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1302
Refer to the market analysis outlined in Review of Regulatory Framework, Telecom Decision CRTC 94-19, 16 September 1994, pages 64 to 70.  

a)
Assess the current state of competition, and the anticipated competitive conditions during the next price cap period, in the market for residence and business local exchange services.

b)
Discuss the extent to which competitive conditions have changed since the introduction of the current price cap plan.

Include financial, economic or regulatory factors that could have affected competition for local exchange services.

ANSWER


TELUS is filing portions of this interrogatory response in confidence with the Commission pursuant to Section 39 of the Telecommunications Act.  The relevant portions of the response contain confidential and proprietary market research and analysis information belonging to other parties and which TELUS has undertaken to hold in confidence.  Disclosure of this information would prejudice the Company’s ability to negotiate future agreements with third parties on reasonable terms, thereby causing specific direct harm to TELUS.

a) - b)
In Review of Regulatory Framework, Telecom Decision CRTC 94-19, 16 September 1994 the Commission outlined its test for determining whether a firm possesses market power as well as its criteria for assessing whether a market is competitive.  These criteria were developed as a checklist to be used prior to the application of Section 34 of the Telecommunications Act which requires the Commission to refrain from regulation where a market is found to be competitive. 

The Decision 94-19 market analysis considers the following matters:

a) the relevant market must be defined using the smallest product and geographic market;

b) market share held by the largest firm, as well as the market shares of other firms in the market must be determined;

c) demand conditions, including whether customers can switch to another supplier or reduce consumption of the good or service in question in response to a price increase; 

d) supply conditions including whether competitors have an adequate capacity of switching and transmission facilities to accommodate new customers if dominant firms were to raise prices significantly; 

e) The likelihood of entry including whether current attempts are being made to enter, and whether firms from related product or geographic markets have considered expanding into the relevant market; 

f) Whether barriers to entry exist;

g) Whether there is evidence of rivalrous behaviour which may include falling prices, vigorous and aggressive marketing activities, or an expanding scope of activities by competitors in terms of products, services and geographic boundaries; and

h) The nature and impact of innovation and technological change in the relevant market.

As requested, TELUS’ response applies the Decision 94-19 market analysis to competition in the local exchange market according to three temporal perspectives: (i) its evolution since the introduction of price cap regulation; (ii) its current state; and (iii) its likely evolution during the next price cap period.

The Relevant Market

When price cap regulation was introduced on 1 January 1998, the relevant geographic market for business and local exchange service was arguably the exchange. To the extent that competitive local exchange options existed, they were also provided on an exchange-by-exchange basis: for example, via Centrex resale or facilities-based competitive entry.

The present competitive landscape suggests that a characterization of the exchange as the relevant geographic market is not tenable.  CLECs, like AT&T and Call-Net, are targeting and entering specific major metropolitan areas like Toronto, Vancouver, Montreal, Edmonton and Calgary.   Mobile telephone operators are offering “one rate” national calling plans (which erase the distinction between local and long distance calls) which apply throughout Canada.  Cable operators offering telephone service do so in the context of operating territories that do not necessarily correspond to the traditional exchange map.  Clearly, in 2001, the relevant geographic market for local exchange services is larger than the exchange and at least as large as a band.

Looking forward to the next price cap period, non-traditional local access solutions (on the cable infrastructure, via internet applications or wireless telephones) are likely to further expand the footprint of the relevant market.  The erosion of once meaningful market definitions will occur rapidly, but not necessarily as a result of entry into the market by players offering traditional PSTN access services.
  This phenomenon is observed by Dr. Charles Jackson in his paper “The Likely Evolution of Local Communications”.



Market share of various firms in the market

On 1 January 1998, incumbent providers of local access controlled virtually all of the local access market (save for a small portion represented by Centrex resale and early entrant CLECs).   

Three years later, ILECs have lost significant market share on both a national and regional basis.
  Wireless service prices are also dropping to such an extent that wireless service is now a realistic substitute for landline local access service for many users (particularly for one-person household residential customers).  In March of 1998, there were 4.4 million wireless subscribers in Canada.  In March of 2001, there were 9.1 million wireless subscribers in Canada.
  Clearly, the make-up of the local access market has changed significantly since 1998 (with some portions growing faster than others) and significant market share losses occurring for business local access service is key metropolitan markets.

TELUS has witnessed significant erosion of its share of the switched business line market to competitors providing resold and on-net local services in key metropolitan markets.  According to a Lemay and Yates July 2000 Report entitled CLEC Markets and Strategies
, TELUS market shares losses to competitors providing resold and on-net local services exceed 10% in Vancouver, Calgary and Edmonton. 

Looking forward to the next price cap period, non-traditional local access solutions (on the cable infrastructure, via internet applications or wireless telephones) will continue to grow much more quickly than traditional PSTN access.  Growth in the number of wireline access lines will disproportionately favour CLECs
.



Demand Conditions and the availability of substitutes

In assessing demand conditions under the Decision 94-19 framework, the basic focus is on the ability of the customer to switch to another supplier or to reduce consumption of the good or service in question in response to a price increase.

On 1 January 1998, a residential local access customer would have been essentially unable to switch to another local access provider in response to a price increase.  At that time, there were no CLECs serving the residential market and wireless telephone service was likely too expensive to be a substitute.  Business customers were in a similar position, save for certain limited CLEC and resale options.

Three years later, conditions have changed considerably.  Business local access customers have access to reasonably priced alternatives to ILEC-provided wireline local access in most major markets.  Options for residential customers remain much more limited.  However, CLECs and WSPs operate in all major metropolitan areas in Canada.  Cable telephony options exist in certain localities as well.  

Looking forward to the next price cap period, demand conditions will continue to evolve in a way that favours business and residential market customers.  Non-traditional local access options will become more prevalent, with economics that may indeed be more favourable to customers than traditional wireline local access.  



Supply Conditions

At present, the services and facilities necessary to provide local access service
 are available throughout the country.   Certain services supplied to competitors by ILECs (like local loops) have been the subject of significant prices decreases.  Competitors have adequate capacity of switching and transmission facilities for the purposes of serving existing and new customers.

Looking forward to the next price cap period, trends evident in the present price cap period can be expected to continue.  Switching and transmission facilities will continue to be available in adequate supply and at reasonable rates.  To the extent that local access migrates to non-traditional platforms (via applications on the internet, or on a cable infrastructure), supply conditions will undergo a complete revolution (in terms of availability and economics).

The likelihood of entry and  barriers to entry

On 1 January 1998 the local access market was a de facto monopoly
.  In the nearly four years which have passed since price cap regulation was implemented, these conditions have changed significantly. 
Four CLEC competitors serve the local business market in TELUS territory, along with numerous other competitors involved in resale and integration activities. As referenced in response to interrogatory TELUS(Call-Net)26Jun01-400, there is one CLEC serving residential customers in Alberta and British Columbia. These traditional, wireline- based competitors have also been joined by wireless and other non- traditional forms of local access competition. 
There are four national wireless providers operating in TELUS’ territory. The combination of increased quality and coverage with lower prices and multiple payment options has made wireless service a viable option to wireline local access. Residential customers, in particular, are increasingly likely to find wireless an acceptable replacement for, not merely an addition to, wireline service. On September 13, 2001 Microcell announced that it intends to offer service as a CLEC in Calgary and Red Deer. 
In addition to these more traditional forms of competition, every ISP in Canada is now a potential provider of VoIP. Their customers now have the opportunity to place voice calls over the Internet using readily available end user software. Cable companies are also better positioned, as a result of technology investments made in recent years, to utilize their extensive networks for the provision of voice telephony. 
The required technology is becoming less expensive.  More importantly, the Commission has taken a number of steps to accommodate local market entry since the release of the local competition decision.  Local number portability has been fully implemented.  The rates for essential facilities and other services to be unbundled and provided to competitors have been established.  The Commission has also extended the period during which these unbundled facilities and services must be provided to local competitors.  Co-location and other inter-carrier arrangements have been established through CISC and by the Commission.  The rules for access to municipal rights-of-way have been determined, and a proceeding has been completed on access to buildings by CLECs.    Taken together, these rulings amount to a complete removal of the practical and regulatory barriers to entry.

During the next price cap period, entry will accelerate as new technologies favourably transform the nature of the service and its fundamental economics.     Many of the new local access providers will look nothing like traditional wireline access providers (in terms of economics, technology, etc).
  



Evidence of rivalrous behaviour
On 1 January 1998, there was modest evidence of rivalrous behaviour (falling prices, vigorous marketing activities, etc) in the local exchange market – with most of the competitive pressure arising from the resale of Centrex.  Three years later, business and residential local access customers in major metropolitan areas have access to CLEC and WSP-supplied local access that is vigorously marketed and aggressively priced.

During the next price cap period, it is to be expected that this trend will continue.  If non-traditional providers of local access make aggressive inroads, the market could become blisteringly competitive (as a result of different economics and technologies).



Innovation and change

The regulatory, technological and economic developments outlined above demonstrate that the local access market is vital, innovative and evolving rapidly.

Conclusion

The market for business and local exchange service has changed dramatically since the introduction of the current price cap plan.    Local access is now provided by many providers using traditional wireline technologies and business models, and by increasing numbers of competitors using non-traditional technologies and business models.  Residential and business customers in large parts of the country now have access to reasonably priced competitive alternatives to ILEC-provided local access services.  This trend can be expected to continue under increasing pressure from CLECs and non-traditional access providers. 
Table 1

Table 2

Table 3.







� Markets and societies evolve according to complex, discontinuous patterns.  Thus, the future is more than a mere linear extension of the present.  Conceiving of the future by analogy with the present therefore blinds us to outcomes not obviously embedded in the present: see, for example,  Michel Foucault, Power/Knowledge: Selected Interviews and other writings, 1972-1977, (New York: Pantheon Books, 1980), Colin Gordon, ed.


� This paper forms part of the interrogatory response to TELUS(ARC)26Jun01-300 and is provided at Attachment 1, hereafter the “Jackson Study”.


� In the aggregate, CLECs have captured a substantial (and growing) market share as outlined in Tables 1 and 2 contained in this interrogatory, which contain information developed by NBI/Sone & Associates.  As noted above, these tables are being filed in confidence with the Commission pursuant to Section 39 of the Telecommunications Act as they contain confidential proprietary information of other parties that TELUS has undertaken to hold in confidence.


� See Section 4.3 of the Jackson Study. A comparison to the rate of growth for wireline access connections is instructive.  Between 1996 and 1999, the number of wireline access lines in Canada grew only 11%, from approximately 18 million to approximately 20 million – a fraction of the growth experienced in the wireless market:  see Section 4.4 of the Jackson Study.


� At page 216.  TELUS is not providing a copy of the report (or any portions thereof) as it is proprietary information belonging to Lemay Yates & Associates.


� This is clearly suggested by the data at Table 1 of this interrogatory response.


� Either on a self-supplied basis and/or via resold and unbundled telephone company services and facilities.


� There was some competitive entry via Centrex-resale and early entrant CLECs.


� See the Jackson Study.  TELUS would also add that developments in the transportation industry are illuminating in this regard.  In 2001, the most significant alternatives to Canada Post are not other package and mail carriers, but fax service and email.  In a railway context, the most significant competitors to the CP Rail are not other railway companies – they are trucking companies.   Over time, inter-modal competition is the rule rather than the exception.  The provision of local access services will, invariably, follow a similar pattern.  





