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Even in the least attractive regulatory jurisdictions, there may be some profitable
opportunities to build out facilities to reach low-cost residential subscribers. 12o The costs of
providing basic residential service vary by a factor of 15 or more. 121 It costs a Bell Companr, on
average, 6 times more to serve its sparsely populated areas than its densely populated ones.1

2

Thus, while the overall average rate for basic residential service may be 50 percent below the
overall average cost, cost itselfvaries by much more than 50 percent. As a result, the lowest
cost residential customers are already attractive competitive targets today, even if they buy basic
service alone. This is why providers of"shared tenant services" are already targeting some large
apartment buildings and condominiums. 123

Regulatory Impediments. But at present, all potential entrants to local markets also have
strong reasons not to take any steps that would unleash powerful new rivalries from the Bell
Companies. Bell Companies remain formidable potential competitors in all segments oftelecom
markets in which they do not currently compete. In the aggregate, Bell Companies earn more
money, serve more customers, and employ more workers than long-distance carriers, cable
companies, and wireless providers. 124 Table 5. Bell Companies also have excellent name
recognition among all types of customers and in all sectors of telecommunications, and strong
reputations for providing reliable service. 125

120Competitors may find other reasons to build out networks to residential subscribers, even if it costs more
than buying discounted service from incumbents. The "make or buy" decision is affected by many factors other than
price. Competitors may build, rather than buy, to gain independence, flexibility, or the opportunity to differentiate
their services, even when buying is nominally cheaper. See, e.g., B. Lyons, Specific Investment, Economies of Scale,
and the Make or Buy Decision: A Test ofTransaction Cost Theory, 26 J. Economic Behavior and Organization 431
(1995); 1. Welch and P. R. Nayak, Strategic Sourcing: A Progressive Approach to the Make or Buy Decision, 20
Engineering Management Review 58 (1992); Elh Circuit Decision at 148.

121The Hatfield Model calculates the per-line monthly cost ofproviding service for nine different density
categories. The range in costs calculated by this model is enormous; for example, while it costs SBC over $200 per
month to provide service to a customer in the remotest area ofNevada, it only costs about $13 per month to provide
service to a customer in the densest area. HatfieldModel Release 3.1.

122Monthly costs to Bell Companies for providing service in the sparsest areas ranged from $51.23 per line
(Delaware) to $204.57 (Nevada). Costs for the densest areas ranged from $10.88 (Indiana) to $14.81 (Nebraska).
HatfieldModel Release 3.1.

123Universal Service Order at ~ 236 ("In general, as more households are in multi-tenant units rather than
single-family dwellings, the amount ofcable required to serve the households decreases.").

12'1ndividual Bell Companies, like SBC, are the only companies on the horizon with revenues even
approaching AT&T's. SBC/PacTel's 1996 revenues were $24 billion, compared with AT&T's $52 billion. 1996
Annual Reports.

125H.E. Blount, Rauscher Pierce Refsnes, Ind. Rpt. No. 1777513, Telecommunications Reform: Winners &
Losers, at 5 (June 14, 1997) ("With their installed customer base and brand name recognition in local markets [the
Bell Companies] will be powerful [long-distance] competitors.").
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Table 5.

1996 Revenues Employees
($ billions) (thousands)

Bell Companies 97 460

Interexchange Carriers1 82 250

Cable Companies 30 120

Wireless 26 120

OtherCLECs 2.2 24

IAT&T, MCI, Sprint, and WorldCom.
Sources: 19% Annual Reports; Ind. Anal. Div., FCC, Trends In Telephone Service, at Table 44 (Mar. 1997); FCC Long
Distance Market Shares at Table 5; Connecticut Research 1997 Local Competition Report at 21; Donaldson, Lufkin &
Jenrette Securities Inc., Ind. Rpt. No. 1875854, Wireless Communications Industry, at 7 (Mar. 7, 1997) (DU Wireless
Report); National Cable Television Association, Cable Television Developments at 8 (Fall 19%) (estimated from 1995
data).

The single best competitive fact for their competitors is that Bell Companies are not
currently permitted to compete in the highly profitable long-distance toll markets. That
handicaps competition not only in long-distance markets, but in local markets too. Local
customers prefer to buy complete service packages, not bits and pieces. Finally, the FCC has
made clear that AT&T, MCl, and other potential competitors can keep Bell Companies caged by
competing only in the more lucrative business markets, while staying out of the less profitable
residential markets entirely.

Every potential competitor in local residential markets will quite rationally assess the
opportunities for competition not only on their economic merits, but also on their regulatory de
merit. The de-merit is the threat of freeing the Bell Companies to compete. In most markets
today, the potential profit from entering the residential side of local markets - depressed in any
event by an array of subsidies and below-cost prices - is plainly outweighed by the potential
losses entailed by any form of competition that would free Bell Companies to compete too.

For AT&T and MCl, the paramount competitive objective is to thwart Bell Company
entry into long distance. These two companies serve 84 percent of residential interexchange
access lines, and also provide most of the facilities used by another 11.4 percent of lines served
by resellers. 126 Together, they earn some $31 billion in revenues from the residential side ofthe

126FCC Long Distance Market Shares at Table 9. Sprint has been generally unsuccessful in penetrating
residential markets, while most ofthe other smaller competitors, including WorldCom, do not even offer
interexchange service to residential customers. Id at Table 10.

36

-
-
-
-
-
-
-
-
-
-
-
-
-
-

-
-
-



...

-
-
-
-
-
"""

-
-
-
-
-
-
-
-
...

-
-

interexchange market. 127 Independent analysts estimate that residential service accounts for 70
to 80 percent of interexchange profits,128 and agree that Bell Companies present the biggest
threat to those profitS. 129 The entire domestic residential market is "in theory a potential
opportunity for the [Bell Companies]." AT&T, in particular, is seen as "disproportionately
vulnerable to RBOC entry,,,130 at risk oflosing $8 billion annually to Bell Company
competitors. 131

Accordingly, both companies are doing their utmost to block Bell Company entry into the
residential long-distance markets by persuading regulators that local competition has failed. 132
They resisted signing interconnection agreements: combined, they have signed a total of only 60
agreements, even fewer than the 76 agreements signed by their much smaller rivals, TCG and
WorldCom. Figure 18. They have filed with regulators ever-expanding lists of trivial demands:
US West employees, for example, are called upon to don Velcro patches on their uniforms so as
to appear to be AT&T employees when servicing lines resold by AT&T. Table 6. Both
companies have complained endlessly that local competition is being thwarted by the nefarious
stratagems of local carriers. 133 They have moved much less aggressively than their smaller rivals
in terms of capital spending in general,134 and deploying new local switches in particular. 135
(See Figures 3 and 18).

127AT&T and MCI derive 54 percent and 33 percent oftheir long-distance revenues, respectively, from
residential services. FCC Long Distance Market Shares at Tables 6 and 10.

128D. Reingold, et al., Merrill Lynch Capital Markets, Co. Rpt. No. 2563276, AT&T, at 4 (July 8, 1997).

129See, e.g., D. Reingold, et al., Merrill Lynch Capital Markets, Ind. Rpt. No. 1905263, Long Distance, at 7,
70 (May 16, 1997) (''Merrill Lynch Long Distance Reporf').

130J. Grubman, Salomon Brothers, Telecommunications Services, Regional Bell Operating Companies 
Opportunities Ring ... While Danger Calls, at 8 (Jan. 6, 1996).

l3lD. Ackerman, Why Is AT&TAfraid to Compete?, Wall St. 1., July 3, 1997, at A10; Men-ill Lynch Long
Distance Report at 69 (discussing a presentation by AT&T Consumer Division ChiefGail McGovern).

1320n several occasions, the FCC has suggested that only AT&T, MCI, and Sprint will "count" as local
exchange competitors for the purposes of § 271. See, e.g., Statement ofReed E. Hundt, Chairman, FCC, on
Implementation ofthe Telecommunications Act of 1996, before the Subcommittee on Telecommunications and
Finance, Committee on Commerce, U.S. House ofRepresentatives, at 18-21(July 18, 1996).

13~obert E. Allen, Telecommunications Reform: Shaping Tomorrow Today, delivered to the Fuqua School
ofBusiness, Duke University, Durham, N.C., Apr. 8, 1997; Tim Price, President and CEO, MCI, The Fair Play Test:
MCl's Challenge To Local Phone Monopolies, remarks at the Economic Strategy Institute, July 15, 1997.

134Since passage ofthe Act, capital spending by other local competitors has been twice that ofAT&T and
MCl Compare 1996 Annual Reports and Second Quarter 1997 Quarterly Reports ofAT&T and MCI with 1996
Annual Reports and Second Quarter 1997 Quarterly Reports ofContinental Cablevision, Cox, Comcast, TCI,
WorldCom, TCG, Brooks Fiber, ICG, and Sprint.

mIt is not even clear how many ofAT&T's "deployed" switches have been made operational. See D.
Rohde, Bagging a Bargain, Network World, July 21, 1997, at 1.
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Table 6.

Demand Resolution

AT&T and MCI demanded that the Missouri PSC allow SBC's "The Commission finds that a decision on this issue is not
customers to "abrogate their contracts in order to accept proposals reqUired to dispose ofthe arbitration. "2

from AT&T and MCI." I

AT&T demanded that AT&T's logo be placed on BellSouth's '~t no point in 251 ofthe Act, or anywhere in the Actfor that
telephone directories.3 matter, does the issue ofdirectory covers appear. Such an issue

does not even bear a casual relationship to any ofthe exclusive
issues for negotiation (and therefore arbitration) appearing in the
Act . .. AT&T's requestfor an order directing the placement ofits
name and logo on the directory cover is rejected. "I

AT&T proposed that "repair and maintenance services provided [by "CLECs must recognize that they are in fact not employing the
U S West personnel] on behalfofAT&T be rebranded to AT&T's individuals ifthey contract with an ILEe. Any requests to rebrand
brand. to prevent customer confusion."s uniforms and vehicles by such items as Velcro patches and rolling

signs is rejected by the Commission. "6

AT&T insisted that bills or receipts given to customers for repair "It is not reasonable to dispatch a repair vehicle for the day, with
service provided by U S West personnel (on behalfof AT&T) bear instructions to use a selection from a variety ofpaperprovided
the AT&T logo.7 which wouldprovide the brandofthe particular reseller who

contractedfor service at each location. "8

AT&T demanded exemption from administrative fees for pole and "SWBTshall be allowed to charge administrative fees and shall
conduit attachments that are routinely charged to cable TV providers.9 determine rates for access to poles, conduits, ducts, and rights-of

way identical to those applied to CATVproviders. "10

AT&T demanded specific notification of"changes in terms or "AT&T can obtain reasonable notification ofthe matters it
conditions under which services are offered at retail to subscribers, requested upon US West's filing for Commission approval ofsuch
including introduction or discontinuation offeatures, functions, matters. We believe that additional notification is unnecessary
services or promotions."ll and may competitively disadvantage US West. "12

AT&T demanded that all ofBellSouth's services be provided for "[Specifically with regard to resale availability ofContract
resale in Louisiana, regardless ofwhether they are priced below Service Arrangements:] CSAs are, by definition, services provided
existing tariffed rates. 13 in lieu ofexisting tariffofferings and are, in most cases, priced

below standard tariffed rates. Requiring BellSouth to offer
already discounted CSAs for resale at wholesale prices would
create an unfair competitive advantage for AT&Tand is
rejected. "11

AT&T demanded that BellSouth be held financially responsible for "Even a casual review ofthe Act will readily disclose that the
any unbillable or uncollectible revenues due to personnel error. I

' requested contractual language governing liability for unbillable
or uncollectible revenues is not among those issues specifically
enumeratedfor negotiation and arbitration in the Act. This issue
is therefore inappropriate for arbitration, and shouldproperly be
addressed on case-by-case basis in an appropriatejudicial
forum. "16

Sources: 'Missouri Public Service Commission, Arbitration Order at 46, AT4T Communications ofthe Southwest, Inc.'s Petition to Establish an Interconnection Agreement with
Southwestmn Bell Telephone Company, Mel Te1ecommunications Corporation and Its Affiliates, Including MClmetro Access Transmission Services, Inc., for Arbitration and
Mediation ofUnresolvcd Interconnection Issues with Southwestern Bell Telephone Company, Case No. TO-97-40 and T0-97-67 (Dec. II, 1996) (AT&T andMCl Missouri
Arbitration Order). 'Ibid. 'Louisiana Public~ Commission, Order No. U-2214S at 22, Interconnection Agreement Negotiations Between AT&T Communications ofthe
South Central States, Inc., and BeIISouth Telecommunications, Inc., ofthe Umesolved Issues Regarding Cost-Based Rates for Unbundled Network Elements, Dkt. No. U-2214S
(Jan. IS, 1997)(AT&TLmdsianaArbltratlonOrder No. U-IIUS). 'Id. at 24-5. 'Arizona Corporation Commission, Opinion and Order No. 59915 at 16, Petition ofAT&T
Communications ofthe Mounlain Ststes, Inc. for Arbitration ofInterwDnection Rates, Terms, and Condi1ions with U S West Communications, Inc., DIct. Nos. U-2428-96417 and
E-I0S1-96-417 (Oct. 23, 1996)(AT&TArlzonaArbltral/<ltZOnlerNo. 599IS). 'Id. at 17. 'AT&TArizona Arbitration Order No. 59915 at 17. 'Ibid. 'AT&TandMCI Missouri
Arbitration Order at 28. IGld. at 29. IIAT&TArlzonaArbltratlon Onler No. 59915 at 22. "Ibid. "AT&TLouls/anaArbitratlon Order No. U-22145 at 3. "Id. at 4. "Id. at 10.
"Ibid.
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While these tactics mayor may not persuade regulators that local competition has failed,
they apparently have persuaded Wall Street that AT&T and MCI show little promise as
competitors in any market. The stock prices ofboth companies have fallen far behind the rest of
the market, even as the stock prices of companies like WorldCom and TCG have forged far
ahead. 136 (See Figure 18).

AT&T and MCI have the most to lose in residential long-distance markets, but
WorldCom and other players with no direct interest in that market have their own equally strong
incentives to keep Bell Companies under regulatory quarantine. The most profitable opportunity
for these companies is to sell bundled services to business customers. WorldCom uses its own
long-distance network to supply the long-distance component of the bundle~ other companies
may resell AT&T's, MCl's, or WorldCom's service and accommodate customer demand by
doing so. Their business strategy thus centers on creating bundled products that their main
rivals, the Bell Companies, are not permitted to match. A calculated strategy of competitive
failure in residential markets thus preserves a vital competitive edge in business markets. IfFord
could block General Motors from selling tires with any of its cars it would surely do so - even if
Ford competed against GM only in sales to business customers.

136As ofthe end ofOctober 1997, AT&T's and MCl's stocks were 50 and 18 percent below the Dow Jones
Industrial Average, respectively. WorldCom and TCG, on the other hand, were 23 and 125 percent above,
respectively. Quicken, http://quotes.quicken.com.BT's recent reduction ofMel's purchase price has caused MCl's
stock to tumble even further (by 17 percent, a drop in market value of$3.4 billion). Mel andBritish Telecom Cut
Merger Value by 20 Percent, to $18 Billion, Communications Daily, Aug. 25, 1997.
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Understanding the regulatory environment, and the tactical maneuvering it elicits, is thus
essential to answering the question raised at the end of Section 1: Will competitors ever arrive to
challenge local incumbents in the market for basic, residential voice service? Residential
competition is unfolding more rapidly in some states than in others. Connecticut is different
from Texas or Florida. This is partly because each state's regulatory commission adopts its own
regulatory priorities, and partly because certain anti-competitive federal policies apply to some
local phone companies and not to others.

The balance between the various regulatory factors will vary from state to state,
depending on the level at which residential prices are set, the cost of providing competitive
service, and the perceived competitive threat from the incumbent local phone company. Today,
the main obstacle to local residential competition is regulation itself.

Rebalancing Local Rates. In most U.S. jurisdictions, the defining economic fact of local
exchange competition today is that price regulation is channeling close to 100 percent of the
competition and new money into about 30 percent of the total market. AT&T, MCI, WorldCom,
and other companies are all behaving quite rationally in directing all their competitive efforts
toward the high end of the market. Any company with money to invest in new networks will
build out to business customers who currently pay $30 a month for measured service before it
builds out to residential customers who currently pay a flat-rate $17 for unlimited service.

Local rates are often set so far below cost that they make even resale competition very
difficult. Under regulatory directive, incumbent phone companies now offer lines and dial tone
service to resellers at a prescribed discount (generally 12 to 25 percent) from the already below
cost prices. But it costs AT&T an estimated $37 in marketing to sign up each new customer, and
an estimated $4 per month thereafter for billing and administrative expenses. 137 Even a 25
percent wholesale discount does not easily cover such expenses when applied to monthl~

residential rates that - even at retail - have already been pushed far below actual costs. 1
8 In

137The initial marketing cost will increase to $60-80 per customer in later years as competition tightens. S.
Comfort, et al., Morgan Stanley & Co. Inc., Co. Rpt. No. 2516924, AT&T Corp., at Table 8 (Nov. 1, 1996).

138When the new Act was signed in February 1996, AT&T immediately declared it could "almost taste" the
large market share it would soon acquire in local markets, and predicted it would win "at least a third ofthe local
market" using a resale strategy. Robert E. Allen, Former Chairman and CEO, AT&T, The 1996 Telecommunications
Bill, remarks delivered at a News Conference, Washington, D.C., Feb. 8, 1996. However, an independent analyst
quickly dismissed AT&T's goals as "implausible," pointing out that although resale is the least expensive strategy,
"[t]he economics oflocal resale simply can't yield such high market share gains." C. Arnst, Ready, Set, Devour?,
Business Week, July 8, 1996, at 118 (quoting Scott Cleland, Analyst, Washington Research Group).

41



many states, the best competitive strategy is to keep the incumbent caged, and the way to do that
is not to compete in residential markets at all.

One way to promote competition in basic, residential wireline service is therefore to
bring residential rates into closer alignment with cost, and narrow the gap between business and
residential rates. Over the past several years, California, New York, and a few other large states
have taken such steps. See Figure 11. And as a result, competitors in these states have already
begun to offer competitive local service to residential subscribers. In these states, competitors
have fmally concluded that the competitive opportunities in residential markets outweigh the
risk ofunleashing competition by the incumbent Bell Companies. In California, which has one
of the smallest residential-business disparities, competitors are providing over 180,000 resold
lines; facilities-based competition is likewise significantly advanced, with 7,600 unbundled
loops, over 100,000 interconnection trunks, and 270 physical collocation arrangements in
service. 139 Likewise, Texas, which has a residential discount well below the national mean,
especially for SBC's region, is seeing significant residential competition, with over 115,000 lines
converted to resale. Britain has pursued a similar policy, and with considerable success. 140 The
1996 Act takes some steps in that direction too: it directs the FCC to replace some implicit
subsidies with explicit ones, in connection with service to schools, hospitals, high-cost rural
areas, and the very cheap service options reserved for low-income subscribers. 141

But the federal government and most states remain committed to inexpensive, price
averaged, residential rates. There are strong social and political reasons to maintain below-cost
residential rates, and, because ofnetwork externalities, some legitimate economic justifications
too. The challenge is to prevent this policy from creating competitive gridlock: economic
conditions that deter long-distance carriers from entering local markets, and regulatory
conditions that prohibit local carriers from entering long-distance markets. Losing the benefits

139See Section l.

1'"1n 1983, British regulators set in place a price-cap plan that allowed BT to raise basic residential
subscription fees 2 percent a year beyond inflation, while lowering measured and toll rates commensurately. A Brief
History ofRecent u.K. Telecoms and OFTEL, Office ofTelecommunications, OFTEL, http://www.oftel.gov.
uk!history.htm ("OFTEL BriefHistory'). In price cap terms, BT's prices for basic services were allowed to increase
annually by an "X-factor" set 2 percentage points above the inflation rate while high-end services were reduced by an
X-factor 3 percentage points below the inflation rate from 1985 to 1989. In 1990, the X-factor increased to 4.5
percentage points and has changed every 3 years since. M. Lambert, et aI., NatWest Securities Ltd., Ind. Rpt. No.
1856381, UK Telecommunications, at 56 (Feb. 12, 1997). This gave cable operators a stronger incentive to deploy
networks, offer phone service, and undercut BT's basic rates. For example, in 1996 Bell Cablemedia cut its line
rental charges by 14 percent. Bell Cablemedia Gives "Powerful" Price Message, FinTech Telecom Markets, July 4,
1996. Competition overtook regulation as the main factor disciplining BT's prices, and in 1996, British regulators
eliminated the price cap entirely. OFTEL BriefHistory.

141The FCC recently implemented this mandate in its Universal Service Order. But this initiative affects only
a small minority ofsubscribers.
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ofcompetition in both local and long-distance residential markets should not be the hidden price
consumers pay for affordable residential service.

Unleashing Competition to Provide Bundled Service. Ifone component ofresidential
service is to remain heavily subsidized, as it undoubtedly will in most states, competitors must
be motivated to bundle that component with a broader package ofmore profitable services. If
they aren't, they will probably never offer the subsidized component at all.

As noted at the end of Section 2, many consumers will buy bundled services if they can. The
demand is there; the consumer preferences are strong. As soon as one vendor begins offering
fully bundled local and long-distance service in any major market. other vendors will have to
follow. They will have no choice.

To promote competition effectively, regulators must therefore articulate the right regulatory
objective. Not "local residential competition," but rather "residential competition" - the whole
bundle, local, local toll, long-distance, and other vertical services. The former objective cannot
be achieved without significantly re-balancing local rates. The latter can.

Only the local incumbent, which already sells the least profitable piece of the package,
has a clear incentive to sell the entire bundle the moment it's allowed to. These companies are
already providing the most expensive, least profitable component ofthe bundle - local service
itself. Adding on more profitable vertical services is obviously an attractive business
proposition. The local carrier's incentive to bundle up into profitable markets is strong. The
incentive to bundle down into unprofitable markets is weak. Worse than weak: there is no
incentive at all ifbundling down will unleash your most serious rival.

In these circumstances, the only way to get competition started is simply to let the
bundling begin. Ofcourse, local phone companies will try to bundle first, if they can: they have
much to gain by doing so, and nothing to lose. But insisting that they start second only
guarantees that no one will start at all. Only by allowing local phone companies to go first will
regulators impel others to beat them to it. AT&T, MCI, and other long-distance carriers have no
incentive at all to be first. But they do have a strong incentive not to be second or third. The
moment it becomes clear that a first player is coming, long-distance carriers and others will
make sure they are not left behind. At the very least, they will quickly begin packaging what
they already sell with local loop and dial tone supplied to them by local carriers at discount rates.

This idea is not just theoretical. It has been tried, and it works.

The Connecticut Experience. Connecticut would not appear to be the nation-leading
target for competition. Much ofthe southern part of the state is a residential suburb ofNew
York City; business customers in the region are overwhelmingly located on the New York side
ofthe border. As in most other states, residential rates are well below business rates - the
discount in Connecticut is about 62 percent. Connecticut features a cluster ofmedium-sized
cities - five between 100,000 and 140,000, ranking from 137th to 184th in size nationwide - but
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has no major city to draw competitive attention. 142 Even Hartford, the second largest city in the
state and primary business center, ranks only 143rd in population nationwide.

Nevertheless, Connecticut was one ofthe first states targeted by major carriers for local
competition. Four months before passage ofthe 1996 Act, AT&T announced that it would start
with Connecticut when it entered local markets. 143 AT&T ultimately entered California
residential markets a few months earlier, but Connecticut came second, in March 1997,144 just
four months later.145 For its part, MCI included Hartford on its list of 31 initial targets for local
entry~ Hartford tied as the smallest market (by far) on MCl's list. 146 MCI has rapidly expanded
its Connecticut network, has offered local business service on its own facilities since May
1996,147 and says it will offer residential service in 1998.148

Connecticut has proved equally attractive to cable, wireless, and other local competitors.
In October 1996, Tel, the state's dominant cable operator, chose Hartford as its first U.S.
locality in which to offer advanced digital telephone, cable, and Internet access services,
including its People Link local phone service, ALL TV digital video service, and @Home high
speed Internet access. 149 TCI announced plans for a $300 million structural upgrade in its
Hartford network in 1995.150 Since 1995, however, TCI virtually stopped upgrading its systems

142Bureau ofthe Census, County and City Data Book 1994 at 698 (12th ed. 1994). The five largest cities in
Connecticut are Bridgeport (137,020), Hartford (131,995), New Haven (123, 966), Stamford (107,590), and
Waterbury (106,904).

143AT&T Press Release, AT&Tto Offer Local Phone Service, Starting in Connecticut, Oct. 26, 1995.

144S. Higgins, AT&TGoes Local With Service Today, New Haven Register, Mar. 1, 1997, at AI. AT&T
was unable to enter the Connecticut market until it completed interconnection negotiations and arbitration over resale
rates. These concluded in December 1996. Decision, Application of AT&T Communications ofNew England, Inc.
for Arbitration Under the Telecommunications Act of 1996, Dkt No. 96-08-08 (Conn. DPUC Dec. 4, 1996).

145AT&T rolled out local service in California in December 1996. M. Rosenberg, Breaking the Lock,
Kansas City Star, Feb. 20, 1997, at BI. AT&T began offering local service in Michigan and Dlinois a few weeks after
it rolled out service in Connecticut, in Texas in July 1997, and in Georgia in September 1997.

14lMCl, MCl Local Service: Service Availability, http://www.mci.comJaboutus/productsllocal/
textavail.shtml (MCl target markets); Rand McNally, 1993 Commercial Atlas & Marketing Guide 60 (1994)
(population ofMetropolitan Statistical Areas). The Hartford MSA is almost exactly the same size as the Raleigh
DurhamMSA

147K, Donnelly, Mel Celebrates the Anniversary ofConnecticut Local Telecommunications, Business Times
- New Haven Connecticut, May 1997, at 1 (since it lit up Hartford network, MCl has "expanded throughout the
area, a radius oftwenty to twenty-five miles").

14Sw. Hathaway, AT&T is Warned After Call to State Regulator, Hartford Courant, Apr. 3, 1997, at FI.

149TCI Rolls Out Digitally in IL, CA, Media Daily, Feb. 10, 1997.

15~. Keveney, TCI Service to Expand Next Month, Hartford Courant, Dec. 20, 1995, at A3.
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in all but two other cities. 151 In June 1997, TCI raised its cable rates an average of6.5 percent
almost everywhere in the country - except Connecticut.152 Cablevision began offering 45
percent discounts to Fairfield customers in May 1997.153 Connecticut Telephone, a cellular
reseller, began offering a bundle of resold local and long-distance service to business and
residential customers statewide in 1996.154 At least 19 other competitors - including major
players Brooks Fiber, Cable & Wireless, MFS, Sprint, and Teleport - have been certified by the
DPUC to offer local exchange service. 155 Figure 19.

Figure 19. Connecticut Local and Long-Distance Competition
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inten.......1. dittouat
and UNB tate,.

0".l995 ·AT&T
11UlooaCI. pi... to
enter Co.......ene.t tint.

1995

Apr. 1994· SNET off.rlloD.
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1994

-
-

AUI. 1996. SNET p.....
25 perc••t lon.·di.tance
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-
-
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to Connecticut c.ltom Ifl.

lulle 1996 • SNET orrin S1'
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J5 puce.t lOIl.·di,tlll".
market Iharl.

Apr. 1997 - MCI offer. ~ centll
p'Nninot. in-Itihi toll caUing.
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-
-
-
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What made Connecticut so fortunate? It is the only state in the continental United States
whose main phone company - Southern New England Telephone (SNET)156 - is permitted to

151TC1 upgraded networks in two other markets, Fremont, California, and Arlington Heights, lllinois, as it
was upgrading Hartford. It rolled out telephony and digital video services in February 1997. TCI Rolls Out Digitally
in IL, CA, Media Daily, Feb. 10, 1997.

152p. Colman, TCI Rate Hikes Run Gamut, Broadcasting & Cable, June 2, 1997, at 68.

153S. Higgins, SNET Cable TV Service Expands Into Third City, New Haven Register, July 3, 1997, at C12.

15~. Haar, Making the Right Call, Hartford Courant, Apr. 14, 1997, at 10.

155AT&TandMCI Appeal Conn. Decision to Allow SNET to Operate as CLEC, Comm. Daily, Aug. 14,
1997; D. Haar and W. Hathaway, Optionsfor Phone Users Could Be Slow to Emerge, Hartford Courant, June 7,
1997, at AI. These companies are currently providing only business services.

156SNET serves 97 percent ofConnecticut access lines. Bell Atlantic - New York (formerly New York
Telephone) serves around 38,000 access lines in Greenwich; Woodbury Telephone serves approximately 17,000
customers in the Woodbury area. Decision, DPUC Review ofTelecommunications Policies, Dkt No. 91-10-06
(Conn. DPUC July 7, 1993).
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offer complete bundles of service to residential customers. SNET began offering such a bundle
to Connecticut customers in April 1994.157 At the time, AT&T provided about 85 percent of the
residential long-distance services in the state~ IS8 SNET immediately undercut AT&T by an
average of 17 percent.159 Figure 20. SNET steadily gained, and AT&T steadily lost, long
distance market share in the state.160 By February 1997, SNET was providing lon~-distance
service to about 35 percent of access lines - mainly residential lines - in the state. 61 Provider
concentration in the Connecticut long-distance market dropped sharply. Figure 21.

-

-
-

Figure 20. Connecticut Long Distance Rates
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IS7S. Jackson, A Telecom Yankee Defends Its Turf, Business Week, Oct. 28, 1996, at 167; SNET Introduces
"Equal Access" Technology and Welcomes Long Distance Phone Competition to Connecticut, Middlesex Magazine
& Business Review, Nov. 1995, at 75.

158MCI and Sprint had garnered just 8.4 and 2.4 percent market shares, respectively. FCC Long Distance
Market Shares at Table 9 (July 1997).

IS9SNET prices averaged a 24 percent discount below AT&T's standard rates, and a 10.6 percent discount
below AT&T's discount plans. Declaration ofProfessor Jerry A. Hausman at 11-12, attached to Application by
BellSouth for Provision ofIn-Region InterLATA Services in South Carolina (F.C.C. filed Sept. 30, 1997).
("Hausman Dec!'"). The weekend rate is 23 percent lower. Even AT&T's 1997 price cuts and one-rate plans were
matched and bettered by SNET. Ibid

160ay the end of 1995, SNET provided long distance to 10 percent of Connecticut access lines. K.M. Leon,
et al., Lehman Brothers, Inc., Ind. Rpt. No. 1660743, Telecommunications Services, at 62 (Nov. 9, 1995). By
August 1996 that share had risen to 25 percent. D. Reingold, et al., Merrill Lynch Capital Markets, Ind. Rpt. No.
1773310, Telecom Services, RBOCs & GTE (Aug. 9, 1996). These share gains were at the expense of AT&T,
whose share dropped to 45 percent. FCC Long Distance Market Shares at Table 9 (July 1997).

161D. Reingold, et al., Merrill Lynch Capital Markets, Ind. Rpt. No. 1864862, Telecom Services, RBOCs &
GTE (Feb. 19, 1997). SNET has been particularly successful in attracting residential customers; its share of revenues
is 20 percent, its share ofcustomers is 30 percent. See S. Jackson, A Telecom Yankee Defends its Turf, Business
Week, Oct. 28, 1996, at 167.
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Figure 11. Connecticut Residential Long Distance Market Share
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Unable to block SNET in the regulatory arena, AT&T and MCI simply had to respond in
the marketplace, and that is exactly what they did. As one Connecticut newspaper reported,
"AT&T chose Connecticut for its first major thrust in part because SNET has been so aggressive
in going after AT&T's long-distance customers.,,162 TCI and Cablevision were spurred to
compete in just the same way163 by the deregulation of SNET,164 followed by SNET's aggressive
entry into their markets. 165

-
According to some accepted wisdom, long-distance markets are already highly

competitive. The Connecticut experience establishes otherwise. Residential subscribers in

-
-

-
-
-
-

162S. Higgins, AT&T Goes Local with Service Today, New Haven Register, Mar. 1, 1997, at Al (citing
unnamed analysts).

163According to a TCI spokesman, Hartford was chosen for the network upgrade because of SNET's likely
entry into cable. B. Keveney, TCI Service to Expand Next Month, Hartford Courant, Dec. 20, 1995, at A3 (quoting
Matt Fleury, TCI spokesman). TCI offered its advanced services in Hartford just one month after SNET had
received permission from the state to compete with TCI. TCI Rolls Out Digitally in IL, CA, Media Daily, Feb. 10,
1997. TCI did not raise rates in Connecticut due to SNET's presence. P. Colman, TCI Rate Hikes Run Gamut,
Broadcasting & Cable, June 2, 1997, at 68 ("In virtually all ofits Connecticut systems ... TCI has decided to hold
offon rate increases for the time being. The primary reason: competition."). Cablevision cut its rates soon after
SNET entered its Fairfield franchise. S. Higgins, SNET Cable TV Service Expands Into Third City, New Haven
Register, July 3, 1997, at C12.

164In September 1996, Connecticut regulators granted SNET a statewide cable franchise over the objections
of incumbent cable operators. Decision, Application ofSNET Personal Vision, Inc. for a Certificate ofPublic
Convenience and Necessity to Provide Community Antenna Television Service, Dkt No. %-01-24 (Conn. DPUC
Sept. 25, 19%). '

165In 1994, SNET undertook an effort to upgrade to a hybrid fiber-coax network, and began testing video
services in West Hartford in 1995. SNET's Listfield Says Value is Key for Telco Going Into Cable Biz, Telco
Business Report, June 3, 1996. SNET first offered cable service in Farmington in March 1997, and added two other
cities by July, with plans to add 25 more within two years. S. Higgins, SNET Cable TV Service Expands Into Third
City, New Haven Register, July 3, 1997, at C12; W. Hathaway, SNET Expanding Competition for Cable
Subscribers, Hartford Courant, July 3, 1997, at Fl.

-
-
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Connecticut gained even more in long-distance markets than in any other. In April 1996, AT&T
petitioned the FCC to be able to reduce its long-distance rates in Connecticut alone. AT&T had
to do this, the company argued, to respond to "the rapidly emerging competition from SNET in
Connecticut.,,166 MCI asked for permission to reduce rates charged to Connecticut customers as
well, "to address special competitive situations.,,167 Perhaps the FCC feared that the success of
competition in Connecticut would expose the failure of federal regulatory policy elsewhere. In
any event, the Commission denied both requests,168 insisting that AT&T and MCI must offer the
same prices nationwide. 169 AT&T, followed by MCI, quickly worked its way around this ruling,
however, by offering extremely low in-state toll rates (5 cents a minute) to Connecticut
customers who signed up as AT&T customers for all their long-distance services. l7O One day
after AT&T cut in-state toll rates, SNET responded with a per-second billing plan - another
effectiveRrice cut, in an industry that normally bills calls by the minute, and always rounds
upward.1 1

166AT&T Corp.'s Petition for Reconsideration at 2, Policy and Rules Concerning the Interstate,
Interex.change Marketplace, CC Dkt. No. 96-61 (F.C.C. filed Sept. 16, 1996).

167MCI Comments at 32, Policy and Rules Concerning the Interstate, Interexchange Marketplace, CC Dkt.
No. 96-61 (F.C.C. filed Apr. 19, 1996).

168Report and Order, Policy and Rules Concerning the Interstate, Interexchange Marketplace, 11 FCC Red
9564 (1996). AT&T's petition for reconsideration is still pending. AT&T Corp.'s Petition for Reconsideration,
Policy and Rules Concerning the Interstate, Interexchange Marketplace, CC Dkt. No. 96-61 (F.C.C. filed Sept. 16,
1996).

16947 U.S.C. § 254(g); Report and Order, Policy and Rules Concerning the Interstate, Interexchange
Market, 11 FCC Rcd 9564 (1996).

17°AT&T Press Release, AT&T Ofjers New Low PriceforCallingin Connecticut, May 16,1996. AT&T
offered flat-rate discount in-state toll as a way to combat SNET's lower interstate rates. See W. Hathaway, AT&T
Making New Rate Offer in Connecticut, Hartford Courant, May 17, 1996, at Fl. MCI has offered a similar reduction
in toll rates since April 1997. MCI Press Release, MCI Launches Campaign to Save Connecticut Customers $17
Million With Lower In-State LongDistance Telephone Bills, PR Newswire, Apr. 15, 1997. AT&T has also offered
$75 coupons to customers in response to SNET's competitive pressure. R.C. Toole, et al., Merrill Lynch Capital
Markets, Ind. Rpt. No. 1773825, Telecommunications Services, at 1 (Aug. 12, 1996).

17lR.C. Toole, et al., Merrill Lynch Capital Markets, Ind. Rpt. No. 1773825, Telecommunications Services,
at 1 (Aug. 12, 1996).
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Connecticut's gains in long-distance markets came as little surprise to those who study
the record in other markets. The 1996 Act frees Bell Companies to enter long distance in
wireless markets. SBC, BellSouth, and other Bell Company cellular affiliates immediately
began to offer flat-rate long distance at around 20 cents per minute, often with additional
discounts for off-peak calls. 172 Non-Bell cellular carriers responded quickly with steep cutS. 173

Overall, the long-distance cellular market is now much less concentrated than before Bell
Companies were permitted to enter. 174 Similarly, in the two interLATA corridors where Bell
Atlantic is allowed to compete, Bell Atlantic offers customers rates 30 to 40 percent below
AT&T's, and has a market share of about 20 percent. 175 Figure 22.

Figure 22. Wireless and Corridor Long Distance Rates
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As noted, local competition is developing faster in Connecticut than in almost any other
state, and residential subscribers in Connecticut already benefit from it. But heightened
competition in long-distance markets alone has enriched Connecticut residential consumers by

172US West Cellular Launches National Long-Distance Service, Business Wire, Apr. 2, 1996. Ameritech's
flat-rate prices vary from 16 to 24 cents per minute, depending on usage plans. T. Greene and D. Rohde, Flurry oj
Activity Follows the SigningojNew Telecom Law, Network World, Feb. 19, 1996, at 12. BellSouth's PCS service
charges a flat 20 cents per minute 24 hours a day. BellSouth Mobility DCS, Calling Outside Your Local Area, May
21, 1997, http://www.bellsouthdcs.com/raleighpricing.html.

I73AT&T Wireless reduced long-distance rates for a nine-state area in the western United States. 1.
Rebchook, AT&TMakes Long Distance Roaming Cheaper, Rocky Mountain News, July 18, 1997, at 16B.

174AT&T had as much as 80 percent ofthe cellular interexchange market for SBC's customers before the
Act passed. SBC had acquired a 10 percent market share by October 1996, and 55 percent ofthe market by mid
1997. SBC Press Release, SBC Communications Earnings Up 11.0 Percent Record Third-Quarter Revenues and
Operating Cash Flaw, PR Newswire, Oct. 17, 1996; SBC Press Release, SBC Announces Second-Quarter Results;
Strong Growth in Wireless Customers, Business Access Lines, July 31, 1997.

175AT&T concedes that Bell Atlantic's rates are as much as one-third lower than AT&T's and credits Bell
Atlantic's widespread marketing of"savings over AT&T basic rates" for Bell Atlantic's market share gains. AT&T
Petition for Waiver of Section 64.1701 ofthe Commission's Rules at Att. A, CC Dkt. No. 96-26 (F.C.C. filed Oct.
23, 1996).
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an estimated $40 million a year - about $7 per monthI76 for households that sign up for SNET's
cut-rate service. By comparison, residential local service in Connecticut averages about $18 per
month. 177 The important lesson is that the competitive gains in both residential and long
distance markets resulted from a single regulatory policy: Let competitors compete.

If competition can save $7 a month for residential consumers in Connecticut, it can save
comparable amounts for consumers in Texas and Florida, too. MIT's Professor Jerry Hausman
estimates that extendin~comparable policies nationwide would yield consumer welfare benefits
of $7 billion per year. 17 Californians would gain $900 million a year, or over $7 per residential
consumer per month. Texans would gain $400 million, or just under $7 per line per month;
residential subscribers in Florida would gain over $350 million per year - also about $7 per
month. 179 These benefits would be enjoyed by residential customers indefinitely into the
future. ISO Figure 23.

176Ifthe interexchange carriers had been able to match SNET's rates statewide, the consumer welfare gain
would have been about $120 million statewide, or $7 per month for~ household in Connecticut.

177FCC Reference Book at App. 2.

178Hausman Dec/. at 14-15. These benefits take two forms: the first is the direct savings to consumers of
lower prices for long distance; the second is the savings that would be enjoyed on the additional long-distance service
purchased by consumers due to lower prices. Dr. Hausman calculates the direct savings at $6.2 billion per year, and
the benefits from additional long distance usage at $406 million per year. Id. at 14.

179This calculation applies Professor Hausman's methodology for calculating consumer welfare gains, see id.
at 14, using an estimate for the size ofthe long-distance market in each state derived from FCC statistics. FCC,
Preliminary Statistics ofCommunications Common Carriers (July 1997) at Tables 1.4, 2.6 (average revenue per
interexchange minute), Tables 2.3,2.5 (Bell Company residential lines per state); FCC, Long Distance Market Shares
at Tables 9, 11 (July 1997) (interexchange minutes per residential line per state).

180pigure 23 shows the five-year net present value ofthese gains, using a conservative 5 percent discount
rate.
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Figure 23. Consumer Welfare Gains from
Bell Company In-Region Long-Distance Entry
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UK. Experience. While competition is stalled in many residential local markets in the
United States, it is booming in the United Kingdom. The contrast is instructive.

In July 1992, after a decade of deregulatory development, Britain authorized cable
operators to provide competitive telephone service over their networks. lSI Interconnection rules
had been put in place some years earlier. 182

-
-
-
-
-

-

Today, five years later, the UK. has over 20 facilities-based competitors offering local
service at prices equal to, or in most cases below, British Telecom's rates. IS3 SBC, US West,
and other Bell Companies have formed business alliances with UK. cable companies and other
competitors. Nearly 40 percent ofUK. households now have the option to purchase cable
telephony; that figure is projected to rise to 75 percent by 2002. 184 Fully one-quarter ofthe
households that can subscribe to competitive local service opt to do SO.185 Figure 24. More

1810FTEL BriefHistory.

1820FTEL set the terms of interconnection for BT's and Mercury's networks in October 1985. Ibid

183Applications and Notification, Volume One, at 33, The Merger ofMCI Communications Corporation and
British Telecommunications plc (F.C.C. Dec. 2, 1996) ("BTIMCI Merger Application"). BT's evenitlg and nighttime
rate in 1995 of1.6 pence per minute was the same as MFS's daytime rate of 1.6, and higher than NYNEX's rate of
1.2. Ibid.

18'-Opposition and Reply ofBritish Telecom and MCI at 14, The Merger ofMCI Communications
Corporation and British Telecommunications pIc, Dkt. No. 96-245 (F.C.C. filed Feb. 24, 1997).

185Independent Television Commission, ITC Cable Statistics, http://www.cable.co.uk (7 percent ofall
residential lines are cable-based); International Telecommunications Union, World Telecommunications Development

-
51

-



customers subscribe to cable telephony than to cable video services;186 telephone service
generates more than half ofcable operator revenues. Approximately 60,000 residential
customers per month are switching from BT to the cable companies, resulting in negative growth
for BT residential lines. 187 Competing carriers that target large businesses have captured 25
percent of the lines and 40 percent of the total telephone service expenditures of those
customers. 1S8 The average UK. phone bill- business and residential- dropped almost in half,
in real terms, between 1991 and 1997.189 BT has responded to competition by cutting costs and
introducing innovative new pricing plans. 190 According to MCI, "[c]ompetition in u.K. local
markets today significantly exceeds the level in the US. or in any other country:,191

Figure 24. Competitive Growtll in the UK Residential Market
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SOlmlCO: Indopondonl Te1ovillion Commill.ion, rrc Cable StatilltiOl, hllp://www.oab1e.oo.ukInewlolall/ito8ug96.htm; M. Lembert, el 01., NeIWeol
Seouritieo Ltd., Inc!. Rpt. No. 1856381, U.K. Teleoommunioationl, 81 54 (Feb. 12, 1997) CNatWu/ Secur;/;u Rsport); M F8gan, G01I8mm,"/ Baab £:13b"
BT-MelDeal, Evening Standerd (London), Feb. 27, 1997, 8135.

All of this has occurred under a regulatory regime very different from our own. UK.

Report, 1995 (number ofU.K. households); M. Fagan, Government Backs £13bn BT-MCI Deal. Evening Standard
(London), Feb. 26, 1997, at 35 (10 percent ofall nationwide exchange lines are provided by BT competitors).

186S. Pritchard, Should You Get in Touch with Cable?; BTIs Facing Some Strong Competition, The
Independent (London), Mar. 9, 1997, at 20.

187BTIMCIMerger Application at 26-27.

188Id at 25. "Large customer" is defined as a customer site with 20 or more access lines. Total expenditure
is the sum of the charges for access lines plus local, national, and international calls.

189C. Godsmark, BTResidential Customers Lose Despite Competition. The Independent (London), June 6,
1997, at 23.

190J. Ivison, Scottish Challenge to BT, The Scotsman, Mar. 28, 1997, at 25. See also, S. Pritchard, Should
You Get in Touch with Cable?; BTIs Facing Some Strong Competition, The Independent (London), Mar. 9, 1997, at
20 (two ofBT's discount plans, Premierline for high-spending customers and Light User Scheme for low-usage
customers, have narrowed the cable pricing gap).

191BTIMCI Merger Application at 24.
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competitors interconnect with BT's network at prices ultimately determined by OFTEL, the
British counterpart to the FCC. OFTEL makes no attempt to push prices down to long run
incremental cost~ BT recovers both its fixed and its variable costs. 192 Nor is BT required to sell
its local services to competitors at wholesale rates, and OFTEL expressly declined to require BT
to provide access to elements of its local networks on an unbundled basis. 193 Regulations on
toll-call dialing parity are also much less demanding than in the United States.194 Table 7. In a
recent filing with the FCC, MCI nevertheless declared that the U.K. has "fully opened its
telecommunications business to effective competition.,,195 As competition has developed,
British regulators have deregulated. Price regulation has been eliminated entirely from business
and high-usage residential markets. 1% The proportion ofBT's revenues under direct regulation
has fallen from 65 percent to around 25 percent. 197

Table 7. Regulation: U.S. V5. U.K.

Requirement US UK

Resale Yes l N02

Unbundling Yes3 N04

TELRIC Yes5 N06

Dialing parity Yes7 N08

Separate long-distance affiliate Yes9 No

Sources: 147 U.S.C. §§ 251(b)(1), (c)(4). 2Id; British Telecommunications, Fonn 20-F, at 12,17 (S.E.C. July 5,1996);
OFrEL, Promoting Competition in Services Over Telecommunications Networks' 4.12. 347 U.S.C. §§
251(c)(2), (3), (6). 40FTEL Statement at ~ 41; BT License ~ 13. I(a). 547 U.S.C. § 252(d)(I); First Report and Order ~
29, Implementation ofthe Local Competition Provisions in the Telecommunications Act of 1996, CC Dkt. No. 96-98
(FCC Aug. 8, 19%). "BTResponse to OFTEL's Effective Competition: Framework for Action - Ch. 2 mr 6-12 (Oct.
1995); see also Pricing ofTelecommunications Services from 1997: OFTEL's Proposals for Price Control and Fair
Trading mr 4.56- 4.59 (1996). 747 U.S.C. §§ 251(b)(3), 271(e)(2). SOFI'EL Statement at mr 9, 23,36-37. !>Pirst Report
and Order and Further Notice ofProposed Rulemaking, Implementation of the Non-Accounting Safeguards of Sections
271 and 272 ofthe Communications Act of 1934, as Amended, FCC 96-489, CC DktNo. 96-149, at~ 15 (reI. Dec. 23,
1996).

192British Telecommunications, Form 20-F, at 12, 17 (S.E.C. July 5, 1996); see a/so BT Response to
OFTEL's Effective Competition: Framework for Action - Ch. 21M!6-12, (Oct. 1995); Pricing ofTelecommunications
Services from 1997: OFTEL's Proposals for Price Control and Fair Trading ~ 4.56-4.59 (1996).

1935tatement Issued by the Director General ofTelecommunications, OFTEL's Policy on Indirect Access,
Equal Access and Direct Connection to the Access Network at 1M! 41-47 (July 1996).

1947d
~I • at 1M! 9,23, 36-37.

195Opposition and Reply ofBritish Telecom and MCI at 14, The Merger ofMCI Communications
Corporation and British Telecommunications pic, Diet. No. 96-245 (F.C.C. filed Feb. 24, 1997).

196NatWest Securities Report at 5.

197Ibid.

53



Local Competition in Perspective. Promoting competition in the provision ofbasic voice
service to residential markets is an important policy objective. But less important than it may at
first appear. Local telephony remains strictly regulated - at both the state level, where retail
prices and service are closely regulated, and at the federal level, where wholesale prices and
competitor access are regulated. Rates charged by local phone companies will remain regulated
so long as local phone companies retain high market shares in residential markets. Even if
regulation itself is what maintains those market shares by keeping price well below cost. No
amount ofcompetition can spur any provider to deliver service cheaper than that. 198

When a market is so closely regulated, the benefits ofnew competition are sharply
diminished. 199 Ifnew entrants rely on resale, rather than their own facilities, to compete in local
markets, the consumer benefits of competition are lower still. Resale alone has little market
disciplining effect because a reseller competes only for the "marketing" slice ofthe overall
service cost - the 20 percent or so gap between retail and wholesale. The potential for cost
reduction or service enhancement is accordingly limited.2oo In Connecticut, where AT&T resells
SNET local service, its monthly rate is 25 cents lower than SNET's.201 By contrast, SNET's
price cuts in long-distance markets saved consumers about $7 per month. As Professor Hausman
concluded, "the consumer welfare gains from increased competition in long distance will more
than outweigh the incremental gain from the last step to regulatory perfection that the
Commission[] ... demands. ,,202

The worse the economic prospects of local competition, the more important it is to get
the regulatory priorities straight. GTE and Sprint, for example, provide local service to about 18

198COurtS have recognized that, where regulation accomplishes the pricing constraints usually driven by
competition, there is less concern that a lack ofadditional competitors "would or could have any effect upon prices in
the market or otherwise deprive purchasers or consumers ofthe benefits they derive from free competition."
Redwing Carriers, Inc. v. McKenzie Tank Lines, 443 F. Supp. 639, 641 (N.D. Fla. 1977), afj'd. 594 F.2d 114 (5th
Cir. 1979); see also Letter from James R. Young, Bell Atlantic, to Joel Klein, Acting Assistant Attorney General,
Antitrust, at 7-8 (Jan. 16, 1997).

1995ee, e.g., Town of Concord v. Boston Edison Co., 915 F.2d 17 (1st Cir. 1990), cert. denied, 499 U.S.
931 (1991); Kartell v. Blue Shield ofMassachusetts, Inc., 749 F.2d 922 (1st Cir. 1984), cert. denied, 471 U.S. 1029
(1985).

2°OThe 1996 Act makes resale a particularly unlikely tool for forcing an incumbent phone carrier to lower its
prices. Under section 251, wholesale price is a fixed percentage ofretail price, and therefore the incumbent has no
competitive advantage to gain by lowering retail price. 47 U.S.C. § 251; First Report and Order at ~ 32,
Implementation ofthe Local Competition Provisions in the Telecommunications Act of 1996, CC Dkt. No. 96-98
(F.C.C. Aug. 8, 1996).

WID. Haar, AT&T to Begin Basic Service in State March 1, Hartford Courant, Feb. 15, 1997, at AI. AT&T
offers its customers a single bill for local, local toll, and long-distance, but does not offer a discount on the bundle.

202Hausman Decl. at 18.
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million and 7 million customers respectivell03
- but almost entirely in rural areas/04 where

costs are highest, and where residential service is typically subsidized the most. Regulators have
repeatedly recognized that local competition will arrive in such areas last, if it ever arrives at all.
Table 8.

Table 8. Competitive Prospects For Rural Areas

"(l)t is unlikely that there will be competition in a significant number ofrural, insular, or high cost
areas in the nearfuture. "1 (FCC, 1996)

"In certain (most likely rural) markets, it is possible that . .. entry will not be forthcoming in the
foreseeable future. "2 (Joel Klein, DOl, 1997)

"Competition . .. may never develop in certain remote, rural, low-density areas. "3 (Missouri PSC,
1996)

"It is far from clear that substantial local competition will develop for rural or suburban
customers. "4 (Competitive Telecommunications Association, 1994)

"[R]ural [areas] will not see competition at a local level "5 (Washington Citizens Action, 1997)

Sources: 1Universal Service Order at , 324. 2Joel Klein, Acting Chief ofDOJ Antitrust Division, quoted in Bums Lifts
Hold On OOJAntitrust Nomination, Communications Today, June 13, 1997.~ Testimony ofMartha S. Hogerty,
Missouri Public Counsel, before the Senate Committee on Commerce, Science and Transportation on the Implementation of
the Telecommunications Act of 19%, June 18, 19%. "opposition ofCompetitive Telecommunications Association at 7-8,
United States v. Western Elec. Co., No. 82-0192 (filed Nov. 16, 1994). 5C. Flash, Communications Cafeteria; Analysts
Bracefor "Wild" Time As Telecommunications Deregulation Generates Choices That Can Boggle the Minds of
Consumers, News Tribune, Jan. 5,1997, atF-l.

Fortunately for many ofthese customers, however, the 1996 Telecom Act freed GTE to
bundle long-distance with local exchange service.205 GTE began doing so in March 1996, about
two years after SNET?06 GTE immediately undercut AT&T by 14 to 35 percent.207 After one
year of service, GTE has already signed up one million mainly residential customers, or just over
5 percent of subscribers in its service areas.208 Professor Hausman estimates the consumer

203FCC, Preliminary Statistics ofCommunications Common Carriers, at Table 2.10 (June 1997).

204See, e.g., G.W. Woodlief: et al., Prudential Securities, Co. Rpt. No. 2539125, GTE, at 2 (Mar. 10, 1997),
("About 90 percent ofGTE's core local telephone properties are located in rural or suburban territories."); B. Bath,
et al., Lehman Brothers, Co. Rpt. No. 1719853, Sprint, at 2 (Mar. 27, 1996) (noting the "rural and suburban nature
of Sprint's local telcos")

205Telecommunications Act of 1996 at § 601(a)(2).

206GTE Brings Affordable Long-Distance Calling to Consumers with Lawest Per-minute Flat Rate ofAll
Major Long-Distance Carriers, Edge, Jan. 20, 1997.

207Professor Hausman estimated that GTE's residential rates, on average, were 17 percent lower than
AT&T's. Hausman Decl. at 16.

20~.J. BaIhoff, et al., Legg Mason Wood Walker, Inc., Co. Rpt. No. 1915715, AT&T, at 2 (June 2, 1997).
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welfare gains to the United States from nationwide residential long-distance competition on this
scale would again be in the $7 billion range annually, or $5 per customer per month.

Sprint has the same freedom to compete, but different incentives. Unlike GTE, Sprint is
also a national long-distance provider, with 5 million presubscribed residential customers209 and
$2.5 billion in residential long-distance revenue. Over 80 percent ofthat business comes from
customers who buy their local phone service from Bell Companies. Signing an additional 20
percent of its own local customers for Sprint long-distance service would add roughly 1.4
million new Sprint customers,210 but losing 30 percent of existing Sprint customers to Bell
Company long-distance competitors in Bell regions would subtract somewhat more. Keeping
the Bells caged therefore remains the best competitive strategy for Sprint. Particularly because
the 1996 Act prohibits Sprint from bundling or jointly marketing interexchange service and
resold local service in most Bell Company regions until the Bell Company itselfwins the right to
market similar bundles.211

Experience from Connecticut, the UK., and the GTE territories unambiguously supports
the same conclusion. The important challenge for policy makers is not how to promote
competition to provide the single component of residential service that is already ubiquitous and
artificially cheap. It is to promote competition in the entire bundle of services that residential
consumers buy. Over the longer tenn, the objective must be to promote new investment in
advanced services, and to make sure that the investment is not channeled only to the many
profitable peaks ofthe market, and away from the one unprofitable valley.

209Sprint has 5 percent ofpresubscribed residential access lines nationwide. FCC Long Distance Market
Shares at Table 9 (July 1997).

210Sprint already provides long distance to about 10 percent ofits local customers. PNR Associates, Call
Detail database (1996).

21147 U.S.C. § 271(e)(I).
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5. PROMOTING NEW INVESTMENT IN BROADBAND SERVICES

The benefits to be gained from new investment in telecom infrastructure, both local and
long distance, have never been greater. The Internet is the most important development in mass

- communications of our times. It is a major driver of economic growth in the United States212

and around the globe.213

- Demand for bandwidth is rising very rapidly. The Internet had 19 million host computers
in July 1997, over 20 times the number five years earlier.214 The number of Internet Service
Providers (ISPs) in the United States doubled in 1995 alone.215 The Net serves an estimated 51

- million U.S. subscribers today,216 double what it served a year ago.217 According to WorldCom,
demand for bandwidth is doubling every 3~ months.218 Figure 25.

- Figure 2S. Growth of Internet Host Serven
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212Comments of the United States Internet Providers Association at i, Usage ofthe Public Switched
Network by Information Service and Internet Access Providers, CC Dkt. No. 96-263 (F.C.C. filed Mar. 24, 1997).

213K. Werbach, Office ofPlans and Policy, FCC, OPP Working Paper 29, Digital Tornado: The Internet and
Telecommunications Policy at iii (Mar. 1997).

21~etwork Wizards, Internet Domain Name Survey, July 1997,
http://www.nw.com/zoneIWWW/report.html.AhostusedtobeasinglemachineontheNet.Today.asingle
computer may host multiple systems (with multiple domain names and Web addresses).

215J. Rickard, Introduction, Boardwatch Magazine Directory of Internet Service Providers, July/Aug. 1997,
at 5.

216IntelliQuest Press Release, Latest IntelliQuest Survey Counts 51 Million American Adults On The
Internet/Online Services In The Second Quarter 1997, Sept. 4, 1997.

217Remarks by the President to the People ofKnoxville, Oct. 10, 1996, http://www.pub.whitehouse.
gov/white-house-publicationsl1996/10/1996-10-1O-president-and-vp-remarks-in-knoxville-tn.text.

218M MacLachlan, WorldCom Makes Megadeals to Develop Network Infrastructure, InternetWeek, Oct. 6,
1997.
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Demand is surging, but key components ofthe supply chain are not keeping pace. The
supply of Internet bandwidth is lagging seriously, especially for residential subscribers. The
reasons are again rooted in regulatory policies that block entry by the companies most able to
meet the surging demand, and with the strongest incentives to do so.

The Internet divides roughly into five layers.219 Figure 26. At the lowest level are some
50 million users - or more precisely, their computers, serial ports, modems, and ISDN adapters.
The users connect to the next level up, local access, mainly through the local phone companies,
using some 136 million access lines, countless miles of fiber and copper wire, and 22,000 local
switches. Local phone lines link users to about 4,000 Internet Service Providers (ISPs). The
largest ISPs include America Online, CompuServe, Microsoft Network, AT&T, and
WorldCom's DUNet division.
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Figure 26. Internet Architecture

•••
•••

••
.1
••
•50 Million

Internet
Subscribers

21.,000
Swltchillg

Entities

4,OOOISPs
and

Regional
Carriers

31
Backbone
Carriers

19 Million
Servers

The ISPs receive the incoming calls and connect them to Internet routers, from which
they are passed on to larger ISPs until they reach the "backbones" that carry Internet traffic
across the United States and the world. Some 29 national providers operate Internet backbone

219See generally J. Rickard, Internet Architecture, Boardwatch Magazine Directory of Internet Service
Providers, July/Aug. 1997, at 6.
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networks.220 The backbone providers connect their networks at 11 major "network access
points" (NAPs).221 About nine backbones - including AT&T, Mel, Sprint, DUNet, and AOL 
comprise an elite group of"peers" that pass traffic back and forth at no cost, and handle the vast
majority of traffic.

The final elements ofthe Internet are the 19 million servers, the computers on which
content is stored and transactions are executed. Some ofthese computers are operated by
ordinary "users," some by ISPs like AOL, CompuServe, and Microsoft, others by dedicated Web
content providers like HotWired and Salon, still others by traditional commercial enterprises like
banks and airline companies.

Demand for Internet services is fast outstripping supply. Contrary to many popular
perceptions, the worst problems ofblocking and slow speeds in the Internet today are centered
not in the local exchange, but in the networks among the ISPs and backbone carriers. A recent,
major study of 29 ofthe then 31 Internet backbones conducted Internet trials in 30 cities, using
download measurements taken every 15 minutes for 30 daYS.222 The study found that on
average, users cannot download across the backbone networks faster than about 40 kilobits per
second - significantly slower than a 56 kbps modem, less than a third of the top speed of full
ISDN (128 kbps), and slower still than forecasted speeds for ADSL (6 Mbps) or cable modems
(10 MbpS).223 And the 40 kbps figure represents a 20 percent decrease in the average speed of
the Internet since this summer, when Keynote and Boardwatch calculated the average speed at

220J. Rickard, Measuring the Internet, Boardwatch Magazine Directory ofInternet Service Providers,
July/Aug. 1997, at 20.

221J. Rickard, Internet Architecture, Boardwatch Magazine Directory ofInternet Service Providers,
July/Aug. 1997, at 8-13. These interconnection points are: four official Network Access Points (NAPs) in San
Francisco, Chicago, Washington, D.C., and Pennsauken, New Jersey; four Metropolitan Area Exchanges (MAEs)
operated by MFS in San Jose, Los Angeles, Dallas, and Chicago; two Federal Internet Exchanges (FIXes) in
Mountain View, California and College Park, Maryland; and a Commercial Internet Exchange (CIX) in Santa Clara,
California.

222Keynote Press Release, Keynote Systems Clocks True Speed On The Intemet Highway At 5,000
Characters Per Second, or Only 40 Kbps, Oct. 21,1997.

223Download speeds are significantly slower when users connect during popular business or evening hours,
or for users connecting in more congested parts ofthe country. Ibid. Jim Barrick, President and CEO ofKeynote,
noted that, "Most Web users will actually experience performance worse than the measured average. That's because
our measurements were conducted over faster connections than most users have available and included measurements
performed at night when traffic was light." Keynote measured Internet speed using T-l or T-3 connections only one
or two router "hops" from the backbones themselves; residential users will likely not have such fast or close
connections. Ibid.
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