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Summary of Ex Parte PreseDtatioD
CC Docket Nos. 94-1,96-45 aDd 96-262

On July 16, 1998, Linda Kent, Associate General Counsel, United States Telephone
Association (USTA) and Lawrence E. Sarjeant, Vice President Regulatory Affairs and General
Counsel, USTA, met with Kathryn C. Brown, Chief of the Common Carrier Bureau, Craig J.
Brown, Aaron R. Goldschmidt and Blaise A. Scinto, also from the Common Carrier Bureau.
The issues discussed are summarized as follows:

1, As to the implementation of universal service programs, implementation of the fund for
high cost support should be the Commission's first priority. Specific to the
implementation of the fund for high cost assistance for non-rural companies, it is
important that the Commission act expeditiously to implement the program and meet its
self-imposed deadline of January 1, 1999. To the extent that matters are referred to the
Federal-State Joint Board, every effort should be made to promote prompt action and
expeditious return of the matter to the Commission for final action.

2. With respect to interstate access charges for price cap ILECs, the Commission should
stay the course with respect to the market-based approach to regulating access charges
and should move quickly to provide price cap ILECs with access charge pricing
flexibility. The Commission should not retrench and move back to a prescriptive
approach to access charge regulation. The Commission should not act precipitously in
attempting to lower access charges.
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EXECUTIVE SUMMARY

This paper is a primer on the current state of carrier access markets and on the

importance of granting ILEC pricing flexibility. It explains why there is an urgent need for

increased flexibility. The consequences of inactivity are severe; significant economic

distortions are likely. In some cases-where market forces rather than regulation already

detennine prices-the delay in granting flexibility has likely already resulted in welfare losses.

Relief should have been granted long ago in these cases.

The current and evolving state of market forces for many carner access servIces

combined with the implementation of the Telecommunications Act of 1996 (the "96 Act")

establish a competitive and emerging competitive environment in which ILEC pricing

flexibility is necessary to generate efficient responses to competition. Competition does not

come to all service and geographic markets in the same way or at the same time. Consequently.

the Commission must first rely on market forces to detennine efficient outcomes and second,

establish a clear framework or set of triggers that will result in flexibility as competition comes

to specific markets. Since demand is not evenly distributed across customers. there is an urgent

need for the Commission to act quickly. The loss of a few large customers can have severe

Impact on the ILECs. While competition inevitably leads to customers switching suppliers. it

\\ould be economically inefficient if customers switched to competitors. not because they were

more: c:fticient. but because regulation encouraged inefficient entry and/or prevented the

lncumhcnt from reducing prices to respond to competition. Among our major conclusions:

• Therc are scveral simple prlcmg Oexibility principles that the Commission should
follow: Ei.r..s.l. market forces arc \astly superior than reliance on regulation to detennine
eflicic:nt levels of output. im·cstment and price. as a result. the Commission should
primarily rely on them. Second. it IS essential to reduce unnecessary asymmetric
ohllgations when the market IS fint fully opened to competitors. I:1lin1. the
Cllmmission should pursue J p(lllc~ that rev.:ards efficiency. not one that protects
r~nlcular competitors. Fouah. rates should reflect specific costs and conditions in
Sfll.:l:llic markets.

• P~st history in telecommunications and other markets as well as economic theory
suggest that welfare losses to society as a result of delaying Oexibility and deregulation
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can be significant.

• The Commission should immediately pennit ILECs to deaverage interstate access rates
so as to more closely align rates with the way they incur costs and to prevent arbitrage

resulting from lINE deaveraged rates.

• Volume and tenn discounts and customer-specific contracts are useful strategies in
competitive markets that benefit customers and prevent inefficient investment in the
network. Current market conditions justify this type of pricing flexibility for many
ILEC carrier access services because competitors, large and well-financed, are able to

offer such pricing plans.

• There are ILEC carrier access services such as special access and dedicated transport
that are already sufficiently constrained by market forces. Continued regulation of these
services serves no beneficial purpose. Forbearing from regulating such services is
appropriate and consistent with economic principles.

• The main effect of the existence of interconnection agreements with UNEs at cost-based
rates is to make many ILEC customers potential CLEC customers. constrained only by
the ability to convince end users to switch to the CLEC. Many ILEC customers,
therefore. are immediately vulnerable to competitors and as such the existence of
interconnection agreements should give the Commission a sense of urgency to act by
permitting market forces to substitute for regulatory constraints.

• For those remaining carrier access services where competitive forces are not. at present.
sufficiently developed to constrain prices. our recommendation is to implement
objective criteria which identify the stages of competition in individual markets at
which regulation should be reduced with the ultimate objective of eliminating

regulation.

n'cr,a



I. INTRODUCTION

The passage of the Telecommunications Act of 1996 and the adoption of the

Commission's Interconnection OrderI have significantly and pennanently increased the ability

of competitive local exchange carriers (CLECs)2 to compete for local exchange and carrier

access customers.3 Prior to these events, economic and technological forces had already begun

to reduce economic barriers to entry: competitive access providers (CAPs)4 increasingly

supplied specialS access services in competition with the incumbent local exchange carrier' s

(lLECs) switched and special (exchange) access services. These trends-apart from the 96

Act or any Commission action-have continued and advanced to such an extent that

competitors' incentives to enter as facilities providers are growing and expanding at an

increasingly fast pace. More recently, the Commission's Orders implementing the 96 Act have

permitted competitors to share in the economies of scale, scope and d~nsity that permeate local

exchange markets. Competitors need no longer duplicate the ILEC s network but rather can

use all or part of that network to compete for retail local exchange and carrier access customers.

purchasing unbundled network elements (UNEs) and interconnection from the ILEe. This

makes most ILEC customers potential competitive targets. with competitors constrained only

Imph'mentatlOn of the Local Compctillon PrnnslOns In the TelecommUnicatIOns Act of 1996. Repon and
Ordcr. 1 I FCC Rcd 15499 (1996) \'acutl:J In purt and afTJ In part .Hlh nom Iowa Utilittes Board: Order Of)

Re', flfll/JcrUIUJn. II FCC Rcd 1304:::! (I QQ6), TJllrJ Order on Rlxonsldcralton anJ Further Noltce of PropmL'J
Ruh·mukmg. CC Docket Nos 96-98.9)-18). FCC 97-:::!95 (reI Aug 18. 1997); Iowa Utilit/Cs Board v. FCC.
!'.o, 96-33:::!1. et al (8'" Clf. Jul~ 18.1997)

CUT, art: ne\\ local e\Chan~e compelllors thaI have entered an area traditlonall~ served only by a Single
Incumoenl exchange carner (ILEC> Thus. AT&T IS a CLEC where" offers local exchange servICe. as IS an
c\tahll'>hed local exchange company that has entered a ne'" serving area

l.l'cal e\Change customers are reSidential and bUSiness end users who buy access to the public sWllched
nCl\\ llr~. local usage and \ enlCal serv Ices (e~. call wailing). Camer access customers are long distance
\UrrJras \\ ho purchase carner access to orlgmate and terminate traffic m the local exchange. Carrier access IS

1he' rHIC!:S' o~ \\ hlch Intere\Change Camers (( XCs I hlo.e AT&: T or MCI interconnect to the local exchange
nCI\\ lld... ,

. I ,.11111'10 orCAPs art: WorldCom-MFS anl.! A(SI

. ""r~'clal access IS a dedicated form of COlmer access. essentially a private Ime between the mterexchange camer
I"I\C) ;md J hlgh-\olume end user

jj.", ' ."" \1 HoJ.hmJ,."'"'' , .. I .. , ""'L·' I. , I 4 1"",...,-.11"' " .. "It"aJJJto.,.,cJ ".. ""'fru",',," I A ,'\,'11 J",.•.~T.'(ulU'l.I "'·","urt(. UA '/,.,..pm 4,."1,,,/

"'U.SoH .. '"'cl["lIi ...... ' (0\4''''''''
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by their ability to convince customers to switch.6 Cmrent marketplace conditions in carrier

access markets are such that the Commission can safely rely on market forces to constrain

many prices, rather then being forced to employ archaic regulatory rules that hinder the

development ofefficient competition.

What strategies make sense in markets subject to different amounts of competitive

pressures? As a general economic principle, where market forces are sufficiently robust. they

should be pennitted to detennine results. Where regulation is still required to protect some

customers for some services, that regulation must not be pennitted to detennine results

pennanently. As local markets become increasingly open to competition, there is an urgent

need for the Commission to act quickly to ensure that regulation is competitively neutral.

Demand is not evenly distributed across customers, and the loss of a few large customers can

have a severe financial impact on the market. 7 While pennitting compet.ition inevitably leads to

customers switching suppliers, it would be seriously inefficient if customers switched to new

suppliers not because they were more efficient but because regulations prevented the incumbent

from competing. Any delay in granting pricing flexibility to the ILEC in markets where

competitive forces are already strong will inevitably result in this narrow. and most mobile.

segment of the market moving to competitors, with the incumbent unable to respond. The

a\·aibbility of interconnection agreements (with UNEs at cost-based prices) combined with the

presence of facilities-based competitors immediately establishes the need for extensive ILEe

pricing flexibility in order to ensure competitively neutral regulation and pennit competition to

produce hoped-for efficiencies.

1 hI.' rt:ccnt deCISion of the Eighth Circuit Coun of Appeals (Iowa Utilities Board \. FCC. Nos. 96-3321. et. al
X· CirCUli Jul~ 18. 1997) detennmes that ILECs are nor required to recombine unbundled network elements
I L: ~ .J loop and a pon) when they are purchased by a CLEe As a practical matter. however. UNEs remain an
d IL:ctl\ L: ~ubstllute for ILEC SWitched access for many customers because the CLEC (i) can negotiate with the
III ( ((I rebundle elements or (ii) can recombme UNEs l15elf. e.g .. using physical or vinual collocation 10

rl.'Ulnlr-lnl.' an unbundled loop and a pon

I r1lr;/n!\ h.1\t.' the abilil~ to target onl~ a fc\\ geographIc areas and yel obtain significant revenues In the
Ikll\,'ulh rl.':;lon. for examplt:. almost one third of all BellSouth's South Carolina bUSiness revenues are
~l'nl'r.l\L:J t'l\ husmess customers served b~ onl~ 5 of the 115 wire centers currently operating in South Carolina
,\ f t'IJJ\ II Df Gar;. M Wnght. In th,' ,\/01/"" (If Application of Bel/South Corporal/on to Pm\'lde In-ReRllm
////,',LI T~ Lung DIS/unce Scrnccs undc" S"UIIIII }"" ofthc TelecommUnicatIOns Act of /996

n:eT,a
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In combination with current market conditions, the availability of UNEs requires that

carrier access services such as special access and dedicated transport' be immediately removed

from regulatory constraints. These services satisfy the requirements for regulatory forbearance
9

because competitive forces in these markets are sufficiently developed to constrain market

power. Similar circumstances now apply in some switched access markets where, for certain

customers in certain geographic areas, the ILEe's market power is constrained by actual and

potential competition from facilities-based competitors. 10 Permitting market forces to

detennine prices, output and levels of investments in these markets is vastly superior to

economic regulation. For competition to be efficient, regulatory constraints must. therefore.

immediately adapt as well.

As experience has shown, carrier access services are not homogenous. Competition in

markets for access services will develop at different rates. Because the. carrier access market is

not a monolith. if all ILECs had to wait until competition reached all geographic and customers

segments. most would not get relief until it was far too late. Accordingly, it is imperative that

the Commission implement workable procedures to identify markets for which residual

regulation is necessary and to establish a clear and achievable path for the fLECs' services to

mo\"e through degrees of pricing flexibility and ultimately to regulatory forbearance in a

manner that is responsive to increases in potential and actual competition. In these cases, as in

general. the Commission' s ultimate goal should be that of the 96 Act: to substitute market

1"orc\:s for regulation.

. [kJ,cah:d transport is a transmiSSion sel"\ Ice prOVided on CIrcuits dedicated to the use of a sing.le IXC or other
r,'r'lln

:hC!'rdln~ to SectIon 10(a) of the TelecommunlcalJons Act of 1996. the Commission can forbear from
rl';:U 1.llIon of a sCl"\'ice if: enforcement of the rult: or regulation is not necessary 10 ensure that rates are just and
r':J'l'll.lhli: or not unjustly or unreasonably dlscrlmlnato~. enforcement of the rule or regulation IS not necessa~
IlH Ihl" protectIOn of consumers and forbearancl: I~ consistent with the public; interest

I JLilHIt:,-based competllors In the local e\Change and carner access markets include CAPs and other CLECs
thJI hudd [ht:lr own networks. (augmenllng tht:m 10 a va~',"g degree with facilities (UNEs) purchased from Ihe
JUC,
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II. PRICING FLEXIBD..ITY

A. Principles

The carrier access market is characterized by an absence of legal barriers to entry,

combined with low economic entry barriers. In addition, effective competition already exists

for many carrier access services in many geographic markets. As will be described in greater

detail below, these facts establish the necessity for more flexible regulatory constraints on the

ILECs' carrier access services so that regulation will ultimately not stand in the way of efficient

competition. In this section, we describe and recommend the basic pricing flexibility principles

that the Commission should follow. Based on economic theory and regulatory experience in

other markets, the following simple pricing flexibility principles emerge:

E.irs1. competitive market forces are vastly superior to regulation in the determination of

efficient levels of output, investment and price. Thus, where it can safely rely on

market forces. the Commission should do so.

SecQnd. delay is CQstly. To avoid incentives for inefficient investment. unnecessary

asymmetric regulatQry Qbligations must be eliminated when markets are first fuJly

opened to cQmpetitors.

Third. consumers benefit from pQlicies that fQster overall economic efficiency. nQt

policies that protect particular cQmpetitors or technolQgies.

fQuah. prices should approximate their market levels under competitive conditions.

The importance Qf ILEe pricing Oexibility is best understood by examining the role

rnc<:~ play in a market econom~. Market economies wQrk well because the selfish

uncllordmated interactiQn Qf suppliers and consumers can result in efficient production and

Jlstrlhulion Qf sQciety's resources. The fulcrum that ensures that proper signals are sent to

JlrcCl rroducliQn and consumption IS rhl.' price system. Efficient and undistorted prices allQcate

n'cra
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scarce resources among competing ends resulting in full technical and allocative efficiency. I I

Thus, undue constraints on an ILEC's pricing lead to losses in economic efficiency because

incorrect market signals are provided to participants. 12

Moreover, incorrect market signals can lead to inefficient investments in the

telecommunications network: e.g., when a customer decides to purchase from a competitor

whose incremental cost is higher than the ILEC's but who, nevertheless, can charge a lower

price because the ILEC is prevented from responding by tariff constraints. Such investment

results in inefficient duplication of the telecommunications network which raises the cost of

telecommunications services to all customers (because customers are not receiving the lowest

possible price) and creates a burden (of recovering shared fixed and common costs over a

smaller base of customers) for those customers remaining on the ILEe's network. Whenever

they can reasonably be expected to be strong. market forces should be primarily relied on to

detennine market outcomes. Many existing services can and should be controlled through

market forces. even if competition is somewhat imperfect, rather than through inevitably

imperfect regulation. As stated by Alfred Kahn:

Regulation is ill-equipped to treat the more important aspects of performance
efficiency. service innovation. risk taking. and probing the elasticity of
demand ...AIl competition is imperfect: the preferred remedy is to try to
diminish the imperfections 11

The social costs of regulatory constraints that artificially increase costs and fail to

pn1\ide meaningful consumer benefits and/or protections can be staggering. This is especially

the else in a rapidl: changing and dynamic telecommunications environment. An egregious

lcchn1Cal efficlenc~ IS maXimized ~ hen output IS supplied at the lowest possible cost. Allocative efficiency
l' rCJchcd \\hcn customers' consumption deCISions are based on the Incremental costs of supplying goods and
'Cf\ ICC~

IkCJU'C: the: ILEes may ha\'e reSidual marl..et power In some carrier access markets, price regulation IS
Jrrrllrriall' -although ~ e believe condillom e\lst for effective competition. We use the word "undue" to
Indlcatc that there are many constraints present on ILEe services that do more harm than good

·\!lrc:J [ /(ahn. ThL' Econonl/O 0/ Rq,:ullJlltll/ I'rlnClplcs and InS1l1UIIOn.l. Volume ii, chapler 7, The MIT
Prn, 1445

t flt,,"I"~ !-.((IIH'",'''\
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example of the hanns that can result from delay and not permitting market forces to work is the

licensing of cellular telecommunications. The 10 to 15 year regulatory delay in licensing

systems is estimated to have cost society more than $86 billion or about 2 percent of GNP in

1983 when cellular service began. 14

Moreover, unnecessarily delaying the offering of new and innovative servIces

demanded by customers, by requiring public interest tests to obtain relief from regulatory

constraints for new service offerings can impose high costs on society. Voice messaging

services provide another example. Additional consumer welfare from the availability of LEe

voice messaging services has been estimated at between $800 million and $1.4 billion per year,

so that [g]overnment actions which either speed up or delay the introduction of these new

services can have important welfare effects on the economic welfare of its citizens. 15

Once a determination has been made that competition can work "as effectively" as

regulation in some market, overall economic efficiency requires that-simultaneously-the

market be opened to competitive entry and the regulated firm be relieved of unnecessary.

asymmetric regulatory constraints. The most troublesome regulatory constraints are those that

pre\'ent ILEes from competing effectively: these may have the effect of preventing the least

cost supplier from providing the service. Removing such constraints will ensure that entrants

and incumbents will make efficient entry and expansion decisions some of which entail large

In\'estments, In order for consumers and competitors to be given accurate and efficient price

signals. competition involving all firms. including the incumbent. must occur on as symmetric a

nJ.sls as possible. Otherwise. market signals will lead to a wasteful use of society's scarce

n:sourccs By adopting this approach. enlrants arc given accurale market signals which lead to

cnll") In those instances where their economic costs of providing the service are less than or

l'quJ.l to the incumbent's economic cost Therefore. a principal goal of regulatory policy when

. J II Rohlfs. C.L Jackson and T.E Kc:lIc'~. "bumate of the Loss to the United States Caused by the FCC"s
I>C/.!\ In LICenSIng Cellular Telecommunlcallom," NERA repon. November 4. 1991,

" HJu\man. J and T TardIff. ·Valuatlon of ~ew Services in TelecommUnlC3I1ons.· in A, Dumont and J.
Dn ot:n, Ih> EconolDlc, of Ib, In(ormillloD SoC!m Luxembourg: Office for Official Pubhcallons of Ihe
Euwpcan Communities. 1997. ill 80
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competition begins in a market previously served by a sole provider should be to reduce, to the

greatest extent possible, unnecessary asymmetric obligations on the market participants.

Pursuing such a policy ensures that a provider's efficiencies and relative abilities to supply

customer demands-not regulatory distortions-determine its success in the market.

Estimates of the potential welfare gains to society from deregulating

telecommunications-and actual experience in other industries-highlight what is at stake

before the Commission. Maintaining unneeded regulatory constraints on markets long after

they are no longer required has imposed significant economic costs on U.S. consumers. In a

1996 study, Crandall and Waverman estimate that the net gains from telecommunications

deregulation that leads to more efficient pricing is almost $30 billion. '6 That same year,

Crandall and Furchtgott-Roth analyzed the cable TV industry during, inter alia, the period

when services were deregulated. I' They found that households were collectively $6.5 billion a

year better off with cable's services in 1992 (after deregulation) than with those of 1983-84

(before deregulation). Moreover, viewers had many more and better-quality viewing choices

during the period of deregulation. Earlier. Clifford Winston analyzed the welfare effects of

deregulation in airlines. railroads and trucking and found comparable net gains in welfare: '8 in

total. at least $36-$46 billion (1990 dollars) annually from deregulation with the bulk of the

benefits going to consumers. 'Q

.At. policy that should IlJ!1 be followed implicitly or explicitly-though it has been

soml:times in the past-is to attempt to protect and assist competitors rather than the

comp<:llti\'e process. One of us recognized this problem nearly a decade and a half ago:

KlInt:11 W Crandall and Leonard Wa\erman. Talk IJ Cheap The fromm' of Regulatory Reform In North
~"h·rt,1.11/ T<,h·commumcalwn-I. Brool..lOgs Inslliullon (1996)

Kll~l'l1 W Crandall and Harold Furchlgoll-Rolh. CaMe n' RegulatHIIl or CompetitIOn?, The Brookmgs
In-rI!UllOn {IQQ6}

. (llllprJ \\'Jnslon. "EconomlC Deregulallon Da~s of Reckonmg for Mlcroeconomists.'· Journal of Economic
LII,I,lft", \01 XXXI (Seplember IQQj}, pr 1~6:;-1~89

\\l'llarl' ~alns from deregulallon (In 1990 dollars} were eSlimaled al 513.7-$19.7 bilbon, $I0.4-$I:!.9 billion
and S I(J 11 billion for the :mlme. railroad and lrucl..mg mdustrles, respeclivel~.
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As a permanent, long-run policy, the Commission's choice should be between
regulation of a single supplier of telecommunications services (if natural
monopoly elements are important) and unregulated competition (if they are
not).20

The Commission should not implement policies that have as their goal the survival of

competitors at the cost of aggregate welfare losses to society. There are many examples of such

policies: a particularly egregious example is to withhold pricing flexibility from the incumbent

carrier until after competitors have (artificially) succeeded in the marketplace. As discussed in

more detail below, such a policy creates economic distortions in the marketplace and leads to

inefficiencies and lower consumer welfare. As Almann Phillips observed in the early days of

telecommunications competition,

(t)hrough regulation of one kind or another-legislation, injunctions, consent
decrees. or regulatory edicts-the pricing and services at AT&T. the BOCs. and
other non-Bell participants in the switched network can be arranged so that all
are viable. That is, regulations can be formulated to preserve and protect an
inefficient structure with many firms. Competition, nonetheless, is just the
opposite of this. The idea of competition is to have a market structure that,
without regulation. induces efficient pricing.21

•

Commission policies should be competitor-neutral so that a provider's efficiencies and

relati\'e abilities to supply customer demands determine its success in the market. As a fonner

Head of the Commission's Office of Plans and Policy put it.

An important potential source of governmental failure rests in the fallacious
notion that deregulation can be pennitted by regulators only when markets
become. somehow measured. competitive. That notion is fallacious because it
characterizes competition as a ~ goal rather than adynamic process.
Competition is a means. not an end. Failure to draw and act on this important
distinction means that policymakers run the risk of creating a wholly artificial
industry structure based on inefficient pricing and entry.~~

: ...... lJll·menl of Richard Schmalensee:' Anachment 4 to Comments of AT& Tin CC Docket No. 83-1147. April
:.lqS-lJt~--l

-\llIlJrm Phillips. ··The Impossibiht~ of Compellllon In Telecommunications: Public Policy Gone Awry:' In

!<"'>:IIILl/un Rc'furm anJ Puhf/(" L1I11I11:5. Michael Crew (ed.). Lexmgton. MA: Lexmgton Books. 1982 at23 .
..

John Hanng. "The FCC. the accs and the Exploitation of AffectIon." app Working Paper No. 17. June \985
(continued ... )

nCTa
( ,,,nlll,,,,,. J:""H'Itf""
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At the heart of the arguments in favor of protecting competitors is the notion that

competitors in these markets are infants that need protection until they grow up and are weaned

from the Commission's protection.23 While the infant industry argument sometimes finds

economic supporters in the area of international trade, the circumstances that may lead to

adoption of such a strategy-infancy, inexperience in the field and inability to acquire key

resources-are completely absent in the carrier access and local exchange market. 24 Among the

ILEes' competitors are large, sophisticated corporations with national and global networks.

These entrants-including AT&T, WorldCom-MFS, MCl and Sprint-are eminently

experienced in telecommunications markets, have ambitious plans to enter the local exchange

market and carrier access market and are more than capable of competing effectively.25

For example. according to Morgan Stanley investment analysts. AT&T is expected to

spend about $1.5 to $2.0 billion per year over the next seven ye~s on local exchange

infrastructure. 26 AT&T clearly has enormous resources to compete effectively and has the

technological expertise to develop new bypass technologies such as wireless loops for local

exchange and exchange access service. In February, AT&T "announced plans ... to link its

wireless phone network directly to millions of home phone lines. offering consumers a new

\\3: to make local calls and speed access to the Intemet.,,27 Although AT&T reported that the

( cont mued I

at ~-~

: SonH:lhm; which is likely to be opposed b~ the competitors "even after the children are grown up and off to
colle~e:" Infant mdustry protection pro\'ides perverse incentives to compete in the hearing room rather than
In olin~ resources to lowering costs and expandmg demand because the: marginal gains from regulatory rent
~t:d.. m~ are substantial Once preferential treatment IS gIven. recipIents have strong vested interests to maintam
II, J\ rht: (omm.SSlon· s experience WIth the eventual tennmallon of regulating AT&T as a dominant carrier.

. Tb.' mfant mdustry argument IS the belief that emergmg mdustries need to be protected from more efficient.
c\tJhll\hed. foreign competitors until they can build market share and lower costs through economies of scale
..JnJ k:Jmm~·by -domg It is used as justification for Implementing or mamtaming tariffs .

.... mct: thiS sentence was first wnnen, AT&T and WoridCom have announced their intentions to acquire
Il.'krpn and \1C1 respectivel~ Both mergers Increase their constituents' ability to supply end-to-end bundled
'l'f\ ll.', III (primarily large busmess) customers. and unlike the (LEes With which they compete. the prices and
\\.'f\ Il\." 01 the: resulting finns are not subject to pervasive regulation

.... '.·rhJnlc (omfon. "AT&T Happ~ Ne\\ Year." Morgan Stanley. January 31. 1997. P 9,

.. \ I..\. Till Te:st WIreless Homes" The Assoclate-d Pre-ss. The New York Time:>. February 26. 1997. p. 021.

•"..,,,I,,~ 1:".,,,,,,,,,,,
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Having once decided that competition is national policy in all

nera

[Jmund L Andrews. "MCI Plam to Enler Local Markets," The Nell }'ork Times. Januar:' 5, 1994. p. D1. See
Jhp "'lel Seel.s to Be 'Local" In 5 Siales." Thc \CM )nr/( Times, OClober 4. JQQ4

"<:l' c.: :,: , Roben E Hall. on behalf of MCI. In the Matter of ApplicatIOn of SBC Communications Inc .. et. al.
for Pre)\ 1~lon of In-RegIOn. InterLA T,\ ~en ICes In Oklahoma. before the Federal Communications
Cllmnm~lun. CC Docket No Q"7-121. p 55

:... '\ T8.. T Cuts Back Markelln~ of Reslde-nliJI Local ServIce." Tdewnlnllll7lctJIwns Reporls, November 17.
IQq-. at 31 Seth Schlesel. "AT&T Agrees 10 AcqUire Local Telephone Carrier," Ne ..... }'ork Times, al
hllC "'''' n\tlmr;~com.Januar:q,rqqS

system trial, slated for the fourth quarter 1997 in Chicago, will be delayed until 1998 because

the hardware and antennas which support the network will not be ready, the company has no

plans to abandon its wireless loop technology undertaking. While in November 1997, AT&T

announced that it had "all but stopped marketing efforts to win new residential customers in the

six states where it has launched competitive local services," its commitment to competing in the

local exchange market-particularly for business customers-was clearly revealed in its $11.3

billion acquisition of Teleport Communications Group announced on January 8. 199828
. In

addition, MCI has made major commitments to enter the local market and bypass ILEC access.

deploying fiber-optic rings in major markets around the country, beginning with a $2 billion

plan to put fiber-optic systems through abandoned Western Union conduit in the 20 largest US

cities.~q Its acquisition by WorldCom will produce a formidable competitor in local exchange

and exchange access markets and in the market for supplying bundled local exchange and long

Competitors frequently point to the power and advantages of incumbency and argue that

regulators have to offset such advantages in order for competitors to be able to compete and

sun'l\'e.'o Usually these arguments boil down to preventing flexibility or diversification

hecJuse incumbents are in a position to exploit economies of scale and scope that are lacking

Jnd are not a\'ailable. to the same degree. by competitors. This argument is disturbing for a

numher of reasons.

telecommunications markets. it would be disastrous to micromanage the process and penalize

efficiency. Competitors would ha\'c the Commission evaluate and measure respective

economics 01' scale and score to usc as a hasis in rcgulatory decisions. Such a policy would be
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disastrous because it would reduce the consumer benefits that were the primary focus of the 96

Act-improved technical and allocative efficiencies. Artificial advantages should not be given

to any market participant in order to offset putative advantages in economies of scale and

scope.

Moreover, such arguments fail to take into account the raison d'etre of current market

forces in telecommunications. Diversification into closely related markets (e.g., IXCs entering

regional toll or carrier access) is being propelled by technological and economic factors causing

the same competitors to take advantage of exactly the same kinds and sources of economies of

scope. These new competitors, unencumbered by asymmetric regulations clearly intend to

extend their product offerings and reap economies of scale and scope. More dangerous from a

public policy perspective, competitors intend to enter and serve the lucrative customers leaving

aside higher-cost ones. According to former CEO Robert Allen:

It's logical that bees follow honey and banks are robbed because that's where the
money is, And our focus will be on concentrated markets in major cities with
concentrations of business customers, J I

Clearly. it is not sound public policy to protect such competitors; rather, consumers are

hetter served if each carrier"s relative efficiencies are allowed to determine its success in the

market Experience in other industries indicates the dangers and costs to society from

asymmetric regulation and competitive entry such as we experience today in the carrier access

m;nkl:ts. In ~ recent paper. Dr. Roben G. Harris measured the cost to the freight transportation

InJust~ of m~intaining excess c~pacity in the form of routes which did not cover their own

(psts tp he In the range of $34 billion ~nd $ 15.4 billion in 1995 dollars.': Dr. Harris estimated

Ih-ll there was a $ 1.6 billion per year net gain in railroad profit~bjJity (in 1977 dollars) and that

LIln"unH.:rs gained an estimated S3.6~ billion per year (in 1977 dollars) as a result of recent

HI" '1:1:1. "StJtlC on the lme'" Ch/{u.!:u Trt;'/tl/,', December J I. J996

K"ht:n (j IlJrTI~. "Toward Regulator: S~mme\l: In Local Exchange Services Lessons From Financial
.... ~·n Ilt:' and Frl:lght Transponallon:' Pre,:>ented to the Industrial Organlzallon Society Allied Social SCience
·\"ll':IJllon~. San FranCISco. Januar: 5. lqq6

{ u,,,tll""~ i.& u",."."/~
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Congressional deregulatory actions.33

Dr. Harris also measured the economic harm incurred from regulation in the banking

industry. While banks were subject to interest rate restrictions, universal service restrictions

under the Community Reinvestment Act, and line of business and geographic restrictions.

competitors from nonbank financial service providers-such as insurance companies Prudential

and Met Life, brokers like Merrill-Lynch and E.F. Hutton and large corporations like AT&T

and Ford Motor Company-were not subject to the same amount of regulation. The above

requirements. coupled with many additional regulatory and compliance rules. cost the industry

$10.7 billion in 1991.34 Sound economics and examples from telecommunications. airlines.

freight. and banking industries indicate that maintaining unnecessary regulatory constraints on

incumbents leads to significant societal costs. Regulatory policies must be forward looking:

based on current and likely future market developments rather than on vestiges of a monopoly

provided system that no longer is present or relevant.

B. Pricing Flexibility Tools

There are many prescriptions in the Part 61 and 69 access regime that deny ILECs the

ne.\ibiliry needed to compete effectiwly against potential. nascent and established competition.

These rules include the requirements to a\'erage rates geographically without regard to

underlying costs. prohibitions on ILEe \'olume and term discounts (including customer-specific

contracts). and delays in appro\'al of ne\\ services, promotional offerings. and optional service

pacbgcs These constraints cause incorrect market signals to be sent to participants. hinder the

l,..,tJhllshmcnt of efficient competition and increasc the likelihood of inefficient and wasteful

tmcstmcnt In the remainder of this section. \\c discuss the benefits associated with the

Jilll'rl'l1t fom1s of pricing nexibiltt~.

In 1'lSfi Clln<!rc:ss passed the Stagger., Act tll deregulate the railroad mdustry and the Motor Carrier Act to
J~·rl';.:uIJfl' (he: (ruc"mg sec lor

'/{"h.-n (, lIarrts. "Toward Regulato~ S~mmel~ In Local Exchange Services. Lessons From Financial
~I:r\ lel:\ and Fn:l<!ht Transponallon:' Or CI/
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Rates for many carrier access services-including the subscriber line charge (SLC) and

carrier common line charges (CCLe), local switching, transport and the newly-created primary

interexchange carrier charges (PICC)--are geographically averaged, creating significant

inefficiencies when costs vary geographically. Geographically-averaged rates cause prices in

some areas to exceed their economic costs, while prices in other areas are below cost. Such

pricing creates two different sorts of inefficiencies: (1) inefficient utilization of

telecommunications resources, and (2) distorted competitive incentives. For example. in high

cost areas where economic costs are likely to exceed prices, distortions occur because

consumers are given a false signal to add lines even though the marginal benefit to the customer

may be less than the incremental cost incurred. Competitive distortions occur due to the

inability of competitors to compete with below-cost prices. In low cost areas, the opposite

effect occurs. Because prices are higher than their economic costs, consumers are discouraged

from adding lines even though their marginal benefit may be greater than the incremental costs

incurred. Competitors are falsely encouraged to enter the market even though their incremental

costs may be higher than the lLEes.

Deaveraging carrier access service pnces by geographic area and class of customer

more closely aligns rates with the lLECs' costs and leads to efficiency improvements. Such

dea\eraging is especially important in the early stages of competition because efficient entry

deCisions should be made on the basis of economic cost. not distorted price signals. As

obst:nt:d in an earlier. related context.

(nhere is no doubt that potential and actual entrants (such as MCI) have a strong
rncenti\'e to rigidify the prrce responses open to an incumbent who is confronted
with newly emerging compctitlon. h seems clear that the staunchest advocates
of full-cost pricing have been firms anxious to hobble their disquietingly
dfecti\·e rivals."

In a world where Ln\Es can be uscd as a substitute for ILEC carrier access services as

\\\.,11 ;j .... retail local exchange senlt.:C5. It is even more important to permit price deaveraging .

. \\ BJumol and J Ordover. "Use of Antitrust to Subven Competition:' Journal of La..... and EconomIc:,. Ma~
IllS' Jt 2:'8

("","'""~h.,,,,,,,.,r,,,
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Some states have approved rates forJ1NEs that are deaveraged based on urban, suburban or

rural characteristics such as line density in a given area.36 Not permitting ILEC retail and

carrier access service prices to be deaveraged thus distorts competition between UNEs and

ILEC services. Competitors can (i) target low cost areas where some or all customers pay

higher rates than are justified by costs, (ii) purchase UNEs in that area at a cost-based rate and

(iii) undercut the ILEC's rates. Without the ability to deaverage, the ILEC is unable to respond

effectively.

This problem is compounded by the fact that UNEs are not priced differently for

different types of end users-i.e., residential, single-line business, multiline business--despite

the fact that the prices of the retail services with which they are used to compete do differ by

type of end user. Moreover, the higher SLCs and PICCs charged to business customers, who

have lower NTS costs on average, contribute to a subsidy from business to residential

customers. Since UNEs are deaveraged. they can easily be used to arbitrage this subsidy away.

The benefits of deaveraging are clear. While in theory, deaveraging to the smallest unit

available more closely aligns prices with costs, increased transactions costs associated with

greater and greater deaveraging leads to an optimal level of deaveraging that is not at the

sm::lliest available unit. For example. the billing and metering costs necessary to deaverage

down to e::lch individual customer are likely to be prohibitive. Therefore. while deaveraging is

consistent with competitive markets. ideally it should be left to the market to determine the

optlnl::l1 degree.

Permitting ILECs price ne~ibility to respond to potential and actual competition can

generall: lead to improvements in economic welfare. Such is the case with volume and term

Jl"counts th::lt reflect cost efficiencies and with customer-specific contracts keyed to specific

l:Ustllnler requirements. They promote effacient utilization of telecommunications resources by

l11l1rl' closely aligning customer preferences with the firm's costs for production or delivery of

lin': dcn~l\~ (access hnes per square mile) I) used as a proxy for cost per lane. Higher hne densn~ IS

a))uc IJled \\ nh 10\\ er COSIS due an pan 10 shoner loop lengths.

n'c,ra
t ."""I""llh."'HM"'"


