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EXECUTIVE SUMMARY

1. This proceeding is of fundamental importance to the industry and its stakeholders.  The Commission's decision can continue the journey we started four years ago of introducing local competition based on sound economics.  Or it can stop us dead in our tracks and replace real competition with artificial competition.  The Companies urge the Commission to choose the former course.   

2. It is instructive to bear in mind what we have achieved to date, and where we are headed.  Four years ago, the Commission removed the final vestiges of rate of return regulation of the incumbents and moved to price regulation.  This move was in keeping with a worldwide trend.  It recognized that regulating to achieve a specific level of earnings does not result in the right incentives and policy outcomes.  And having successfully implemented competition in the terminal equipment, private line, long distance, data, Internet, and wireless markets, the Commission also embarked on opening up the one remaining market segment to competition - the local exchange market.

3. Against this background, it is perhaps useful to take stock of what has been achieved to date in Canada under the policies the Commission has followed to implement the Telecommunications Act.  The telecommunications industry in Canada is a success story.  We have amongst the most advanced services and networks in the world at prices that are also amongst the lowest internationally.  At the same time, Canada has the world's second highest rate of telephone penetration, well ahead of that in the U.S.  We also have vibrant competition in the wireless, data, Internet and long distance markets.  And, despite a flagging economy and punishing financial markets, competition is nonetheless emerging in the market that is perhaps the most difficult to crack because of its capital intensive nature - the local market, particularly the urban business market where you would expect competition to appear first.  As Mr. Nicholson described it, the glass is filling.  Canada must be doing something - indeed many things - right.

4. The next price cap regime that will emerge from this proceeding will play a critical role in ensuring Canada's continued success in telecommunications.  And the best way to ensure this success is to keep a firm eye on public policy goals and allow market forces to do their work wherever possible.

5. The Commission must also be cognizant of the current economic environment.  At the beginning of the last price cap period, the industry was heading into extremely robust economic growth.  But, we must not map our future course by looking in the rearview mirror.  When the Companies prepared their proposals last spring, they knew that the economy was softening – but things look much worse today.  

6. From a policy standpoint, the Companies have described how the next regime should balance the policy goals of affordability, competition, and investment.

7. Turning first to affordability, it has been suggested by the consumer groups that the Commission's policy goal should not be limited to affordability but rather the objective should be one of overall fairness to consumers.  The Companies do not disagree.  When the totality of the Companies' proposal is examined, it measures up in terms of any reasonable standard of fairness for the following reasons.  

8. First of all, an important element of fairness has to be that consumer rates remain affordable.  The evidence in this hearing establishes that, by virtually any measure, the prices for basic local phone service in Canada are affordable and becoming more so.  Not only do we have the second highest rate of telephone penetration in the world at about 99%, but the prices in Canada, both for basic residential and business service, are among the lowest in the world as measured by many studies.  And Canadian consumers and businesses get additional value compared to customers in other countries.  They benefit not only from flat rate local calling but also from large local calling areas.  It should also be recalled that the proportion of disposable income spent on telephone services is small, even for the lowest income quintile, and is only 1.7% overall.

9. In the next regime, the Companies are proposing to limit the increase in average basic local prices to the rate of inflation in all but the highest cost serving areas.  This will ensure that the prices overall for basic local service are frozen in real terms.  They will almost certainly decline relative to personal disposable income over the next several years.  Prices will also remain below levels already determined to be just and reasonable for other Canadian telcos.  As a result, the evidence is overwhelming that telephone rates in Canada are, and will remain, both fair and affordable under the Companies' proposal for all demographic groups.  

10. An assessment of the overall fairness of the Companies' proposal, however, should not be limited to prices.  They have also proposed a Residential Service Quality Guarantee that will ensure that the Companies have the appropriate incentives to achieve the Commission's quality of service standards.  The Companies' package also includes detailed and extensive Service Improvement Programs of particular importance to rural Canadians.  They will ensure that the Commission's basic service objective is achieved on a virtually universal basis.  The Companies have also indicated their willingness to cooperatively implement a Consumer Bill of Rights to ensure that all consumers are aware of their rights and obligations.  

11. The Companies believe their package measures up to any reasonable standard of fairness to consumers.  Forcing rates that are already low to go even lower, as proposed by some, can only discourage competitive entry, which even in the residential market, has already begun.  

12. The Companies have also proposed that discretionary services such as options and features continue to be uncapped.  No party has suggested otherwise in this proceeding.  And the take rates for these services also demonstrate that they cannot be considered essential service like the basic local service.  Having said that, an interesting question has been raised in this proceeding about whether customers should receive more billing detail regarding these services so that they are more aware of the prices.  This is a legitimate question that the Companies are willing to explore further.  

13. The Companies have also proposed a fair deal for competitors.  Under their proposal, essential and near‑essential facilities would still be provided at cost plus a 25% markup.  In addition, the Companies have indicated their willingness to develop service quality guarantees for competitor services.  And finally, the Companies' proposal would ensure that the retail rates with which the competitors compete are not driven down through artificial regulatory means. 

14. The fairness discussion has led to suggestions that there is a pool of excess ILEC earnings that should be distributed to various stakeholders.  This is simply not the case.  First of all, as Drs. Taylor and Weisman pointed out, a price cap regime should be judged or designed based on its ability to achieve specific policy goals, not on the level of earnings it produces.  But quite apart from that policy principle, there is no evidence in this proceeding to suggest that earnings have been excessive.

15. Some parties have suggested this is so since earnings have exceeded a benchmark return on equity determined in 1997.  First of all, much of the Companies' past success is attributable to their own productivity efforts, and an extraordinarily buoyant economy.  For some companies, the frozen contribution rate also was a factor.  More importantly, as we look forward, a starkly different picture emerges.  Mr. Talbot and other parties have confirmed that the risk to investors in this industry is entirely different - and much higher - today than years ago.  And Mr. Talbot has pointed out this means that required returns are higher in today's market.  

16. Furthermore, a combination of economic conditions, Commission decisions, and increased competition promise to increase substantially the financial challenges that the incumbents will face in the future.  Take the economy.  Real GDP growth over the 1998 to 2000 period averaged 4.5% per year, while the most current Conference Board forecast for this year and next is 1.5% and 1.2%.  The Companies have estimated that a 1% change in GDP growth has a $50M impact on incumbent Utility revenues.  This means that the decline in GDP growth this year, compared to the previous years, can be expected to take about $150M out of ILEC Utility revenues, and this will continue to impact subsequent years as it affects the base to which future growth applies.  To this will be added a further reduction in 2002.  Moreover, lower GDP growth also means lower productivity.   

17. The earnings that various parties talk about also ignore the negative effects on the ILECs of Commission decisions already made but not yet reflected in financial results.  For example, the contribution pool is currently expected to decline some $700M next year (from $1B to $300M).  Other Commission decisions that reprice various services provided to competitors will also reduce ILEC revenues.  Combined, these decisions will remove some $3B from the incumbents' Utility revenues over the next 4 years.

18. Finally, there is the impact of competition.  The current year 2001 is very different from 1997.  As shown in the Commission's Monitoring Report, competitors had already captured 10% local business market share at the end of 2000.  In Bell Canada's territory, this figure is now about 15% and competitors have achieved a market share of 23% in the central core of major cities.  As a result, competition can be expected to perform much of the role that a price cap formula performs.  Again, this could amount to reductions of hundreds of millions of dollars per year.  

19. In summary, even if earnings were considered to be a relevant factor, which the Companies submit they are not, the Commission need not fear that a pool of surplus funds is available to the ILECs.  The Companies urge the Commission to reject the submissions of others that the ILECs are awash with funds.

20. The next objective is facilities‑based competition in the local market.  At the outset of the oral phase of this proceeding, the Commission reiterated its continued commitment to this goal. During the hearing, evidence was heard from economists like Drs. Taylor and Weisman who described the economic validity of the Commission's policies.  Evidence was also heard from a respected telecom industry investment analyst, Mr. Talbot, as to the value investors place on sound facilities‑based entry.  And evidence was also heard from an entrant, Group Telecom, that is pursuing the Commission's objective of facilities‑based entry with success and who has described the negative effects of any turning back from that policy.

21. Local competition is, despite the current price cap plan and despite current economic conditions, nevertheless rolling out - in some areas, quite rapidly.  Understandably, competition in the local residence market where margins are smallest has not yet developed on a widespread basis.  But even in this market, new technologies are already making inroads and evidence has been heard as to how they will increasingly provide alternatives for consumers. 

22. For example, wireless service is becoming increasingly attractive as an alternative to wireline for many younger people and is substituting for second lines in a growing number of residences.  

23. In addition, cable companies like EastLink in Nova Scotia and PEI, and AT&T and Cox in the U.S., are already offering local telephone service over their coaxial networks on a commercial scale.  And, of course, voice over IP is a technology that is transforming the industry.  Already, voice calls over the Internet - using either cable modem or DSL connections - are becoming common amongst certain segments of the population and will become more so, given the calling technology incorporated in the new Windows XP software.  The Companies have provided, in their Exhibit #72, an in‑depth assessment of the current and future status of local telephony over cable networks.  And the Commission has heard evidence in this proceeding from Rogers itself that it hopes to roll out commercial voice telephony over IP technology in about two years.

24. The spread of competition from these new technologies will be faster or slower depending on the price at which conventional telephone services are offered.  Some might argue that the Companies' pricing proposal - which amounts to a freeze in real terms - is insufficient to attract competition in this market.  Ultimately, this is a delicate balancing act and a judgment call.  The Companies are comfortable that there are reasonable prospects for competition in the residence market in the coming years.  And while there is no doubt that, if rates were higher than the Companies are proposing, there could be more entry, the Companies believe their proposal balances the competing objectives.  At the same time, requiring residence rates to fall in real terms – either by freezing them or forcing reductions ‑ would send the wrong signal to the marketplace just as these technologies are beginning to take hold.  And since options and features form an important part of the total customer purchase, it is also important not to constrain their pricing so as not to impinge on the willingness of competitors to enter the residential market.  

25. The proposals of AT&T and Call‑Net have been put forward as a means to promote local competition.  AT&T's "non‑discount approach" and Call‑Net's "non‑radical approach" have been described by each in terms that are quite different.  For example, AT&T proposes a 70% reduction in the price of all Utility segment services provided to CLECs and claims this is designed to promote facilities‑based competition.  Call‑Net, on the other hand, suggests that the Commission reprice to incremental cost a broad basket of services provided to carriers and suggests that the Commission's vision for facilities‑based competition was unrealistic.  Initially, Call‑Net attempted to leave the impression that its proposal would result in much more modest price reductions than AT&T's proposal.  However, it eventually became clear that Call‑Net's proposal would also result in massive discounts to a large basket of services - in the order of 40 to 60%.  In fact, Call-Net even wants some services to be provided to competitors free of charge (i.e., a waiver of certain service charges).

26. It is the Companies' firm contention that implementation of either of these proposals would not only be a reversal of the Commission's policy to promote facilities‑based entry but would also have disastrous financial consequences for the entire industry.  The Commission is being asked by these parties to solve through regulation what is really a debt load problem.  The Commission is being asked to do this at a time when, despite economic conditions, their EBITDA is improving.  And these results should improve even more as a result of significant benefits that the Commission has already provided through changes in the contribution regime and lower prices for various competitor services.  These actions will transfer at least $320M annually – or $1.3B over the next four years ‑ from the ILECs to the competitors.  But they are not satisfied with that.  Mr. McLennan characterizes these decisions as "a good small start".  

27. In Decision 97‑8 and subsequent proceedings, the Commission carefully assessed the nature of essential and near‑essential facilities used by competitors and consistently followed a policy of pricing those services at cost plus a specified markup.  But it has always been a fundamental pillar of the Commission's facilities‑based policy to price non‑essential services at retail rates.  The Commission rejected, for sound and still valid reasons, the notion of a mandated resale discount.  The discounts proposed by AT&T and Call‑Net would treat the pricing of both essential and non‑essential services identically and even more favourably than the current pricing treatment for essential facilities.  This would have the perverse effect of making services not considered essential today appear to become essential since the incentive to build is destroyed.  

28. There is another particularly insidious feature of the proposals of AT&T and Call‑Net.  They claim their proposals have been designed to promote local competition.  Yet the services to which the proposed discounts would apply are used primarily by their long distance, data and Internet businesses.  These market segments have been open to competition for many, many years.  In fact, less than 10% of the amounts spent by Call‑Net and AT&T on the services in their proposed competitor services basket are for essential and near‑essential services used in their local exchange businesses.  It seems clear that the intent and the effect of their proposals would be to enhance their other businesses and potentially disrupt markets that have not even been examined in this proceeding.

29. Furthermore, to the extent that these services would be used to provide local services, the effect would be to discourage facilities‑based entry.  In fact, with Centrex lines available at $6.30 per local per month under AT&T's proposal, it is hard to imagine that any CLEC would ever build any more local facilities.  This rate is significantly below the costs established by the Commission for loops alone.  For all of these reasons, it is clear that adoption of the Call‑Net or AT&T proposals would amount to dismantling the local competition framework.

30. These proposals would also do great harm to the industry at large.  AT&T's estimate of a $575M annual impact on the ILECs, while large in and of itself, does not come close to the real impact of their proposal.  This figure represents only the direct impact of the discount provided to AT&T, Call‑Net and Group Telecom.  It ignores the impact of the discount that would be afforded to other CLECs.  And more importantly, it ignores the artificial downward pricing that would inevitably occur in both the retail and wholesale markets.  Call‑Net has not even attempted to quantify the impact of its proposal but there is no doubt it would have similarly huge impacts.  Call‑Net's "Tag Along Mechanism" would also severely limit the ILECs' ability to compete, thus further distorting market forces and providing artificial advantages to entrants.  When these things are considered, it becomes clear that the impact on the ILECs of either proposal would be devastating.

31. Moreover, it is not just the ILECs that believe proposals such as these would result in a downward price spiral.  Group Telecom has said the same thing.  Group Telecom has also noted that the effect of the ILECs providing these discounts to CLECs would seriously harm its competitive wholesale business which it depends on to fund the expansion of its network.

32. As a result, it is clear that implementation of either of these proposals would seriously harm the ILECs and others, and seriously distort the competitive market dynamics.  In fact, Group Telecom's evidence illustrates the danger of providing to competitors any level of discount off retail prices, or expanding essential facilities pricing to embrace other services.  It is surely not the Commission's intention to stop dead in their tracks those players that have been relying on the Commission's well‑established policies.

33. Questions have also been raised in this proceeding about the relative financial health of entrants and incumbents.  Attention has been drawn to Figure 4.4 of the Commission's Monitoring Report which shows deteriorating net income for competitors in 2000 compared to 1999.  In fact, this negative net income performance is primarily a function of non‑operating items such as interest expense due to high debt loads.  It should not be the Commission's job to manage any party's debt load.  Moreover, the most important financial measure for CLECs is operating results, as measured by EBITDA.  In this regard, Figure 4.3 of the Monitoring Report shows an improving EBITDA trend for the competitors through the year 2000.  And these results do not yet reflect the contribution and other decisions.  

34. The fact is that the current problems of some CLECs are not caused by the Commission or its policies.  If the Commission strays from competition based on sound economics, it risks damaging the entire industry and jeopardizing Canada's continued leadership in telecommunications.  

35. The third and final policy goal is to encourage investment.  Substantial continuing investment is essential to maintain existing infrastructure.  This investment is essential to meet demand for traditional services.  And it is essential to provide the next generation of services that Canadians want.  Robust investment in telecommunications also underpins several priorities of the Government of Canada, including economic growth and productivity as well as the government's Innovation and Connecting Canadians agendas.  

36. Particularly in these uncertain economic times, it is important to ensure that money is not taken out of the industry through artificial means.  To do so would fatally compromise the investment objective.  Market forces should be allowed to do their work.  The measures the Companies have proposed to ensure fairness to their customers and the promotion of facilities‑based competitive entry should lay the foundation for the significant investments that will be required from this industry in the coming years.  The proposals of AT&T and Call‑Net, on the other hand, would bleed revenue and investable funds from the telecommunications sector as a whole.  By trading facilities‑based competition for a resale model, they would undermine the very foundation for innovation.

37. The telecommunications industry in Canada is at a pivotal point and the decision in this proceeding will play a critical role in its future.  For the Companies' part, they have proposed a package designed to ensure that consumers continue to get a fair deal.  At the same time, the package promotes the Commission's objective of facilities‑based competition and provides the incentive for continued strong investment.  It is a proposal that will ensure Canada maintains its leadership in telecommunications.  And it is a fair deal for competitors too.  The Companies reject the premise that the Commission's approach to promoting competition has failed and urge the Commission to keep pursuing policies that have served Canadians so well.  
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