdiction, or even case by caée,
with fhe central question being the impact of new entry on the
telephone company.-
At the same time, it is important for the Department of

Communications to try and develop general criteria that could be
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applied to particular cases of new entry that arise, in order to try

‘and bring some policy consistency to bear in an area where many

diverse agencies are at work, each imposing its own regulatory

policies and economic views.
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II. Criteria for Judging the Desirability of Various Forms of
Entry

In developing criteria to determine the appropriate regulatory
structure and level of entry for the issue areas which have been
identified, it is useful to start by considering the statutory -
criteria which govern the regulators.

Since Canada's two largest telephone companies are subject
to the jurisdiction 6f the CRTC, referencé should be made to the
relevant’ provisions of the Railway Act. These provisions vary in
the degree of specificity with which they guide tﬁe Commission in
its deliberations, so it is useful to consider the manner in which
several of them have been interpreted.

At one extreme, section 320(11) simply requires Commission

"approval® for all contracts, agreements and arrangements between

the regulated company and any other company with authority to operate

a telephone system or 1line. This section covers inter alia the
interchange of communications traffic and the division of tolls,
but is ehtire]y silent as to possible criteria governing Commission

approval.

In considering Telesat's participation in the TCTS connecting _

agreement in 1977, the Commission held that the relevant test to

be applied under section 320(11) is "the public interest, viewed -
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in a broad sense™3 In assessing the public interest the Commission
identified several criteria to consider including the reasonableness
of rates, the effective regulation of rates, the impact of the
agréement on the carriers' duty under section 321(2) not to make

any unjust discrimination or unreasonable preference, the effects
on Telesat's autonomy, the effects on the availability and expansion
of satellite services in Canada and the effect of the agreement on

competition in telecommunications services44

Sections 265 and 320(7) of the'Rai1wax Act, which govern
systems interconnection and the exchange of telecommunications
traffic, contain more specific principles than section 320(11).
Section 265(1) directs all carriers to afford to all persons "all
reasonable and proper facilities for the interchange of traffic".
Section 320(7) empowers the Commission to order carriers to provide
interconnected services upon suéh terms; including compensation,'
as the Commission deems "just and expedient".

In the CNCP Interconnection decisiogsthe Commissfon stated that
the statutory provisions of the Railway Act provide a basic guide
as to the interests required to be assessed in reviewing an appli-
cation for interconnection under sections 265 or 320(7). In
assessing‘fhe public interest the Commission identifiéd at least

ten criteria to be balanced in reaching its decisio#?
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. universality of service

. consumer choice and responsiveness to
consumer need

. quality of service

. the justness and reasonab1eness of
subscriber rates (including subscribers

of connecting companies)

. the requ1rement that rates and cond1t1ons
of service not confer an undue preference
or disadvantage

. innovation in the te1ecommun1cat1ons
industry, and in Canadain business
generally

. efficiency of telecommunications systems

. optimal allocation of resources taking
account of geographic differences

. the structure of rates, including route-
averaged pricing, rate group structures,
and rural service rates

. industry structure

As mentioned above, section 321 of the Railway Act also contains
principles which have been instrumental in guiding the Commission on
issues of new entry. This section basically prehibits the carrier
from either unjustly discriminating against any person or granting
an undue preference or advantage to any person, in respect of tolls,

services or facilities provided by the carrier. " The determination

by the Federal Court of Canada in the Challenge Casgyin 1978 that
section=323 applied to protect suppliers competing with Bell Canada.

has becohe the focus of most of the competitively motivated

applications to the Commission since that date.

From this brief analysis of some of the key provisions of

the Railway Act it becomes readily apparent that the statutory-
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tests currently embodied in that act, as interpreted by the
Commission and the courts, are sufficiently broad to permit a
comprehensive analysis of the economic, competitive and regulatory
implications of new entry. Specifically, these statutory criteria
may involve an attempt to define the appropriate balancé between
the efficiency and equity considerations raised by a new entry
broposal, as well as the pofential impact on gxisting carriers,
other new entrants, and other interested parties. Other issues to
be conﬁidered include the feasibility of monitoring the impact of
néw entry from a regulatory and administrative point of view and
the impact of decisions to allow entry on other regulatory
Jurisdictions. .

The remainder of this section will be devoted to further sug-
gesting criteria for regulators to consider in assessing the

merits and impact of new entry.
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1. Efficiency

Considerations of economic efficiency can be grouped into four
major categories which relate to both technological conditioﬁs of
production and market structure. Theée considerations include:
economies of scale, the cost savings of aggregating output in a single -
firm rather tﬁan in two or more firms§ economies of scope, the cost
savings of producing two or more distinct services within a singTe firm;
sustainability, the ability of the least cost supplier to maintain |
minimum efficient prices and to prevent socially inefficient competition
without the protection offered by regulation;‘and predatory pricing,
pricing below cost by dominant producers with the intent to drive com-

petitors out of business.
(a) Economies of Scale

Economies of scale for any single service are said to exist
when a 1% expansion of the service is accompanied by a less than
1% increase in the inputs required to prdduce that additional output.
A more general method of méasuring scale economies is to
examine the change in cost accompanying an increase in service
output. Thus, if output increases by 1% and costs increase by only
.9%, economies of scale are said to exist. "The definition in terms
of cost changes is especially useful when a larger scale of output
is characterized by changes in optimal input proportions. This
appears to be the case in telecommunications, where a larger scale

of operations is often accompanied by increased capital intensfty.“48
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'(b) Economies of Scope

"Economies of scope" are said to occur when the production of
two or more sefvices within a single firm leads to lower costs than
if each service is produced separately by individual firms. Such
scope economies can occur if there is some cost component shared by
two 6r more services.® For example, one could conceive of having
two separate telephone networks - one devoted to local service and
one for long distance service. Each home would then have two |
£e1ephones, one for local calls and one for long distance calls and
two sets of wires to the home. However, the two separate networks
wou1d-dup1icate some plant that could be used by the two services
in commbn, since there are few homes where the telephone is continuously
being used for either local or long distance calls. This sharing
of'common plant - the te1ephohe and telephone wire - leads to
economies of scope - average costs are lower for at least one of local
and 1ong dfstance service by combining the facilities for the two
services within a single plant or firm. Note, that while in this
example there may be good reasons to combine facilities within one
firm, the.offering of services may still be done by more than one
firm.

(c) Sustainability

Recent theoretical research has shown that a natural monopoly

might not be able to “"sustain" its prices against entry even if
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those prices are the ones that maximize economic efficiencyso. As a result

regulation may be necessary in order to prevent entry which raises the total

costs of production. For example, cohsider a monopolist who offers a variety

of services under conditions of substant1a1 economies of scale and modest econom1es‘

of scope. These services are to some extent substitutes for each

other. A competitor wishing to enter one of the monopolist's

markets

also enjoys substantial economies of scale (but no economies of

scope since the competitor is a single product firm). Under these

conditions, entry by the competitor may be feasible if the competitor's

costs are below the monopolist's price in the one market. This entry

would, however, increase total costs of production since the monopolist will have

to reduce his service offerings in this one market. The costs of the

monopolist supplying the other markets however increases because of

the losses in economies of scale and scope which flow from the

reduction of this one output. This possibi]ity'is the central

result of the "sustainability" literature.

Sustainability is only a potential problem under certain

empirical

conditions. Conditions which impact on sustainability include the

presence or absence of substantial economies of scale and modest

economies of scope in the monopolist's operations, and whether or not

the new service is a substitute for existing services.
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If thereaare no economies af scale, sustainabjlity is not 1ikely to
be an issue, since a number of firms can probably operate in the
industry without aﬁy incréase in the total costs of production. 'If
economies of scope are substantial, then the monopolist will have a’
sﬁfficient]y large cost advantage that no competitor wou1d‘dare enter.
If economies of scope are non-existent, then again entry into "comf
petitive" markets is efficient since total production costs wi]iinot
increase as a result of competition. If the services afe not sub-
stitutes, then entry into one market'does not reduce demand for other
services offered by tﬁe monopolist. Note finally that sinée the
issue of sustainability exists for the priceAstructure of the existing
firm (not the entrant); examination of the cost conditions and the
prices established by the existing firm aré necessary data to know whether
or not a shstainabi1ity issue may-afise.u If the technological con-
ditions of producing te1ecommunications services do not involve sub-
stantia]_économies of scale and modest economies of scope, sustain-
ability concerns can be ignored. If these technological conditions
are extant, then the prices and costs of firms desiring to enter spec-

ific telecommunications markets must be examined.
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(d) Predatory Pricing

Predatory pricing involves the cutting of pkice below both
one's own cost and a competitor's cost so as to drive the compet-
itob out of the market or to force the competitor to sell its

assets to the predading firm on favourable termsﬁ]

The incentive to pfedade (price below cost) may be present in -
regulated markets where the existing firm is dominant or has a monopo]y‘
‘position in one or more markets, and faces combétition from a spec-
ialized firm in other markets. The existing multi-product firm
may be able to raise its price in the dominant market to cross-
subsidize its losses in the competitive market, and thereby to
drive its rival out of business. Such a cross subsidy is not one
that is justified on the basis of equity consideratfons, but is
simply designed to cover the cost of driving ouﬁ fiva]s. In fact
it also leads to an inefficieﬁt pricing structure. ' More importantly,
predation in such a case may drive out more efficient rivals.

This is not to say that low prices are necessarily predatory.
Indeed, where competitors are forced odt or entry forstalled only
by prices being kept low, competition is doing its job. The qdestion is an
empirical one, and requires careful scrutiny over the

prices of the firm with dominant or monopoly power.
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2. Equity Issues

In economic terms, many of the major equity issues pertaining
to the provision of telecommunications services revolve around the
concepts of "externalities". An externality is a positibe or negative

effect on a third party flowing from an economic decision by a given

person as to whether or not to become a party to a specific transaction.’

Externalities may require that prices deviate from the economist's usual

norm of incremental cost of service.

Externalities can be classified into three clear and distinét
types for regulatory purposes. The first type is the social exter-
nality, which manifests itself in at Teast two ways. First, the more
people who are accessible within a telépﬁone system, the more people
any one subscriber can call and therefore the greater the value of
service to him. It arises, second, in the tieing together of the
majority of residents of a given community into a single universal
system. This permits wide access for business and social purposes
and speedy communication during emergencies. The exiﬁtence of such
a social extekna]ity is a motivation for pricing access to the
telephone system below incremental cost to‘;he customers at the margin.

The second general form of externality may be called a technica]
externality or technical third party effect. For example, if one
utilizes customer premises equibment (c.p.e.) which causes technical
harm to the network then one imposes costs on other users of the
network. These harmful effects associated with technical incompat-
ibility can be prevented by imposing a single set of uniform standards

for all equipment. These standards can be determined a priori, can be
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easily imposed on all potential and actual providers of the equip-

ment, and will not distort the pricing decisions or revenue calculations

of existing or potential firms. Technical externalities are therefore

‘externalities that are'reTative1y easy to ensure against by imposing

peoper technical standards. ,

The third form of extérna]ity or third party effect is referred to
as a pecuniary externality. A pecuniary externality is said to exist
when the provision of some new service or some new price offering
causes a reaction by a firm offering multiple services and changes
the existing price structure such that prices are raised to some
third party.

The existence of pecuniary externalities requires the multiple
offering of services within a single firm at piices other than
cost and with-the result that the different services make
different contributions to either overhead or profit or both. This
;aises the issue of cross-subsidization, and in turn the possibi]ity of
“cream-skimming" by competitors.52

| Besides the economisf's notion of equity considerations, the con-

cepts of universality and fairness may also require deviations from

a more efficient set of prices. Thus in most jurisdictions, basic
residential telephone service is provided at similar prices to all
subscribers in a given community irrespectfve of the different

costs of serving them at their different locations.
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Where a regulated monopoly providés;virtua11y the
entire range of telecommunications services, it is readily able to charge
a price for any given service which does not reflect the costs assoc-
jated with providing that particular service. In addition to rate
averaging across services, the firm's tariffs can be set so as fo
subsidize service to unprofitable locations or to particular customer
groups by generating revenues above costs on other routes and for
other cIasées of consumers, for example through value of service pricing.

In these circumstances, a shift from a monopoly to a more com-
petitive structure in any market segment would tend to have the effect of for-
cing prices down closer to cost. Not only would efficiency be
increased in these markets, but, in terms of fairness, potential com-
petitors would no Tonger be denied access to Tucrative markets. On
the other hand, the erosion of the carrier's monopoly revenue base

can also lead to the elimination of sources of funds for cross-subsidies.

It is therefore up to the regulator to determine the merits of requests
for entry, to decide which cross subsidies, if any, are socially

justified and to determine how they should best be implemented. In
this context, it should be noted that if entry is permitted and if
value of service pricing and the need to make the existing firm whole
are considered important social objectives, then the prices of both
existing firms and entrants must be examined to ensure that the desired
contributions are still made. Finé1]y, in terms of fairness to existing
firms, customers of the dominant firm and entrantsalike should provide

proportional contributions to these cross-subsidies.
N~ ‘
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3. Regulatory Considerations

A discussion of the criteria governing entry would not be complete
without a discussion of regutation itself -- the incentive structure,
effectiveness, cost and any transitional problems Tikely to arise if
regulation were to increase or decrease. Regulation by it§ very nature
involves built-in delays which can diminish the dynamic aspects of
competition. The regulatory process is also expensive, both to the
companies involved in a hearing and to the public who bear ﬁhe admin-
istrative costs of the regulatory tribunal. Where regulatory approval
is required for entry, such approval can act'as a significant entry
barrier to the 'small and medium sized firms who do not have the res-
ources to either build a system or provide a service and to obtain the _
requisite regulatory certification. In examining the questions of the
appropriateness of various kinds of entry and alternative regulatory
structures, where entry is deemed to be in the public interest,
regulatory oversight should not operate as a burden to discourage entry
by small ﬁoténtia] competitors. |

There is in addition the matfer of monitoring the effects of
new entry in order to detect possible unfair practices. This
can - . be very difficult to implement in practice where existing
firms and new entrants offer a mix of regulated and unregulated services,

and where costs are difficult to separate.
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4. Impact on Other Jurisdictions

A fourth criterion to consider is the impact that the author-
ization of new entry in one regulatory jurisdiction (e.g. the federal)
might have on the regulatory environment in another jurisdiction
(e.g. the provinces). This issue was discussed in the CRTC's _

decision in CNCP Telecommunications: Interconnection with Bell Canada

The Commission held that a factor to be taken into acéount in deciding
whether or not to approve CNCP;s entry into the interconnected private
line voice and data markets was the potential effect on subscribers
to provincially-regulated telephone companies.'»In that particular

case, the CRTC ca]culated that such impacts would be negligible.

5. Other Policy Issues

Finally, there are a number of other relevant policy consider-
ations that may arise in areas other than telecommunications. For
example, with respect to the attaéhment,of terminal equipment to the
telephone system, it may be proper to consider relevant trade policy
issugs such as whether or not'to restrict e]igiB1e equipment to that
emanating from countries offering reciprocal attachment rights to
Canadian-manufactured equipment. |

In addition, stimulating new or increased use of the telecom-
munications system may have an impact on domestic employment, on

export performance and on the growth and development of an innovative

potential in the telecommunications equipment manufacturihg industry,
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As in the case of the previous criterion, there is a question of
how to bring considerations in other policy areas and other jurisdic-

tions to bear on the regulatory process. The point is that new

entry decisijons in the telecommunications sector cannot be treated

in isolation from other sectors that are affected by the quality,

efficiency and cost of the telecommunications system.
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111 Applying the Criteria

1. Possible New Entry Regulatory Scenarios

For purposes of applying the criteria developed in the foregoing part
to the various issue-areas discussed in-the first part of this study, five
regulatory scenarios havé been selected, that span the Tikely
range of new entry-in Canéda; ~In each, the operation of a
dominant firm - the telephone company - is assumed, but entry
restrictions.on potential competitors and tariffing procedufes are
varied.. Each of these five scenarios involves explicit tradeoffs
among two or more-of the criteria. Our purpose is not to suggest
which regulatory structﬁre is be§t suited to each particular issue-
area, but only to point out the pafticu]ar adyantages or pitfalls
of each. The following are the five regulatory scenarios. |

Under the"monopoly' scenario the dominant firm provides the
service or facilities in question and is regulated as to all oper-
ations of its business. This most closely resembles the present

situation in regard to local exchange telephone services, MTS and WATS.
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Under "restricted or regulated competition" the entry of botentia]
competitors to the dominant firm is possible but requires regulatory
approval, as do the prices charged. This is the case for example;
with systems interconnection involving federa11y¥regu1ated companfes.

The three remaining scenarios are variations of "open competition”,
where no approval is required for entry. Under "open entry - price
regulated", tariffs for all firms, both dominant and new, must be
approved by a regulatory agency. Under a scenario of "open entry -

dominant firm price regulated", new entry does not require regulatory

~approval; however the dominant firm*must‘go through regulatory

tariffing procedures. Under "open entry - no price regulation",
full competition is allowed without any regulatory restrictions on
either the dominant firm or new firms with respect to entry or

pricing. We turn to an examination of each scenario.

(a) Monopoly

The provision of facilities or services on a monopoly basis is

warranted, on efficiency grounds, whena single firm is the least

.cost supplier. In such circumstances regulation serves at least

three purposes. First, for a single product firm, regu]aiion is necessary
to prevent monopoly profits from being earned. In a multi-product context,
régu]ation is necessary both to prevent monopoly profits and t6 prevent
entry which could be inefficiént in terms of total costs of production

(the sustainability problem). Also in a multi-product context, where
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competitors to the dominant firm exist in only some markets, requl-

"ation is also necessary to prevent predatory behaviour on the part

of the dominant firm.

There need not be any trade-off between equity concerns and
efficiercy of operation in the regulated monopoly form of market
structure. If efficiency dictates that a siug1e»supp1ier exist in
the market, then both equity and efficiency concerns suggest the need
for regulation of this natural monopoly. Similarly, the other criteria
for deciding among alternative requlatory forms (administrative
feasibility, impact oﬁ other jurisdictions, and other policy issues) can
be mef under a regulated monopoly structure.

In contrast, monopoly provision of services may also be

provided, not because of the efficiency of single firm operation,

‘but because of the desirability of an extensive network of cross-

subsidies. If profitable routes or services provide the source of -

revenues for cross-subsidies it may be desirable to inhibit entry

.,
.

into these markets to prevent competitive pressure on prices from
e]iminating the implicit cross-subsidiesa£ In this case, equity
criteria might suggest the need for entry restrictions, while
efficiency might require the removal of such restrictions. The
resulting requlatory structure is complex and expensive to |

all partiessas the ;egu1ator must prevent the requlated price signals:
from generating service or facilities expansions thét are not o
cost-justified either on the part of the monopoly firm or of

potential entrants.
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(b) Regulated Entry

Under regulated or restricted competition, as noted earlier,
pofentia] competitors to the dominant firm must obtain regulatory
approval to enter a market and the regulator can determine terms
and conditions of entry, access to the facilities of the dominant
firm and so forth, A1l firms, dominant or otherwise, are subject to
regulatory review and must provide basically the same information
to the regulatory authorities in Qrder‘to obtain permission to. offer
services ar price approvalt. -~ An advantage of regilated entry
is that the regulator is in a position to assess social benefits and
there is regulatory recoursé in cases of competitive unfairness..
The disadvantage, however, lies in the degree of regulatory over-
sight required, the administrative costs, and the substantial entry
barriers faced by potential competitors who must incur heavy costs
and some uncertainty in obtaining regulatory approval to enter a
market.

Regulated entry can be the apprbpriate regulatory structure
where efficiency or equity considerations do'not dictate single firm
operation, yet where unrestricted entry may Tead to production
inefficiencies or to socially unacceptabte reductions in crass-
subsidies.

The differences in market behaviour and performance between a
monopoly structre and a regulated entry structure depend on the

degree of competition allowed between firms, competition in service
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offerings, prices and technological advancements. Competitors

of the dominant firm will of course want to offer Tower prices‘;
Therefore, regulated entry will 1ikely generate a different price
structure from that emanating from the single firm example. As
noted previously, regulation of the dominant firm on efficiency
grounds must be concerned with the potentials fof monopoly profits,

predation and sustainability concerns.

(c) Open Entry - Price Regulated

Under this scenario approval for entry is not required but
tariffs for all services of both dominant and non-dominant firms
must be approved by the regulatory body. The major firm is
envisaged as operating in monopoly, dominént and competitive markets.
Unrestricted entry in particular market segments would tend
to lead to economic efficiency, as long as prices in these markets
were allowed to fall to competitive Tevels. However, the primary
rationale for regulating the prices of entrants is to maintain
high prices on profitable routes and thereby support cross-subsidization.
It may, however, be difficult to maintain thé apkapriate levels
of contributions from competitive services because of the greatef

number of firms and hence the greater - pressures to reduce prices.

Moreover, to the extent high prices are maintained, fairness would

dictate that competitors and dominant firm alike contribute propor-

tionately to the subsidies.

A
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The e]iminatfon of thé requirement of approval for entry reduces
some entry barriers to the establishment of new firms as well as some
regulatory burdens and administrative costs. Howéver, price regulation
can itself be a costly, time-consuming and complex process, particularly
where the effort is made to achieve satﬁsfactofy subsidy levels by
all service providers and to avoid pfedation by the dominant firm.

With regard to the other criteria, conf]iéts'with other jurisdictions
can be reduced since price changes are normally a principal source ¥

of interjurisdictional fears. Open entry may however be in conflict with other

policy goals where, for example, new entrants import foreign

. equipment and reduce the degree of Canadian content in the system.
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(d) Open Entry. - Dominant Firm Price Regulated

Under this scenario the dominant firm operates in monopoly,
dominant ‘and competitive markets and is the only firm which must
meet tariffing requirements. While any firm would be allowed to
compete in the provision of services or operation of facilities,
in reality the dominant firm would likely retain‘its monopoly local exchange market,
be dominant in message tol1 service (MTS) and provide local exchange,\
MTS and other services within the umbrella of a single firm. No
regﬁlatory oversight would be provided for non-dominant carriers.

Under this scerario non-dominant firms would be free to offer fac-

"ilities or services on a non-regulated, non-tariffed basis.

Removing the need for regulatory approval of the tariffs
of non-dominant firms, in the absence of any advantages to single
firm operation, should increase the efficiency of operations.
By reducing the price/cost margin in competitive markets, however
competition could interfere with equity objectiQés. ﬁegu]atory
oversight would still occur since the major carrier would remain a
multi-product firm with dominant and monopoly areas of service,
and could engage in predatory pricing.. However since this oversight
would be confined to the doﬁinant firm it would not tend to increase the

regulatory burden on competitors.

LS
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(e) Open Entry - No Price Regulation
The final entry scenario, one which is highly unlikely to
occur in Canada, would involve no supervision over any

aspects of the market. Any firm could establish any level of

servicg, at any price. Under competitive conditions, i.e. where
no firm has an adVantage over any other firm, where there are-no
entry barrieré and no possibilities for long run profits, com-
petition would Tead to economic efficiency.

Where there are sustainability problems, open entry can
reduce economic efficiency as well as having deleterious equity
effects. Where equity considerations result in prices being set
above costs, competition will disturb these cross-subsidies. The
regulatory burden is, however, non-existent and no artificial entry
barriers are created. Conflicts with other jurisdictions and 6ther

goals (such as maximizing Canadian production) can exist.

2. The U.S. Experience with Liberalizing Entry

Before turning to an examination of specific Canadian tele-
communications issue-areas in the light of the different entry
scenarios it is useful to examine U.S. experience to determine the

merits or demerits in practice of some of these new entry scenarios.
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As previous sections have indicated, liberalization of
restrictions on entry into U.S. telecommunications markets appears
to have proceeded to the point where only local exchange service
wf]] be treated as a monopoly service in thé near future. This

liberalization has occurred in stages, each one of which has created

economic and regulatory problems.

Originally, in the U.S.A., entry by specialized common carriers
such as MCI was permitted under a scenario which resembled what we
have labelled 'regulated entry'. Speéific applications to provide
service or facilities had to be approved by the F.C.C. This approval
became increasingly easier to obtain, although all firms, dominant
and non-dominant continued to require tariff approval. That form of
regulatory oversight lasted until 1980 with the "Computer II" decision
and the resulting forbearance from regiilatory approva1'over non-
dominanf firmssq In the AT&T divestiture proposal of January 1982,
the U.S. appéars to be moving fowards two separate regulatory regimes -

monopoly provision of local services and, ultimately, open entry with

no tariffing requirements for other services. As the U.S. moved
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through the different entry scenarios from monopoly to regulated
entry, pressure was placed on the prices of the dominant firm.
These increasing competitive pressures, however, led in turn to
increasingly lengthy and complex regulatqry»proceedings, higher
regulatory costs, frustration with regulatory procedures, and
a growing number of appeals to the cpurts. Telpak provides a case
in point. |

In January 1961, AT&T filed a tariff for four 'Telpak' rates,
involving bulk discounts for private line service5§ Motorola and

Western Union objected. The decision of the FCC revolved around

two issues:

1) was Telpak a substitute for private line service
2) was the tariff justified on a
a) cost basis

b) competitive necessity basis

The FCC was convinced that Telpak A and B (offerings involving
6 and 12 circuits respectively) were not compensatory.
Furthermore, the FCC stated that it had insufficient information
at that point to decide on the cost basis of Tariffs C and D
(24 and 60 circuits respectively). The FCC had this to say

about the competitive necéssity of the dominant firm's ability

to lower prices in response to competition:
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"(price cutting is justified)...to contribute to the overall
economy of the business by retaining business threatened

to be lost to competition or obtaining new business which
would not otherwise be obtained...(price cutting is not
justified) if the volume rates are not high enough to cover
the costs attributable to the business retained or bbtained,
they do not contribute to the overall economics of the
operation, but on the contrary impose a burden on other
classes of users."57

To paraphrase the FCC's views in 1965; responsive price cutting
by AT&T was allowed if, at the_]east, no other users were made worse
off - or in economic terms if the prices at least covered the direc-

tly attributable costs (variable costs) of service.

Controversy over the compensatory nature of Telpak rates C and D
continued until 1976/1977. Eleven years after its initial 1965 decision,

the FCC had clarified its views on the relevant issueé and had reduced

to two its criteria for judging whether or not discrimination was
justified:

"202. We indicated above that to justify a discrimination
under Section 202(a), the competitive necessity test is to
be applied only to Bell's TELPAK offering and that this test,
under the circumstances herein, consists of two criteria‘
whether there is a need to meet competition and whether the
established rates benefit other users. Our task here is to
decide whether the pricing differentials between TELPAK and
lTike services are justified by the need to prevent TELPAK
users from shifting to substitute sources of supply. Ad«
ditionally, it remains to be determined whether the rate

- Tevel discrimination between TELPAK and. 1ike private line
services benefits users of Bell's other services."58

This fourteen year analysis of rates and costs by the FCC was

due in part to the fact that AT&T was a dominant carrier 6ffering

-multiple services produced by a production process involving common

inputs. As indicated earlier, under such circumstances, regulatory
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oversight over the dominant firm is required in order to ensure that
predation does not occur. However, the degree of cost examination
required to 'prove' the compensatory nature of any single tariff
would appear to be quite formidable. A

We must be careful not to draw simple direct analogies to
Canada from the U.S. experience. The Canadian circumstances djffer
in terms of market size, regulatory jurisdiction and the number of
firms (not unrelated topics), and the exiétence already of CNCP/
TCTS competition. While the presence of a dominant firm in the
telecommunications sector means that regulatory oversight over its
activitfes will undoubtedly have to continue, the essence of the
regulatory dilemma in Canada is to respond to increasing competitive
pressures within a structural framework that is-administratfve]y
simple, low cost, fair and efficient. A focal point of concern will
involve the establishment of fair and responible rules to govern the

competitive response of the dominant firm.

3. The Criteria and the Issue-Areas

In this section an éffort is made to apply the criteria developed
in the previous part to the issue-areas identified in the first part.-
For purposes of this discussion the issue areas are grouped into :
terminal, transmission and enhanced service categories. While this
results in certain entry scenarios being favoured in certain issue-
areas, our aim is not to make recommendations but to outline advan-

tages and disadvantages.
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(a) Terminal Attachment

Customer premiseé equipment (c.p.e.)“is not part of the multi-
product offering of the existing carriers in that common plant or
equipment is not used to provide, for example, both Tlocal exchange
service and tﬁe production of terminal equipment. As a result, the
issues of economies of scope and sustainability do not arise in
connection with c.p.e. While the arguments for universal access to
telephone service are strong, there do not appear to be strong
universality arguments in regard to particular pieces of equipment.
As a result, there do not appear to be grounds for the monopoly
provision of c.p.e.

On equity grounds, competitive offerings of c.p.e. do reduce
prices of terminals, and it can be argued that this loss in subsidy
to the dominant firm is made up for by efficiency gains.

Of the five regulatory models, open entry with price regulation
for the dominant firm only would appear to maximize efficiency and
at the same time guard against predation by the dominant firm.
Under any model, common standards should be set by regulation for
all equipment to avoid the possibility of technical harm-tq the
network.

In the United States, the Computer II decision provided for
completely open entry with no tariffing by any firm, except that
AT&T was required to offer c.p.e. through an arms-length

subsidiaryﬁg An enormous amount of discussion was generated in the
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United States on how such separate subsidies could be set up, the
dccounting rules to be used, and in particular on the valuation of
such terminal equipment at the date in which it was transferred to
the subsidiary. Other issues that arose included the question of
whether the operation of phone centres by the dominant firm wa§

a form of predatory behaviour, since phone centres both sold terminal
equipment and allowed new customers to subscribe for telephone
service. .

Under the AT&T divestiture proposal, the local Bell operatiﬁg
company would not offer c.p.e. By contrast, in Canada, the monopo1y
provider of 1oca1 exchange service will Tikely continue to offer
c.p.e. with the possibility remaining of predatory pricing'behaviour,
and hence the possible need for regulatory oversight of the prices

of the dominant firm.

|l

(b) Transmission Facilities

The three issue-areas discussed above in regard to new entry
into the provision of transmission facilities include the con-
struction of private network facilities, systems interconnection,
and resale of transmission capacity.

The issue of entry into the provision of transmission facilities
has obvious equity implications insofar as revenues on message toll
and WATS services currently constitute oné_sources of subsidy to Tocal
exchange service. Entry, by putting downward pressure on prices for

network facilities, clearly affects these internal contributions.
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In economic terms, a monopoly structure would be appropriate if

‘there were sufficient economies of scale to render a.single firm the

least cost provider of transmission féci]ities.or sufficient economies of
scale and scope to render a single firm tﬁe least cost provider of both
intra-exchange and transmission facilities. Absent these extreme natural
monopoly conditions, some degree of competition would be acceptable,
the 1imits of which would be dependant on the potential for predatory
behavior, the existence of exte;nalities,'or a sustainability problem.
Turning first to the issue of sustainability, it has been indicated
that the circumstances required for a multi-product monopolist's pricing
structure to be unsustainable are significant economies of scale, modest
economies of scope and services which are to some extent substitutes for
each other. In such circumstaﬁces, cost-justified entry may occur in a
particular market which is inefficient in relation to the pricing of
the monopolist's group of ﬁroducts taken as a whole. In this cdntext,
the question becomes whether, treating the various categories of
transmission facilities as the relevant product‘éet, the current price
structure is sustainable in re1atioh to potential entry in the construction -
of private systems or the provision of private line services. In the
latter case, if sustainability were an issue, entry would force prices
down on the dominant carrier's private line services, reduce overall
demand for its transmission facilitiés (assuming substitutability
among fhem) and thereby increase total productions costs as well as

prices charged for its. other transmission facilities.
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Thus, where susbainability is a problem, it is necessary to
prohibit entry} however, the conditions for sustainability to be
a concern are mainly conditions relating to the cost characteristics of thé
multi-product dominant firm, characteristics which can be determined |
ex ante. Absent such characteristics and absent any price information
for non-dominant firms, it is net clear that this potential problem
should justify continued monopoly. Further, sustainability assumes
the ability of the dominant firm to implement efficient sustainable

prices which preclude entry. To the extent fhat the dominant firm

.must ma1nta1n any cross- subs1d1es in place and cannot respond to

: entry by . 1mp1ement1ng such pr1ces then inefficient entry cannot be

ayo1ded eyegv1f the natural monopo]y is sustainable. Moreover,

if éfoss-subsidization is occurring and thérefore the dominant firm

is not using socially efficient prices prior to entry, one would not

be able to determine whether pr1ce adjustments in response to competitive
entry 1nd1cated a sustainability prob]em or simply*represented the
elimination of subsidies.

The other main efficiency consideration is the potential for
predatory behavior; however, unlike the issue of sustainability,
the.market structure which provides‘safeguardé against predatory
practices only requires regulation of the dominant firm and not
potential or actual competitors. If the dominant carrier is able
to raise prices for some of its monopoly services to subsidize”
prices in competitive markets, regulatory oversight over prices in

all sectors in which the dominant firm operates is required.
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The absence of regulatory oversight over prices charged by the
domiﬁant firm in competitive as well as monopoly markets creates:
the potential for predator& behavior. For example, if the dominant
firm is allowed to provide all transmission facilities on an unreg-
ulated basis but.continues to provide intra-exchange services on a
monopoly basis, the source of the subsidy for_predatory pricing
would be the charges for local exchange services; that is either
subscribers to Tocal te]éphone service or customers of services
requiring access to local facilities must support predatory prices
in competitive markets. As regards the former group, prices charged
to customers of Tocal exchange faci]itie; typically do not cover costs;
that ié, the subsidies flow the other Way. Therefore? the revenues
required to support predation in competitive markets would likely
be generated by means of charges for access to local exchange fécilities
which discriminate against the competitors to the dominant firm.
Moreover, if in addition to local exchange facilities, MTS and WATS
services remain as regulated monopolies then prices for these services
may be adjusted to support predatory.behavior in‘compefitive inter-
exchange markets.

It may be suggested that an adequate safeguard against such anti-
competitive practices would be to require ah.unbundlinglof charges for
the various component facilities offered by the domindﬁt firm'and to -
ensure access to facilities provided dn a monopoly basis on the same
terms and conditions as are available to the dominant firm. Fdf example,
if local exchange faci]ities remain subject to regulated monopoly,
competitors would be assured of compulsory system interconnection and

identical access chérges to those paid by the dominant firm. However,
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unregulated entry coupled with the unbundling of charges guards against
predatory pricing only if the prices charged by the dominant firm in
remaining monopoly markets are subject to separate scrutiny by the
regulator. While this task would be relatively straightforward if
Tocal exchange facilities alone were provided on a monopoly basis,
the inclusion of MTS and WATS services within the dominant firm's
monopoly structure complicates the matter. 1In particular, to the
extent that high prices on the latter services were sanctioned
to subsidize Tocal rates, it would be difficult to ensure that a
portion of these excess revenues was not used to offset losses in
competitive markets. Tﬁus, it would appear that monitoring against
predation requires regulation of all prices charged by the dominant
firm. }
Turning to equity considerations, the primary implication of
open entry in the construction of transmission facilities is the rev-
enue impact. To the extent that subsidies flow to customers of local
telephone service from revenues from transmission services, the
diversion of revenues to competitors interferes with the current policy
of cross-subsidization and reduces the internal flow of contributions.
It may be argued that the construction of facilities on routes not
previously served by the dominaht firm does not raise this concern
in that therewere no revenues being generated on these routes. On
the other hand, if this new demand for services had to be Wet by the
dominant firm, then unless there were a marked change in pricing
policy, these customers might pay the prices that would provide a

contribution to local rates.
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In the case of systems intercdnnectibn, access charges can
provide a mechanism for maintaining contributions from customers
of services using inter-exchdnge facilities to rates charged for
Tocal telephone service. At the same time, these access charges -
must not be set so as to discriminate agéinst competitors in relation
to the dominant firm; hence, the need for unbundling rates and requir-
ing competitors and the dominant firm alike to pay identical access
charges. As regards the level of contribution required to be made
by competitors to compensate for the diversion of revenues associqted
with the transfer of customers from the dominant firm to the competitor,
the CRTC made the following statement in the CNCP interconnection
decisiqn, ’

"The determination of particular levels of contribution which

Tocal service and inter-exchange service should respectively
make to the costs of local facilities is a matter which has
substantial implications for the relative levels of local and
long distance rates and...the Commission considers that this
judgement §hou1d in the %ﬂF be made by regulators and not by
the companies involved."

While the erosion of revenues associated with new providers of
inter-exchange service may be mitigated by apprgpriaté access charges,
there are two remaining inter-exchange markets in -which it has been
suggested that entry would cause a revenue loss which may not be
recoverable. These are MTS‘and WATS, and resale and sharing of 1ines.
As regards the former, it has been argued by telephone companies that
a substantial contribution to the cost of éommon‘faci1ities used for

Tocal and inter-exchange services has been made by MTS revenues. To

the extent that direct competition in MTS and WATS significantly lowers
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the price of these services, then it may be that even with the payment
of access charges, former contribution Tevels from this source may
not be achieved.

Resale and sharing of 1ines raise the problem of revenue erosion
in respect of inter-exchangé services in that resale carriers can
lease 1ines in bulk at a discount and make a profit by reselling at
a price below that offered by the dominant firm. This source of down-
ward pressure on prices for prfvate line services would make it dif-
ficult to attain the previous level of contributions even with the
imposition of access chérges on competitors who require connection
to the local exchange facilities. Af the same time it should be noted
that the bulk discounting involved in Telpak services, for example,
similarly reduces éontributions.

It would seem inevitable that under both the above situations
prices would be reduced towards costs for these services and that

Timiting entry might be necessary to protect contributions.
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(c) Intra-City Facilities

In addition to the local exchange facilities of the dominant
‘telephone company; there are three other modes of delivering intra-
city communiéations, cellular radio, cable and digital termination
systems. The appropriate market structure for each of these delivery
systems will be discussed in turn.

By local exchange facilities, we are referring only to the local
plant and switching equipment and not td the customer premises equip-
ment. Notwithstanding the advent of cable, cellular radio and digital
termination systems, in the foreseeable future the local exchange
will undoubtedly remain the monopoly of the dominant telephone firm
owing to the prevalence of scale economies. Indeed, under the ‘AT&T
divestiture proposal, the BOC's will continue fo provide local exchange
service on a monopoly basis for this reason.

While the continued monopoly provision of local exchange fac-‘
ilities on a regulated basis is dictated by efficiency considerations,
adherence to the principle of universal service suggests that prices
to subscribers of local telephone service will be subsidized by con-
tributions from other users of these faci]ities. In particulat,
revenues earned on services requiring access to local exchange fac-

ilities, whether provided by the dominant firm or a competitor, will

"generate funds for subsidy purposes.

As regards the appropriate market structure for cellular radio,
it has been previously noted that in the United States, spectrdm
concerns have caused the FCC to allow a maximum of two cellular

systems to be licenced per service area, with 20 MH, of spectrum
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allocated to each system. It therefore seems cleér that the scarcity
of frequencies precludes unlimited competition in cellular mobile
te]ephone»systems and requires restricted entry in the provfsion of
these services.

Another efficiency consideration which may indicate a need to
limit entry is the potential for a1ternafive intra-city systems to
interfere with the realization of economies of scale in the provision
of intra-exchange services. This concern abp]ies equally to cable and
digital termination systems.as to cellular radio to the extent that
these operate as substitutes rather than as complements to the Tocal
exchange. |

A remgining issue is the regu]&tory implications of the potential
for anticqﬁpetitive conduct on the part of the dominant firm. In
particular, since cellular service is most valuable where provided
on an interconnected basis to the telephone network, the dominant.firm may charge
predatory prices for access td the Tocal exchange facilities. One potential
response is to prevent the firm‘provfding monopoly Tlocal excﬁange
facilities from entering this market; however, in the United States
the FCC has indicated that the divestituré proposal does not preclude
the BOC's from providing cellular mobile telephone sefvice. Alter-
natively, as noted previously in the context of éystems interconnection,
it may be sufficient to require the dominant firm, if it chooses to
enter this market, to furnish interconnection to competitdrs on a non=-
discriminatory basis. | -

Turning to digital termination systems (DTS), the efficiency
considerations which speak to the need for restricted entry comprise

the Timited spectrum G f such communications are-effected by means of
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off-air delivery) andiinterference with the efficient opebation of
Tocal exchange facilities (since DTS bypasses the local telephone

system). In addition to the need to 1imit entry, participation by the

“dominant firm~in DTS may have to be monitored to prevent predatory

pricing. As noted previously, whf]e the dominant firm may be -per-
mitted tocenter competitive markets, the only effective safeguard
against predation is regulation of all prices charged by the dominant ’
firm. In addition, competitive providers of DTS must be assured of
interconnection with the inter-city transmission systems of the
dominant firm on a non-discriminatqry basis.

The final alternative intra-city system to that of the telephone

network is cable. Given the suitability of cable for point-to-multi-point

transmissions, the most likely uses of the cable system will be in

the pro?isidﬁ”of'nOnsprog;smming services which allow a Targe number

of subscribers to access the same information source for their partic-
ular purpose. Since the interactive capability of the cable system
is 1imited at present, these services are not substitutes for Tocal -
telephone service; however, the provision of Metér-reaaing, fire alarm
and security surveillance services by cable companies is'directly
competitive with similar service offerings by the telephone companies.
Again, one would have to consfder whether competitive provision of
these services interfered with the efficient operation of local exchange

facilities and whether restrictions on entry were thereby justified.
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As regards the regulation of the non-programming services pro-
vided by cable television operators, absent economies of scope in
the prdvision of programming and‘non-prdgramming services or among
various non-programming services, there is no reason to prohibit
competitors from entering the market by leasing spare channels from
the cable operator. ‘Should non-programming services be provided by
both cable operators and competitors over the same facilities, the
issue of predatory pricing could arise, either through programming
sérvice revenues provided on a monopoly basis subsidiiing 1osses'
in the competitive non-programmihg services market, or through the
allocation of the joint costs of monopo1y and competitive services
in a manner that generated subsidies from the former to the latter.
Thus, while there maybe economies of scope in the provision of
these two categories of servicés, it would be necessary to monitor
the cable company's prices in all markets to ensure that prices
charged to competitors for leasing channe1§ did not discriminate
qgainst them in a manner which could not be cost-justified and that
cable subscribers not wishing to receive non-programming services

were not forced to subsidize them either directly or indirectly.
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(d) Enhanced Services

Enhanced services combine communications and data processing .

services and involve a terminal component at which data processing

can be performed, a local exchange component and a transmission component.

In certain cases the data processing component may be provided af the
switching centre rather than at the terminal.

In addressing the question of an appropriate regulatory frame-
work fdr enhanced services, in view ofifhe novelty and 1ikely variety
of such services.it is useful to hake a number of initial assumptions.
One is that there are few economies 6f integration in providing all
the separate componehts of any enhanced service within the dominant
firm. There are, for examplg,.noidvera11 additioné] costs in other
non-integrated firms attaching'the terminals necessary to provide
enhanced services to the‘facifities.of the existing carriers, at fa}r
and reasonable rates. N

A second assumption is that there are numerous alternative
suppliers available to offer equivalent services at prices equivalent
to those of the dominant firm, by leasing the»faci]it%es in question
from the carriers. |

A third assumption is that no one competitor would become
dominant fn the enhanced services market.

These assumptions permit us, at the outset, to dispdse of the
issues of economies of scale, eéonomies of scope and éustainabi]ity
and to conclude that there is no justification on efficienty gfbunds

for the monopoly provision of enhanced services by a single firm.
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In terms of equity, since these are new services which have
not previously generated contributions, it is difficult to argue
in favour of providing enhanced services within a monopoly structure,
or even under a scenario of regulated entry,lon grounds of revenue
erosion adversely affectiﬁg subsidies.. While that is not to say that
cross-subsidies cou]d not be generated undér a regime of providing
enhanced services on a monopoly basis, the same subsidies could also
be provided through approﬁfiate access chérges.

Turning to the three .types of open entry considered earlier,
the justification for forcing th;aominaht firms to seek approval for
entry or tariffs would also appear to be 1acking,_
and the question remaining would be whether the dominant firm should
be permitted to set prices without regulatory approval.

The only issue that would appear to require continued regulatory
oversight is that of predatory pricing by the existing dominant firm.
This firm may attempt to use revenues'earned'in markets which remain
subject to regulated monopoly to subsidize losses in enhanced services
markets. !In the U.S.A., the Consent Decree of 1956 did not permit
AT&T to offer enhanced services, thereby prec]uding the potential for
predatory behaviour. Similarly, the proposed AT&T divestiture, by pro-
hibiting the BOC's from offering enhanced services, also brevents the
potential for predation. In Canada, since dominant carriers are not
prevented from offering enhanced services, tariffing of these services
would appear to be necessary for the dominant firm. In addition, for
competition to be effective, the dominant firm's tariff for enhanced

services would have to be unbundled and the unbundled component offered
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to competitors on the same basis as it is available to the dominant

carrier. Given the above assumptions, enhanced services may there-

‘fore be offered under a regulatory scenario in which only the dominant

firm must tariff since only that firm can engage in predatory action.
It is not obvious, however, that simple unbundTing will, by and ofl
itself, eliminate all possibilities for predatory behaviour on the
part of the dominant firm.

Even assuming that the dominant firm abides by the unbundling
principle, and charges each competitor an access fee and transmission
charge identical to that which it éharges itself, it may still be the
case that the dominant firm's tariff rate for the enhanced service is
lower than the cost of any potential competitof. This would have to
mean that the dominant firm could offer the terminal coﬁponent at a
price below the costs of its competitors. This situation could arise
if the dominant firm was setting access fees in excess of costs fdr
all customers and using this profit margin to subsidize its own
terminal and processing costs or if the dominant firm was under-
cutting its competitors' prices for terminals. Under our above
assumptions, the former would not be possible, since wé have assumed
that the dominant firm has no advantage compared to any potential
competitor in offering the enhanced package of services. As regards
the latter, it would appear unlikely in a competitive terminal market.
In either case, given the unbundling of charges, the regulator would

be able to detect predation relatively easily.
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Re-examining our initial assumptions, however, if there were

economies of scope or scale in providing enhanced services, then it

would be possible for the dominant firm to provide the services at Tower

)

costs than for competitors who own no facilities. At the same time,
if the economies of scale were limited to the network component,

there would be no justification for also requiring enhanced services

to be provided on a monopoly basis by the dominant firm. Instead, an

appropriate access fee should be charged to all firms wishing to

- provide enhanced services to permit them to take advantage of those

scale economies of operation.

The economies of scale and/or scope in the centralized network
portion of enhanced services is clearly a subject for further analysis.
At this point it is possible only to presehtfsome“pﬁéliminary?tﬁoughts
on the issues. First, economies of scale in processing, resulting
from the abi1i£y to utilize larger or‘more efficient computers,
are clearly available to a]i firms - dominant and non-dominant alike.
These economies of scale, if they then did exist, might mean that
only a few firms @uld operate in the market, but these scale economies
would not pecessarily provide any advantage to the owner of telecom-
munications facilities. Economies 6f scope would exist if the costs
for the combined service were lower by providing the enhanced portion
within the firm providing the facilities portion as well, such as in
providing both switching and processing on a class 5 local exchange
switch. In such a case, the firm which provided both the processing

and the switch would enjoy Tower costs than the firm which owned
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separate processingcequipment andileased access to the Tocal
exchange system. Such economies of scope would then suggest advaﬁtages
for such enhanced services to be offered by the dominant firm.

Except for the case where there is some piece of equipment
(say a switch) which can only be used By the dominant firm to
provide both enhanced services and a telecommunications function,
the provision of enhanced services would appear to be ‘best organized
within a competitive framework where only the dominant firm must

meet regulatory tariff requirements.
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Conclusions

We have outlined a number of possible regulatory structures
to deal with entry into various telecommunications markets. Our
criteria for assessing the merits or demerits of each»pofentia]
structure in each particular case have been based on considerations
of efficiency; fairness to all parties - dominant firm, potential
competitors, users; regulatory and adminisfrative féasibi]ity;
impact on other jurisdictions;and other relevant policy consider-
ations.

We have accepted the fact that a dominant te1ecommunications'
firm is likely to operate in most regions, that firm offéring a
wide variety of services, e.g. local exéhange, transmission, MTS,

WATS, private Tine, and enhanced services, these services being

- offered under varying degrees of competitive pressures.

In the U.S.A., competitive pressures have led to quickly
evolving regulatory and market structures. From monopoly. provision
of most services in 1950, it is Tikely that in several years only
local exchénge service will be offered under monopoly provisions
by separate companies not offering any other service._

Two important but sometimes contradictory issues for regulafory
structures are the efficiency of multi-firm versus single firm
operation and the revenues gathered in the market, particularly
as they compare to costs. Efficienéy and equity considerations can
be in conflict when efficiency dictates competitive entry'and equity
requires that cross subisidies be achieved of maintained. Both

efficiency and equity concerns suggest the need to prevent predatory
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action on the part of the dominant firm.

In conclusion, while it is beyond the scope of this phase of the
study to make recommendations, the régu1atory scenario that appears
appropriate in a number of issue areas is to allow open‘ehtry by
non-dominant carriers and to require regulatory approval 6n1y for

the prices of the dominant firm. However, except for the cases of

_ pure monopoly and pure competition, it would be essential under any

of the other regulatory scenarios discussed in this study for the
following principles to apply.

First, the dominant firm should be required to unbundle any
tariff into separate charges for eaéh.component. For exampile,
for an enhanced service involving terminal, network access and
transmission components, each of the three companents should be tar-
iffed separately.

Secondly, the dominant firm should be required to allow access
to its facilities on a non-discriminatory basis. In the case, for
example, of an enhanced service, competitars to the dominant firm
should be able to gain access to tﬁe network on the same terms and
conditions as are available -to the dominant carrier.

Third, regulators should establish access fees which generate the

desired level of contributions to designated services or users.
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