
has been in place lonc enoup for the bup to be worked out and the pricinC proven

e1fective. Given the increasinClikelihood of federallegi.s1ation in this area, it is

already late to start this process.

RBOCs have made' clear that they want to be able to o&"er full service

packaps of local and lonl distance service to their customers. Put simply, they

want complete instead ofpartial account control over end users. Today LECs sell

local service to 100% oftheir potential customers, and share lone distance revenues

with IXCs throup access payments. RBoCa make no secret that their COal is to

capture the balance of lone distance revenues by o&"erine lonl distance services

directly to their end users.

In these cimunatances, IXCs muat be able to compete by o&"erinC full

service packaps themselves. But~ discuaIed above, this only will be possible if

the RBOCs are providinC a nondiscriminatory -carrier's carrier" wholesale local

service product that IXCs can pair with their lonc distance service inputs to create

a full service retail o&"erinl of their OWD. Thia is true even for -- and perhaps

especially for -- the 1arpst IXCs. Note that a new entrant like MFS has no lone

distance customer base to defend. It can poadually build a full-service customer

base using unbundled loops if that is the only option available, movinc slowly from

customer to customer and pocraphic zone to zone. But IXCs face a different

situation entirely. RBOCs will immediately be able to o&"er one-stop shoppine to

every one of an IXC'. customers -- and ofcourse each of those customers already is

an RBOC customer today. Every IXC therefore muat be able to o&"er local service

itself -- immediately and everywhere. Only wholesale local exchanp service

provides that vehicle.
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It should be emphaaized that the RBOCs themselves can readily

subscribe to wholesale interexchanee services that already exist. These -carrier's

carrier" products have developed and matured over the past ten years such that

RBOCs will have the benefit ofboth (a) competitive pric:inC, and (b) we1l-established

operational support systems.

Thus, if the MFJ's restrictioDs are lifted, the RBOCs would enjoy what

eft"ectively amounts to a 10-year head start on providinC a pacltqe oflocal and lonl'

distance services. These companies would immediately benefit from a long distance

industry that has evolved to the point where timl carriers with national networks

now compete for both who1eaa1e and retail business. In fact, LDDS WorldCom's

WilTel subsidiary, was specifically established to serve as a "carrier's carrier," with

wholesale products expressly desicned to facilitate the entry of other retail

providers without their having to invest in any transmission or switchinl'

equipment.

These carrier's carrier wholesale services have been thoroughly

debuged -- support systems are desicned and operational, prices established,

billing arrangements automated -- resulting in a wholesale interexchanee platform

that elimjnates (or, at least putly reduces) any barrier to entering the long

distance marketplace. And competitive forces drive the wholesale rates far below

the facilities carriers' own retail long distance prices.

The RBOCa (absent their lecal restriction) would be able to belin

oft"erinclonc diatance services immediately by capitaJjzinc on these wholesale "

services. The RBOCs would not need to invest in a sincle switch or strand ofoptical

fiber; they would not need to obtain a sincle richt of way or negotiate a sincIe

interconnection acreement. They could simply subscribe to a wholesale -carrier's
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carrier" service and becin marketine 10Dl diatance services to their preexisting base

of local customers, a bue that e1rectively represents the entire retail market.

Ofcourse, moat RBOCs are well positioned to provide lone distance

service even beyond the availability of these -carrier's carrier" wholesale services.

.As shown in Table 1 above, the RBOCs have exteDaive switching systems that

already handle all local and toll calls. These systems would require insipificant

chances to handle additional interLATA tra8ic. Furthermore, RBOCs can readily

expand their heavily redundant in-repon fiber networks for interLATA service. III

Given these facts, it is not an overstatement to surgest that the

telecommunications market will reconcentrate unless a non-discriminatory

wholesale local exchanre product is in operation at the time the MFJ is lifted. This

product must be priced atnon~atorylevels and be fully deburred 88 an

operational matter. But this means the wholesale service must have been up,

running, and shown to be e1fective -- all bIfgm the MFJ restrictions are lifted. The

next section of this paper discusses the elements of wholesale service more

specifically.

II. THE BASIC ELEMENTS OF CARRIER'S CARRIER WHOLESALE
LOCAL SERVICE

We have explained that the wholesale local service product is directly

analogous to the wholesale carrier's carrier products used in the interexchanre

market today. Under the "wholesale service" model, the incumbent's exchanre

network (includinC the loop, switch and trauport) would continue to provide the '~

underlying dial tone, call completion, and optional capabilities that are provided by

lJ/ SIt Fiber Deployment Update for End ofYear 1992 (FCC Industry Analysis
Division, April 1998), Table 9.
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the exchanp switch: call waitinC, call forwardinc, and so on. The retail local

service company would then resell the wholesale service alone with its own

customer support, billinC, account management and other services, includine lone

distance service, that can be oft'ered independently of the local exchanp switch.

It is important to reemphasize that the wholesale local service and

unbundled loop options are not mutually exclusive. Some entrants will employ both

conDcurations, servinelOme customers from their switch and others by reselline

the wholesale service otJered by the local exchanp carrier. Furthermore, entrants

sometimes will rely on their own network to connect directly to certain customers

(thereby avoidine use of the incumbent's local loop altopther.) As discussed above,

however, the predominant means of servine most customers, particularly at first,

will be through the bundled wholesale service.

Althoup little formal analysis has been devoted to developine

wholesale local exchanp services, proll888 is underway in a number of areas. The

pioneer application of the -carrier's carrier" concept to the local exchanp arena is

the restructure ofRochester Telephone Company in New York. This company is the

first to oft'er a wholesale equivalent to each of ita exchanp services that other

carriers~ buy and reIe1l. Not surprisinpy, however, this experience has revealed

a number ofproblems that must be resolved for the option to become commercially

viable. 111

11/ The uefuln..ofBocheater's wholeaale serrice hu evidently been frustrate4
by problema with operational support ayatema and priciDC, particularly the
relationship between the LEe's wholeaale and retail prices. The principallesaon of
the Rochester experience, however, is the importance ofbecinninc a local
competition experiment in order to pin the bowledee needed to transform
theories into workable solutions.
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Similarly, the Department ofJustice has included a requirement in its

Customers First qreement with Ameritech conditioning the interLATA "trial" on

provision ofwholesale local exchange services to other carriers (in addition to

unbundled network components) on a basis that makes resale competition

commercially feasible. The introduction of a wholesale service is expected to be one

of the Dlinois Commerce Commission's first priorities in moving forward with

competition in the ChicaCO LATA .1J! However, Ameri.tech has not yet filed its

proposal for wholesale exchanp services, and the issue is sure to be litigated.

This is only a start. Much work remains for Commissions across the

country to develop, implement, evaluate, (and inevitably correct) the initial

wholesale local services of the LECs. In general terms, the objective will be to

create wholesale products that permit non·disc:riminatory use of the local exchange

network by any provider of retail service •• including, in its capacity as a retail

provider, the incumbent LEC itself. This matter involves at least two dimensions:

pricing and operational support.

A. Pricine

The most obvious issue that must be resolved for a meaniDlfullocal

exchanp.service is pri.c:iD,. LECa already are enppd in rear·guard battles

1JI The Justice Department baa made clear that it views wholesale local service
88 central to the Ameritech -Customers First" experiment. The Department
recently adviaed Judp OneIle that -a compreheoaive state reculatory proceeding
[in Dlinoia and Michipa] can addrees euential iaauee such .. pri.c:iD, and
wholesale diacounts, and thus * • * hasteD the day when resale competition
becomes a practi.cal reality and satisfies the requirement of the propo8ed order that,
resale be allowed and that 'substantial opportuDitiea for adctitionallocal exchange
competition' emerp,· before the start of the interLATA trial. SIt Reply
Memorandum of the United States in Support ofits Motion for Modification of the
Decree to Permit a Limited Trial ofInterexchanp Service by Ameritech, II..S.a v.
~ Civ. Action No. 82..Q192, at 17-18 (June 30, 1995).
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reprding the pricing ofunbundled loops and local termination service. There is no

reason to expect them to willinpy offer a non-discriminatory wholesale service

either. Commissions will have to play the central role in controlling LEC incentives

to discriminate in favor of their own retail services.

Establishing appropriate ~holesaleexchance prices must consider two

factors. First, the price should appropriately reflect the lower cost to provide a

wholesale service than a retail offering. Coats which can be avoided typically

include retail marketing, billing, administration and customer service. These

"avoided costs" will explain part of the price d:i1ferential between the LEC's

wholesale and retail services.

Second, and at least 81 important, the contribution .lJ! recovered in

wholesale exchance service must alao be addressed. Discrimination in contribution

recovery can doom a new entrant's ability to compete with the LEC's retail prices.

In particular, reculators should recocnize that when a LEC's wholesale local service

is resold, the LEC necessarily receives other revenue streams attached to the loop

and switch serving the customer. The most obvious of these is interexchange

access. Most switched access charres are levied against local switching minutes.

Because ~e local telephone company performs the local switching under the

wholesale con1icuration, it would continue to receive the revenues from all access

rate elements associated with the local switch. Similarly, the LEC will receive

contribution from other ancillary switch-baaed services. W

111 Contribution 81 uaed here refen to the contribution to the joint and common
costs of the LEC. The term is not intended to imply any socially determined
contribution or subsidy.

W The claim that local exchanp service is priced below its coat is reached by
ignoring these other revenue streams that are inherently tied to the provision of
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One approach to establishiDg appropriate contribution recovery in

wholesale price levels is to assure that the LEC receives the same contribution

whether its wholesale loop and termination service is sold on an "unbundled" or

"bundled" basiS. This "equal-contributionlnon-diacrimination" approach recopizes

that additional (hich marcin) revenue streams such as access remain with the

incumbent under the bundled wholesale local service option. In contrast, under the

loop-unbundling con1ipration the entrant performs the locallWitching, and would

apply switched accesa charps and receive switched access revenues. The "oop

reseller" also would receive all revenue auociated with vertical switching services.

Table 2 summarizes the dUferent contribution sources to the LEC under these

altemative configurations.

local exchanp service. Wholesale local service ahifta customer account control
becauae the end user loob to the retail provider sa its vendor. But the LEC
continues to receive not oaly the wholeaale local service rate, but also switched
aceeaa charps and revenue for wholesale vertical features.
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Table I: Compari.c Loop U.bunclliDC with Wholesale

Loop UnbunclHnc Wholesale

Services * Loop * Wholesale Local
Local Service

* TenniD.ation of which includes:
Competitor Local Service (i.e.,
Obtains from interconnection) - Loop
LEC:

- Local SwitchiDI

- Local Can
Termination

* Wholesale Switch-
Baaed Vertical
Services

LECthen *Ch~for *Ch~ for wholesale

Receives unbundled loop local exchange service
.

Contribution *C~ for local * Most carrier access
from: termination charges, including

-CCLC

-RIC

- Local switching

* Ch=for wholesale
IWi -bued vertical
services includinC

- call waiting

- call forwardinc

Few would dispute that exi8t:inC contribution levels in access and other

services are exceuive and must be corrected. Di8crimination also is a large

competitive problem in part because the incremental coat of existinc LEC services is

so low, and hence the LEC can have great discretion to impose contribution on its
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rivals without "pricinr below cost." These are problema endemic to the creation of

local competition that CO beyond the scope of this paper.

For present purpoaes, we note that loop unbund1inr will require

reruIators to assign some measure ofcontribution to unbundled service elements.

That contribution provides a benchmark for settinC wholesale service rates. Under

an "equal-contribution/nondiscrimination" standard, the incumbent LEC would

receive essentially the same total contribution from the wholesale service product -­

plus other services it continues to sell -- as it does from competitors usmc the

unbundled-loop confi.curation. That is, the contribution from (a) the sum of the

wholesale local service charges (includinC the wholesale rate for optional features)

plus the LEC-retained switched access charps, should roughly equal (b) the

contribution recovered from the unbundled loop charres (i.e., the charpa for the

unbundled loop and trafIie termination).

This means that wholesale local exchanp service rates should contain

less contribution than unbundled loops to ret1ect the fact that the LEC will continue

to earn contribution from other services, such as switched access, that continue to

generate LEC revenue under this confi.curation. .lI! In contrast, the unbundled

loop should carry relatively more contribution in ita wholesale rate, because the

carrier purchasinr that loop can then recover that additional contribution coat in ita

2!Dl charges for access and other services.

It should be emphasized that under this -equal contribution"

methodololY wholesale local service does not result in leu contribution to the LEC .~

111 Eventually, switched aa:eu prices muat be reduced to C08t. At that point, a
sinpe cost-based wholesale tariJf structure should emerp with rates for wholesale
exchange services, unbundled network components, call termination service and
interexchange access.
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than that due from a carrier purchaainC unbundled loops. It simply means that the

LEC receives the contribution in a difterent form. For example, under loop

unbundling the_loop "reseller" will make a sincIe paYment that includes all the

contribution associated with use of the LEC loop. The loop "reseller" also

presumably will pay contribution in its termination charps. Alternatively, the

LEC may receive contribution from several80UlCe8 conectively: wholesale local

service charpd to the local service company, oricinatinr access charpd to the

customer's presubscribed long distance company, and terminating access.

The "equal contributioDlnondiacrimination" standard ensures that a

new entrant's decision to use unbundled loops rather than wholesale local service is

driven by the true cost savinp from providinc its own switching -- and not simply

a LEC's decision to impose larger contribution burden on the wholesale service

option. And this approach is partic1ilarly important pven that, for the reasons

discussed above, LECs initially may have an incentive to encourage local

competition through unbundled loops rather than bundled wholesale service

because loops are so much less effective as an entry vehicle.

Alain, the e,petine contribution levels in access (and other) services

are exces.,ive and must be corrected. Meanwhile, however, it is possible to establish

wholesale local service rates at levels where LECs recover permitted contribution,

but retail local competition is not distorted.

B. Operatioaal Issues

It is clear that one of the continuinC probleDis with the wholesale

arranpment in the Rochester area is the absence ofcarrier-interfaces needed to

support the service on a non-diacriminatory basis. The fact of the matter is that

each of the wholesale co.mrurations -- bundled service and unbundled-loops -- is
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breaking new cround. As a result, the key is to establish basic obliptions (such as

non-discrimination between LEO retail services and those ofother vendors in order

processing, service intervals, maintenance, etc.) and remain committed and

involved during implementation to resolve disputes. Specific LEO systems must be

modified to support an environment of multiple retail carriers, inc1udinr:

a. Service Orderinr
b. InataD.ation
c. Number Aaaipment
d. BilliDr
e. Ouatomer Account Record Exchanp (CARE)
f. Repair
g. Network Status

Today, theee systems are intqratecl into the LEC's retail operational

structure and are desi.ped for a sinrIe-provider environment. To prevent

discrimination in these important customer-contaet areas, these systems must be

modified to support competius of independent retail operations, including the LEO's

own retail systems:

a. Automated systems are needed 10 that service orders can be
executed in a manner that permits LEC competitors to provide
firm commitment dates to their customers.

b. Standards must be developed to pwern the exchanp ofbilline
data and CARE recorda 10 that chanpa in customer billinr and
or aa:ounts can be automatically handled by each retail local
service provider.

c. All local carriers must have on-line access to number
administration systems to meet customer expectations for
number assipment.

"

d. Allloca1 carriers must be able to provide on-line schedulinr of
customer appointments for inatal1ation or repair.

e. All local carriers should receive notice ofunplanned network
outaps affecting customers through automated systems to
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m.

properly prepare customer account teams to respond to customer
requests for information.

f. Diauter recovery plans need to be established that provide for
the non-diacriminatory restoration ofservice to customers,
irrespective of their retail local service provider.

To police the non-diacrimination obliptions outlined above,

monitoring and measurement sYStems Will need to be established, implemented and

(no doubt) refined with actual experience. Performance audits are needed to ensure

equivalent treatment by the LEC wholesale operation ofboth its own afIiliated

retail operations, and those ofcarriers retailinr the LEC's wholesale services.

Finally, commissions will need to create other safeguards. For

instance, the interexchanre PIC-chanre proceaa is highly automated and time­

tested. In contrast, the systems needed to transfer an end user from the LEC to a

new local carrier using the LEC's wholesale service all will be new and, at least at

the beginning, are unlikely to be as automated or have as Iowan error-rate as the

PIC-change process. The concern is that an RBOC might be able to use PIC

changes to convert thousands of interexchanre customers a week to its services,

while !XCs might only be able to convert several dozen wholesale local service

customers a week due to system problems. In that event the telecommunications

market cOuld rapidly become unbalanced, even assuming a non-diacriminatory

wholesale local exchanp service otherwise was available. "Safety brakes" may be

necessary to prevent RBOCs from unfairly dominating the full-service market at a

time when only they have the operational means to cdfer one-stop shopping.

OTHER COMPETmVE ISSUES RAISED BY WHOLESALE
SERVICE

As state commjssions consider wholesale local exchange service

further, other issues and problems inevitably will need to be addressed. However,
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aa this paper explain8, the procesa of experimentation with wholesale local service

must becin. If LECs do not create such a service in the first place, at best local

competition will be slow and sporadic to develop. At worst -- assuminl MFJ relief

for the RBOCs -- the telecommunications market could reconcentrate because only

the RBOCs would be able to meet customer preferences for full-service, one-stop

shoppine. Inadequate competition in the local market, would thus poison existine

competition in the lone distance market, and reduce exiatinl consumer choice.

This paper is intended to di8cuu only the eeneral issue of wholesale

local service. However, it is worth notine briefly here two issues that inevitably will

have to be considered as this service is developed.

A ReeWadoDaDdSepuadoD

A serious question exists reprdin,he recuIators actually will

prevent LECs from enPline in anticompetitive di8crimiDation in the pricinl and

operational areas discuased above. It is one thine to establish a non-di8crimiDation

standard; it is another to enforce one. Ofcourse, the Bell System waa broken up a

decade ago out of a view that no other remedy would prevent AT&T from using its

control of the local facilities network to enPee in access discrimination, and hence

no other remedy would permit long distance competition to evolve.

ALEC haa the same incentive to prevent new rivals from using its

local facilities network to compete in the local market, presenting a serious

challenp to recuIatora. At once the stakes are very hich, and the resource
"

requirements enormoWl. Commjssions are famjUar with this issue from debates

over intraLATA toll competition. Enforcement of access imputation rules and other

non-di8crimiDation standards have been difticult to say the least. Yet if

di8crimiDation in the use of the LEC network for retail service competition is
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allowed, then local competition will fail, potentially brinling long distance down

with it.

The diacrimination problem is recopized in the context of access for

long distance service throup proposals that the RBOCs provide retail long distance

throup a separate subsidiary, buying access from the operating company at arm's

lenrth and under tarHf. It is assumed that this will permit little or no reruIation of

the RBOC's retail toll services, with recuJ.atory attention instead focused on making

sure that there is no diacrimination in the wholesale access input to long distance.

LoPcally, sjmUar separation ofLEC retail local services from the

wholesale network company would simplify the task of reculators and allow retail

local prices also to respond more freely to competitive market pressures. For

example, the RBOC "long distance" ~bsidiarycould become the RBOC ·competitive

retail service" subsidiary, purchasing both the inputs of wholesale interexchanp

access and wholesale local exchanp service (or unbundled local service elements)

from the wholesale operating company. This approach similarly would enable

regulators to more readily enforce nondiacrimination standards against the

wholesale network company, while allowing retail·prices to respond to the

market.l§I

This issue is better the subject of an independent paper in its own

ript. However, we raise the issue here to emphasize that state commissions must

111 Under this approach the wholesale LEC operatine company would
di8continue ret8iliDeloc8l service to new cuatomers, eliminating its incentive to "
diacriminate in favor ofitself, and allowinc attention to focus on how evealy the
operatine company treata all local service retailers, including its own affi]jate. The
LEC's preexisting retail customer hue would stay with the operating company for
the time bein" with the expectation that most customers would be won over by
either the LEC competitive retail company or a LEC retail competitor.
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focus from the outset on how to prevent LEC. from discriminatinr in favor of their

own retail local services -- throup increased recuIation, or alternatively throup

separation. This issue is as important as how and when commissions make the

wholesale LEC network available to potential new entrants in the first place.

B. Wholesale Service Before mterLATA Reliel

A common complaint of the RBOC. is that they should not be required

to oft"er a wholesale local exchanp product until they are allowed to market

interLATA services. This arpment may have superficial appeal, but it should be

rejected.

First, the wholesale local service product provides RBOC. with

essentially the same revenue they receive today. They would still receive access

revenue, contribution, and the local-service revenue that they otherwise receive

when they sell service to the customer directly (except avoided retail costs). As a

result, this approach is much less onerous to the RBOC. than real facilities-based

competition.

Second, as ctiacussed above, wholesale local service is undeveloped as a

matter of.both pricing and operational support. Regulatory tools for the ongoing

prevention of discrimination alao must be tested. It is critical that the service be up

and wormr1JIfgm the interLATA restriction is lifted. Only actual experience will

identify how to make this service work in a pro-competitive manner. This is the

. view reflected in the Justice Department's ·Customers First" Plan, and the

Rochester difIiculties only reemphasize the need for experience. The product must"

mature to the level ofthe wholesale interexchanp products available on the market

today.
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Third, recuIators need the carrot ofinterLATA relief in order to

encourap the otherwise unwilline RBOCs to implement competitively useful

wholesale services (and support the structural and recuJ.atory tools needed to

prevent future discrimination). Wholesale local service will enpnder more

resistance from the RBOCs than mere loop unbundline because it actually can

permit widespread retail service competition to develop. It is no accident that

disputes about resale have become one of the primary areas of contention in the

context of federal and state lelia1ation. Wholesale local service, far more than

unbundline, actually creates retail local competition. LECs will resist offerine it on

a non-discriminatory basis unless they have something to gain.

The only impact on the RBOCs ofheine required to offer wholesale

local service now is that they may lose direct customer control over some percentap

of their current base -- that is, they may no loncer have direct control of 100% of the

market when the interLATA restriction is lifted. But this is really a further

argument for implementation of wholesale local service as soon as possible. The

RBOCs have no "entitlement" to 100% market share, especially when every other

carrier starts with far less. A drop in their retail market share would simply

balance the startine point for full-service competition more equally (especially pven

that the RBOCs still would have nearly 100% market share for ldIQ1esale access

and local service).

CONCLUSION

Local network arranpments in the future will not be altopther,

cWferent than they are today: the incumbent local telephone company will continue

to own the predominant (Ifnot monopoly) local facilities network. The key to a

biehly competitive retail service environment -- in, spite of the incumbent's
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dominant position -- will be the structure and pricinr of the incumbent's -carrier­

to-carrier" wholesale services. And in particular, LECs must make available a

wholesale local exchanre service that other carriers can use to provide retail.
services in competition with each other and the LEC. Only such a service will

establish widespread retail local competition for all consumers, not just those in a

few dense urban areu..

Development of a competitively viable wholesale service is a critical

priority, especially if the RBOCs are to be allowed to provide interexchanp services

any time in the near future. State commjuions should becin this process now.
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