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large orders and by tailoring services to meet demands of large heterogeneous customers who

have substitutes available. Volume and term discounts and customer-specific contracts are

useful strategies in competitive markets that benefit customers and prevent inefficient

investment in the network. Consumers benefit from this type of flexibility because the prices

they pay can be tailored to the particular services they need to buy. In economic theory.

volume-based price discrimination is a well-known method to expand market demand and

thereby increase economic welfare. Not permitting such flexibility causes consumers to not

make transactions that would make them better off or to transact business with other

competitors at higher cost. Increasing pricing flexibility that leads to increased welfare gains

for consumers should be the Commission's main priority for regulatory reform of carrier access

services. Retaining regulations that protect competitors rather than competition should not be

an option pursued by the Commission.

The broad averaged downward pricing flexibility that the Commission has granted to

date is not sufficient to ensure efficient competitive outcomes. Requiring the ILECs to cut

prices to all customers to meet localized competition is an asymmetric regulatory burden that

leads to inefficient competition and in\'estment. Permitting selective downward pricing

flexibility from regulated. averaged prices in order to reflect cost differences and meet

competition is welfare-enhancing. An ILEC may decide not to reduce rates because of this

asymmetric burden. in which case it would lose cenain customers that it would have retained if

It gr:lnled targeted flexibility in the same fonn of volume and tenn discounts or customer

specific contracts that its competitors use. As the Commission has observed.

(d lcnying the LECs lpricing]l1cxihility ... \\ill not prevent the larger IXCs from
obtaining discounts. either from CAPs or through self-supply. but will only
prevent them from getting the discounts from the LECs. Thus. a ban on
dIscounts would disadvantage the LECs without providing small IXCs the
hcnefits they seek to achie\'e'-

I Jn~.d h. \\ hen market forces are sufficient to constrain undue ILEC control over pnce.

. f. If'<ln,J"J IrllcrClInnCCllOn Inth Loeul Tdcf'Jlllnc Cumpum' Facll/lle:;. CC Docket NO.9 1-141. Second Rep/lrl
UII./ (JrJ,'r. FCC 93-37Q (released September~. 19Q3) at ~ 117
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regulations should adapt accordingly. At this stage, explicit price regulation no longer serves a

beneficial purpose, and removal from regulation of those carrier access services that are price

constrained by the competitive process improves economic welfare. Even mandatory tariff

filings should not be imposed on the carriers because of the transactions costs incurred.

Regulatory forbearance should be pennitted at this stage as well.

III. CURRENT MARKET CONDmONS FOR CARRIER ACCESS SERVICES

A. Carrier access services

Carrier access services connect IXCs-usually at their points of presence (POPs}-with

the ILECs network to originate and tenninate long distance traffic between the IXCs POP and

an end user's premises. The network elements and facilities necessary to provide carrier access

consist of loops, end-office switching. tandem switching,38 common transport, dedicated

transport. serving wire centers39 and entrance facilities as shown in Figure I. Of course. not all

elements are necessary to provide all carrier access services.

There are two basic types of carrier access service: switched and special. Carrier access

sen' ices that are switched at an lLEC s end office switch are called switched access services.

In turn. switched access transport comes in two flavors depending on whether the traffic is

switched again at a tandem (tandem-switched transport) or whether it is routed directly from the

ILECs end office to its sen'ing wire center (direct-trunk transport) before proceeding to the

I:\C ~ POP Direct-trunk transport is purchased by an IXC whose traffic to and from a

pJrlJculJr end office switch is large enough to justIfy a direct connection dedicated to its use. 4tl

., A tandem S\\ IIch IS a telecommunications S\\ llch that sWllches traffic to and from other telecommunicatrons
'" lIcht:~. usually end office S\\ IIches

.\ 't:r. In~ \\ Ire center IS the telephone company central office designated by the telephone company to serve
the ~t:(l~rJl"hlc area In which the (XC or other person's demarcatron POint is located. (The point of demarcatron
and Of interconnection IS bet\\een telephone: compan~ communications facilities and terminal equipment.
I"fOIt:Cll\t: apparatus or "IrJn~ at a sub'>CrJher', premises See Code of Federal Regulations "68.3. revised on
UCI I 144.J)

, Dt:Jlcalt:J transpon uses facilities that ser.·e a !>mgle IXC. typically. transpon between the serving wire center
(continued.. )
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From the IXCs' perspective, direct-trunk transport is like a private line or special access. and

CAPs have provided this service for years in competition with ILEC transport. As discussed

below. barriers to entry are low for these services, customers are large and sophisticated IXCs

for whom access expenditures are significant, and market forces are sufficiently developed to

prevent ILECs from raising prices above a competitive level.

I (llnllnUcJI

JnJ clthcr the tandem or the end omce can be dedICated See Figure I. The opposite of dedicated transpon IS

commlln tran~pon whICh uses facllllles that are shared by severallXCs and other local exchange users.
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Figure 1: Carrier access Structure
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If an end user's long distance demand volume from a particular location is large. it may

h~ ~conomjcal for the IXC to purchase a direct connection-one that is not switched at the end

oftit:l:-between the end user's location and the IXC's POP. When an ILEe provides this

S~T\ IC~. it IS called special access. hut other f;)cillties-based competitors can supply this service

as \\ ~II Because relatively fe\\ customers account for much of the demand for long distance

JnJ h~t:ause of impro\'ements in finer technology. the economic barriers to entry in special

.:.JCCl'S" markets are low CAPs are compc:ting aggressively in the special access markets and

hJ\ L' sq;nificant capacity in place that can be used to provide switched access as well as local

n.dlJn~l: sl:r\'iccs. For example. GTE reports that as of August 1997. approximately 19.250
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equivalent DSl facilities are provisioned by CAP facilities in major GTE markets.4
I For the

same time period, total GTE DS 1 facilities were 104,397 representing a market share loss of

almost 19%.

The presence of alternative capacity that can potentially be used to serve an area of

demand disciplines ILEe pricing.42 Table 1 below presents fiber miles deployed by the RBOCs

and CAPs since the mid 1980s. As can be seen from Table 1, CAP investment in fiber is

growing at a significantly faster rate than that of the RBOCs. By 1996 CAP fiber mile

deployment comprised almost 11 percent of the total. While 11 percent may not seem terribly

large. the current fiber capacity can serve a good deal more than 11 percent of the market

because optical fiber capacity can be readily expanded electronically. almost without limit.

What is more imponant is the difference in growth rates between RBOCs and CAPs: by the end

of 1996, the CAPs' aggregate percentage growth was almost seven times that of the RBOCs.

Table I: Fiber Miles Deployed. RBOCs and CAPs.

Year RBGCs CAPs RBGC CAPs CAPs (% Growth) / RBGCs (% Growth)
(000) (000) (% Gro,,"1h) (% Gro\\.1h)

1985 497

J986 880 77
198'7 1192 35
1988 1587 33
1989 2037 ~8

1990 :780 55 36

1991 3882 82 40 49 1.23
199: 50·l] 1::;2 30 49 1.63
199.; 6h-18 230 32 89 2.78

I 9~-1 7965 396 20 72 3.60
IQQ~ 9-1\-1 643 18 6: 3.44

IQ~6 10837 1312 15 104 6.9]

\tlllr-:t: FCC. Fiber Deployment update. End of Year 1996

Competitors ha\'e ol.:cn \'e~ successful in capturing significant ILEC special access

• (.I11.tlll\ "lrJlegles Research. October Q. IQQ7 !>ummar;. report Major GTE's major markets consIst of Tampa.

"t:.lrlll· 1 \ t:rt:IL Durham. Le\lOgton. Honolulu. Lu!> Angeles and Portland

, Iltt, mu\t he tempered" .th the fact thai the e\lslence of UNEs make the quesllon of allemallve capacity less

Imron~Jnl \\ hen anal~ zing marl...t:1 conditions

ne.ra
, "",,,I''''I! I.e. ,,,..,,,.,,1\
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traffic and in substituting their direct connections for ILEC switched access to serve high

volume end users. Competitive forces have had significant market effects even before the

Telecommunications Act and the FCC's Order. Overall CAP and CLEC revenue appears to

have doubled between 1995 and 1996.43 Market share losses were accompanied by significant

reductions in market price: according to the FCC, "CAPs appear to have motivated local

exchange carriers to price special access closer to cost.'044 The existence of substantial CAP

capacity combined with strong revenue growth indicates that market conditions were conducive

to competition prior to the Act and the availability of UNEs.

In addition, in many markets the ILEes were losing a substantial number of high

volume customers that likely account for significant revenues. CAPs target business customers

in dense areas which account for a significant portion of ILEC intracompany support flows (i.e.

business to residential subsidy and urban to rural subsidy). For example, a 1995 study

commissioned by SHC showed that in the Dallas and Houston markets SBC had already lost

approximately 41.2 and 31.6 percent, respectively, of the high capacity special access market as

of the fourth quarter 1994.~5 By the first quarter of 1995. ILEes' high capacity service losses to

competitors were as high as: 39 percent in Philadelphia, 35 percent in Pittsburgh. 32 percent in

Washington. D.C. 27 percent in Baltimore. 39 percent in Los Angeles. 37 percent in San

Francisco. 50 percent in New York City. 44 percent in the Greater New York Metro region and

37 percent in Boston.46 Finally. by March 1995. CLECs and CAPs had captured 10-15 percent

of thl: nationwide carrier access market and had forced LECs to reduce rates on comparable

• '-l"\\ ParadIgm Resources Group. Annuul Rq)(lr[ on Lucu! Telecommunlc(monJ. /996-9:. cited in Manus
Sdl\\Jnz. "Competitive ImplicatIOns of Bell Operating Compan~ Entry into Long-Distance
1t:h.'(l1mmUnICatlons Services." AffidaVit on behalf of the Depanment of Justice at footnote 6.

•. J,'nJthJn M "-rausharr. Industr: Anal~sls DI\lslOn. Common Carrier Bureau. Finer Deployment Update End
u( 1,.1' /1,11,15. at 3~.

, I "1,\ Commenls. In the ,\fallcr of .·kce.11 Charf:c Rcform. CC Docket No. 96-~6~. at 44. filed Januar: :?9.
1(1'1-

• 11''1'/ l'ST r\ Repl~ Comments. Price Cup Perfllrmance ReView for Locu! Exchunge Carriers. CC Docket No
Q~. I rlkd JJnuar: II. 1996: /W5 StatL' IIf CllmpL'lIIlOn Report. NYPSU. Section 4: Carrier Access CompetitIOn
anJ L 'l"CUll\l" Over.'le\\

n'era
( •••",11,,,,): r''''H'''''\/~
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services by 20-30 percent per year between 1991 and 1994.~7

These substantial losses occurred before the passage of the 96 Act: now, additional tools

are available to competitors. Providing flexibility after losses of this magnitude inevitably

leads to significant welfare losses because of the inability to respond to competitors to retain

customers. These markets are clear examples of where the Commission is already too late.

Flexibility to respond to competitive offerings should have been given before the losses

occurred, not after.

This trend has continued since the passage of the 96 Act and provides more evidence of

the urgency involved. By the third quarter of 1996, competitors had captured 55.2 percent of

the high capacity Chicago market and 48,8 percent of the Grand Rapids market.48 Bell Atlantic

estimated that its market share losses by 1996 for high capacity services were 53.5 percent in

Southern Midtown Manhattan and 45.7 percent in the greater NYC Metro Area. 4Q As of the

second quarter of 1997, GTE had lost 19.250 equivalent DSI circuits to CAPs in its major

markets. so While an eroding market share is not necessarily a good predictor of likely future

market power. these numbers are important because they indicate the degree to which

competitors are winning customers in these markets and the degree to which customers are

e\ercising choices. sl

In addition. local exchange and exchange access competition has flourished through the

nc\\ forms of entry opened by the 96 Act and the Order. Figure ~ further below indicates the

numh<.:r of interconnection agreements as of July I. 1997<~ These and subsequent agreements

" B~'m~lem Research. TelecommunlCUIICJns Clln\"L'r~encc und Dl\·er~encc:. March. I 99S.

,. 1ST A (omments. In the Mutter ofAccen Chur~c ReflJrm. (( Docket No. 96-162. filed January 19, 1997.

, ["pant: Ierter from Dee Ma). DIrector. Fedcr.lJ Re~ularor;. AffaIrs. 10 Mr. Paul D'Ari Common Carrier
Bur~·.IU (ompclIlI\'e Pncmg DIVision. Septemb~r 10. 19Q7

. I}U.lill\ Slral~gles Research (10. 19(7)

\\ l' J(. nor ~uggesl Ihal rhe CommiSSIon ~hould grant pnce Oexibilily only afler marker share losses since. as
J"CU".:J JbO\!:. lle\ibilll~ should be granled \\hen Ihe market is fIrst opened to competiuon Had priCing
tll'\d"dll\ h~~n perrnllled earlrer. efficrcnl mar~CI dererrnlnallons would have been observed .

.. Accordm:; 10 USTA. as of Jul~ I. IQq7 there \\ere a 10lal of 1.131 interconneclion agreements.

nera
( ",,,,,I''"1t J:t "",..., " ,
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have led to competitors having access to the tools needed to effectively compete. To date.

according to a USTA press release, the RBOCs and GTE have spent more than $4 billion to

open their markets to competitors. s3 This includes expenditures for operational support systems

(OSS), new employees, number portability and other capital expenditures necessary to meet the

requirements of new entrants to the local market. Nationally, as of October 1997. ILECs (not

including Ameritech) supplied approximately 1147 collocation cages and 3,805 NXX codes.

Moreover, approximately 927,443 lines were lost to competitors and 6,476 OSSrequests were

being processed daily by competitors.

In the Bell Atlantic region, more than 33,000 unbundled loops and more than 175.000

resold lines were in service in October of 1997 along with 200.000 interconnection trunks and

401 collocation sites in Bell Atlantic switching centers.54 Over 6.5 billion minutes of traffic

ha\"e been exchanged between Bell Atlantic and its competitors in 1997. 55

In the Ameritech region. as of August 1997, more than 52.000 unbundled loops and

more than 253.361 resold lines were in service along with 73.608 interconnection trunkS. 5b

Ameritech is provisioning lines to competitors in most of its wire centers with 47 CLEC

switches deployed in the region by the end of 1997 and 97 estimated switches being deployed

h\ the end of 1998. With capacity to serve 80.000 lines per switch. by the end of 1998.

comr~tl!ors will ha\'e the capability to serve over 7.75 million lines. Currently. competitors are

sen'in!:' 120.000 lines in Michigan. 130.000 lines in Illinois and over 300.000 lines

. ['Sl,\ Press release. October =2. IQQ7. "L'STA Sa~s Bell CompanIes And GTE Have Spent More Than S~

RI1IIll!1 To Oren Their Mar~el> To Comrelltor~"

" (III11!,,'/I/IO/l !'rewrl'.\.\ Rqlllri. Bell AllanllC. '0\ ember 13. \997

1111' I, 120
0 of total Bell AllantlC 'both Bell AllantlC and the former NYNEX companies) 1995 local dial

l:4U1rmcnt mlnuleS according to the FCC~ \lunllonng Repon. CC Docket 87-339. May 1997. Table 4.15
lip" l'\ ~r. It I'> lI~cl~ thaI 1\ reprc:!>ents a much hl,:hcr percentage of Bell Atlanl1c revenue .

. .... 1;II~ml:nl of BJ~ K Allc:n. Before Ihe Subcommlltee on Anlltrus\. BUSiness Rights. and Competillon. U.S
"l'n.IIl Sq)(~mbc:r Ii. IQQ7

f .,,' ....~'''',: I ("'"""1\1\
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In the BellSouth region, more than 320 CLECs have been authorized to provide service

including 41 CAPs that have switching capability.s8 As of August 1997, more than 4.000

unbundled loops and 79,000 resold lines were in service. The data from BellSouth provide a

vivid example of how competitors are targeting select geographic areas that provide

disproportionate amounts of revenue; 76 percent of resold lines and 65 percent of unbundled

loops are concentrated in just two states.59

In the SBC region, there are more than 330,000 access lines connected to CLECs

including 184,000 resold lines.60 More than 86,000 CLEC interconnection trunks are

operational including 390 E-911 trunks. Also, there are more than 2300 and 60 CLEC T-1 and

T-3 facilities. respectively.

More significant are the growth rates: in the Bell Atlantic region. unbundled loops and

minutes of use have doubled since January 1997, while resold lines Rrew by a factor of over

seven.(>! In the Ameritech region. since January 1997, unbundled loops have practically

doubled. resold lines grew by a factor of twelve and CLEC lines in the region grew by a factor

of o\er four. u2 In the SBC region. in September 1997. 57.000 access lines were' converted to

resale and 1~.OOO to 15.000 orders were being processed weekly.a, In Texas. there was a 140

percent increase in resold lines from June to August 1997.b~

These facts are significant because the absence of barriers to growth means that the

J\JilJhility of UNEs can make many ILEC customers potential CLEC customers. Therefore.

'. ("l11mc:n!, of BellSouth. In Iill' .\luIIl·r /If ('/lmm/ulIJ/l kllllns enlleal 10 II/(! PromollOn of EffiCIent Local

f. \, "./lI!.:,· ( ·ompcIIIHIfl. CCBPol Q7.Q. Augusl I I. IQQ7

In''lnnJllon for SBC comes from hnp IOlran,! st-c com SBCWINncws IOsl:;hJiissue002/is 2L6 html or
I' r.I::t:: hlml or Is_2L8.html

( "",/','III/W' Pru1-!rl.'.\\ RL'f)orl. Bell AtlantiC. ~erlember 26. IQQ7

.... 1.ltl·mt:'TlI of BalT) K Alien. Before Iht:' ~u~commlllee on AntllruSL BuslOess Rights. and Competition. U.S
.... t:'n.lll- ....... r1t:'mot:'r 17. IQQ7

hllr 101r;Jnl.'l ~bc com SBCW'''O ne"~ 1O'.ght 1~,ue002 ,~_2L6.html

. Ii" J.I

n'e,ra
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competitive forces can grow quite rapidly, and delaying ILEC pnce flexibility can have

devastating distortionary effects on the market. Delay is particularly troublesome because the

first customers to switch suppliers represent higher than average revenues and lower than

average costs.

Market forces are sufficiently developed in the special access and dedicated transport

markets to constrain ILEC pricing to determine optimal levels of output. investment and price.

There is no need for regulation in these markets because these are high volume services for

which entrants have been aggressively competing, are offering innovative pricing plans to

customers and are not constrained when introducing new services by unneeded regulatory

requirements such as tariffs or public interest tests. These competitors are large and powerful

organizations, such as WorldCom-MFS, ACSI and Brooks Fiber that have the flexibility to

tailor services to customer-specific demands.65 In addition, special access and dedicated

transport customers are large organizations such as AT&T, MCI and Sprint that have the

resources and economies to self-supply special access and dedicated transport efficiently if they

are unable to obtain cost-based prices for these services.

Moreover. the Commission's Expanded Interconnection proceedings in the mid-1990's

permit competitors to terminate their own special access and switched transport access

transn11ssion facilities at ILEC central offices, greatly increasing the ability of competitors to

comhme their O\\n transport facilities with ILEC switches and loops to compete effectively in

thest.:' markets. There is simply no danger of ILECs exerting market power in the markets for

sreclal acct:ss and dedicated transport-hecause they ha\·e none. Therefore, regulation is not

ncccssan Whilt: competition is de\ doping at di fferent rates in the remaining carrier access

I11Jrkels. the Commission should n:ahzc that the degree of competition is also likely to vary

.1dPs-' ~ellgraphic areas and among partICular customers For this reason. manv switched

\' .m l"amrle: of thc lacl- of barncr, to e:nlf' and ~rowth. Brooks Fiber reponed a year-over-year focal
'C'[\ Icc· rn<:nu ..· mcreJ~e: of 2300

0 and In men:J'C me:r IJSI quaner Jlonc of 3:;ou ACe. a New York CLEC
\\ 11Il rl.IO' tll c\rand to Penn...~ l\·anlJ and "J\\.1Chu!>ells. reponed liS revenue from local and other services
mlrCJ't'J (I\cr 58 00 versus a ~e.1r agu. we: Iidl Atlantic and NYNEX Comments. In the' lIfaff"r o{Commls.wm

~. (,,,,,, ( rt(l, dill Ilk' f'nJlnO/irJI/ III Elli, Il"/I L,,, 1-11 £f('hun~" CompC/I(wn. CCB Pol No 97-9
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access services are ready for immediate removal from price cap regulation. Market power is

exercised and thus properly measured in specific product and geographic markets, not in

national aggregates. A closer examination, conducted market by market. is likely to reveal that

the ILEC is not the sole provider and that, in many areas and for many customers. competition

is sufficiently developed to remove the remaining services from asymmetric regulatory

restrictions.

B. FCC Efforts to Eliminate Perceived Barriers to Entry

The Telecommunications Act of 1996 and a series of subsequent Commission orders to

implement the 96 Act greatly increased the ability of other carriers to compete.b6 As a result.

interconnection agreements and the mandatory provision of UNEs at cost-based rates reduce

the amount of sunk costs67 required to enter the local exchange and carrier access markets.

Under the terms of the Interconnection Order, UNEs may be combined. by any competitor. to

provide a carrier access service that is equivalent to conventional access service-provided that

the competitor "wins" the end user. IlK This ability allows a CLEe. for example. to purchase

unbundled loops. local switching. signaling. and transport to provide carrier access so that the

competitor need not invest in loops. switches or transport to provide carrier access. In addition.

\\hile in the past access customers were able to bypass ILEC carrier access services through

self-supply or obtaining alternative CAP services. UNEs and interconnection agreements now

hJ\"e the effect of increasing alternatives to traditional ILEC carrier access services. UNEs and

inten.:onnection agreements facilitate competil.ive entry by making it economical for

" See n(l(~' I above

In 11m context. sun I-.. costs ar~ defined as costs that must be Incurred to enter a market but which cannot be
re,-(\, erc:d If Ihe lirm ekClS 10 leave Ihe marl-..cI ,\11 else equal. if an enrranl has to incur signilicanl sunk COSIS. II

"ill he reluctanl to enter a marl-..et ~cause II could nOI recoup those costs if Its enterprISe failed Resale and the
OlJnJJll1r: a\ allabillt~ of U\;Es means that entrants Into the camer access and local exchange markets do not
h.l\ c' t\l IOcur the sun I-.. costs of constructln~ a local exchange distribution network but can use the ILEe s
lJcllll,,·, Instead

" 1he tequln:ment that a competitor must ·'"10" the end user 10 order to compete for access eXists because some
\11 Ih\.' t 'L~ that are r~qulred 10 order to prO\lde camer access are dedicated facilities For example. loops and
'" Ikhm:: pon~ are reqUired to pronde carTIer access bUI they are dedicated to the end user A comperiror must
cun\ mel: thl: ~nd user to 5\\ Itch 10 It 10 urder 10 obtam rhe unbundled element.
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competitors to enter in geographic areas that may have been unremunerative-for reasons such

as insufficient density and volume to warrant investment in facilities-prior to passage of the

Act. The Commission has consistently recognized this substitutability between UNEs and

carrier access services.69

The main effect of the interconnection agreements with UNEs at cost-based rates is to

reduce barriers to entry into the local exchange and exchange access markets so that most ILEC

customers become potential CLEC customers, provided the CLEC can convince customers to

switch. Though competitive alternatives will still come first to high-volume customers in high

density areas. most ILEC customers are vulnerable to competitors. Thus, these markets have

been fully opened to competition, and the presence of interconnection agreements should give

the Commission a sense of urgency to remove barriers that prevent market forces from

substituting for regulatory constraints. As of July 1, 1997 there were 1.231 interconnection

agreements between ILECs and CLECs. As Figure 2 below indicates. these agreements are

fairly evenly distributed throughout the country. They are not clustered in a particular region or

concentrated in large states.

.. The Commission has recognized on various occasions that UNEs can be an effective substitute to the current
Pan 6q carner access elements First. In ItS pricing deCISion in the Interconnection Order. the Commission
temporarily permined the (lECs to recover CCl charges and the Transport Interconnection Charge (TIC) from
purcha~c:rs of UNEs. because It was concerned n ith the substitutability between UNEs and carrier access and
th ... roil: carm:r access has historically pla~ ed In promoting universal service. Second. in the access reform
"-.011<.'''' of Proposed Rulemaklng (NPRMI. the Commission characterized UNEs as being a "ubiquitous
\uh,tnut ... lor access services" (NPRM In CC Docket No 96-262. December 24. 1996 at ~170). Finally. the
Cl1l11TllI,>,lon's Access Reform Order relted heavd~ on the use ofUNEs as substitutes to carrier access

The: nen competitive em Ironment envIsioned b~ the 1996 Act threatens to undermine this
IJccess charge] structure over the long run The 1996 Act removes barriers to entry in the local
m;Hkel. generating competitive pressures that make It difficult for Incumbent LECs to maintain
access charges above economIc cost For exampk. by giVing competitors the right to lease an
Incumbent lEes unbundled net\\or~ elements at cost. Congress prOVided (XCs an alternative
.1\ e:nue to connect to and share the local networ" Thus. where existing rules require an
In(umbe:nt LEC to set access charges above cost for a high-volume user. a competing provider
('1 C.lrne:r acces~ services enterln~ Into J market can lease unbundled network elements at cost.
'If (l1nstrucl ne\\ facilities. to Clrcum\ent the access charge.(Access Charge Order at ~32)

Tllll' .h 1\ Implement, the Act. the FCC has conslstentl~ taken the view that the availability of UNEs prOVide,
lllrc.:lul dl,clpllne: on lhe ILECs' pricing of camer access services

{u"\ttl,,,,~ 1.4"'fU"","
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FIGURE 2 -NUMBER OF INTERCONNECTION AGREEMENTS BY STATE

AS OF JULY 1, 1997

Source: USTA

The recent Eighth Circuit Court of Appeals decision regarding the Commission's

111tt:rCIlJ111t:ctton Ordt:r clarifies that ClECs can recombine UNEs but that flECs are not

rt:l1u1rt:J to recombine them-' The decision thus does not change the fact that competitors have

~lCCC"\ tll suhstitutcs for flEe s\\ itched Jccess usmg the ILEC network at cost-based rates. as

Jl'tcrl11ll1l'J h~ negotiation or ultimJtel~ h~ state reg.ulators. Once UNE rates are established.

lllr1lrC!l!or" can use them indj\·iduall~ or In comhmation to pro\'ide effective alternatives to

\I.Hh.t:t conditions ha\·e den:h)peJ to the point where some degree of pricing flexibility

/""d I /ifl/l,\ Dllurd \ FCC. ~m 96-3321. ct JI. (8'· Circuit Jul~ 18, 1997)

f "'h~/""J: Ill"" ..""""
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in most carrier access markets is required. As discussed above, special access and dedicated

transport markets are sufficiently developed to the point where continued pricing and tariffing

constraints serve no worthwhile purpose and are in fact anticompetitive. UNEs facilitate entry

into the market by eliminating the sunk costs of constructing a ubiquitous network, which

substantially reduces overall barriers to entry. Because these markets are subject to entry with

low sunk costs, efficient competition requires symmetry in the regulatory treatment of entrants

and the incumbent so that customer satisfaction determines the market outcome rather than the

tilt of arcane regulatory procedures. As a result. services which meet these characteristics

should be identified and removed from price cap regulation. For those remaining carrier access

services where competitive forces are still developing, an objective and clear process should be

established by the Commission to implement additional levels of pricing flexibility as

competition evolves,

IV. RELEVANT ECONOMIC GUIDELINES

A. Importance of specific. identifiable and quantifiable triggers

Pricing and regulatory flexibility has historically been absent in the carrier access

market -) While some of the regulatory requirements mentioned above should have been

dimin::ned in the past irrespecti\'e of the potential or actual state of competition--e.g..

geographic a\'eraging of access rates-the current economic and regulatory environment

comp-:1s the Commission 10 estahlish a process that will phase out redundant regulatory

requlr-:mcnts that constrain pricing fk,ihility as competItion Increases. Our fundamental

rl'comm-:ndation is that l'\ en though thl'rl' IS n(l l'conomic "bright line" for moving between

rh:lSl'" of fle,ibility. the need still eXists for ohJective critcria so that regulation decreases as

Cllmrctltlon Increases This process should he established only to handle those remaining

\\ nil.: \\JI\t:rs from p;lnlcular FCC ruk\ coulJ ht: requested. carrier access pnce~ were generally set equal 10

tlll'lr lulh ·Jl\tnbuled accounlln~ COSh a' dt:lt:rTnlned b~ Pan 69 of the Commlsslon's rules. Seven year~ of
[HIL L' ... ..If' rt:::ulallon ha, helped 10 rallOnJltu tht: pricing of some access elements. but. In general. there has bt:en

lillie rd..llilmsh Ir ht:t\\ een acces' element rf1Ct:~. market conditions or economIc costs
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carrier access services where competitive forces are not sufficiently developed to constrain

prices and to lead to eventual deregulation.

Weighing the costs and benefits of implementing regulatory flexibility is much simpler

in the abstract than in the real world. Generally, telecommunications markets are neither

perfectly competitive nor perfectly regulated, and the correct question is therefore not whether a

given finn can exercise excessive control over price in a given market but whether the benefits

of a proposed regulatory modification will outweigh the costs in the "imperfect" markets in

which telecommunications services are sold and regulated, The question regulators need to

answer is not whether ILECs have aJll market power,72 but rather how much control over

market price is too much and thus requires continued price regulation?

While there is general agreement on the indicia of competition in a market, there IS

likely to be no agreement in a litigated case concerning the de~ree of control over price that

should trigger reduced regulatory constraints, For example, how much weight should be given

to the absence of entry barriers as compared with the absence of entry? To what extent does the

threat of potential entry discipline the pricing of a firm with a large market share? Can

switched trunk-transport and special access be treated as belonging to the same relevant

market" While economists can perform quantitative studies of these issues, the determination

l1f the effect of any proposed change in regulation on price. output. investment and service

quallt: will inevitably require judgement on the part of policymakers, Given that economic

thel1r: supplies no clear and unequi\'ocal answers and considering the difficulty involved in

measunng competition precisel:, especially in an ad\'ersarial setting. it is important that readily

.1\ ..lIl..lhk and easily \erifiahk Cnlena he used h: policymakers The triggers that are used to

n:n1ll\ ( successive regulatory n:stnctlOns must be known. measurable, and observable to

J ..'.:rl:;..l'ol..' the likelihood that unneedt.'d as: rnrnetnc regulations and regulatory proceedings will

J, ... !prt the cornpctiti\'e process.

\\ t" ~t"nC:rJ/I~ do nor regulate: prlCe~ In concentrated and Imperfectly competillve markets such as 50ft drrnks.
l'\ L'n thl'U~h br~e fJrTm proVIde: d.ITerenIlJIc:d products and have some control over price.
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While economics provides no clear and unequivocal answers to the question at hand.

economic theory does provide important insights which, when combined with objective criteria.

can be used to detennine the pace of regulatory reform. For firms to exercise market power.

two conditions must hold: (i) there must be little competition from existing firms producing

substitutes for the service in question; and (ii) entry into the market by new competitors must

be blocked by significant legal or economic barriers.

Although market concentration is a proper starting point for evaluating alleged market

power, care must be taken not to equate market share with market power. Basing an analysis

on market share or concentration is likely to lead regulators astray because current market share

is fundamentally backward looking and fails to put sufficient weight on current and future

developments. 7J While this tends to be the case in general. it is particularly harmful in

technologically dynamic markets like telecommunications. As one FCC staff member has

observed.

Given the technology of the telecommunications industry. many markets will
probably be characterized by the presence of one or more firms with a
predominant market share. Under well-accepted precedent. this basic condition
alone does not indicate that a market is performing poorly. This is why. in the
context of telecommunications. the analysis must always move beyond [market
concentration] and toward the e\'aluation of the elasticities of supply and
demand and. in particular. the presence (or lack) of barriers to entry,7J

\ 10re important than market concentration is the requirement that consumers have

choices a\'ailable to them. For this reason. when analyzing market power it is important to look

JI thL' producti\e capacity a\ailahlc from competItors As recognized hy the Commission in its

-\Tc\: 1 'on-Dominant Order. the appropriate measure of size for network-based

tdecllmmunications markets IS generJII~ capaclt~" For carrier access markets. capacity

.\ nlllrl: inSidIOUS problem IS that 'harl:' Ja' Irc4uc:nll~ calculatcd for thlng~ other than markets. For
lI:k'",HllnlUnlCatlons sen Ices" here a ...mall num~l:r of customers are responsible for a large fracllon of demand .
..I hi c: h .1\ l'rJ~C: share can conceal 10" mJr~CI 'harn In the economIcally relevant markets

'. L J "'rm al-. "Reorlentlng Economic Anal"" of Telecommunications Marl-cts Aher the 1996 Act:' A ntllruJI.

"'rrm:; 144- JI y~

111 III, \/Jfll'r I/f .\fOfItJfl of ATc\: T eorr III 1>.' H.'cla5S/fied CL~ U !\1/1l-Dommu1!I Curr/l'r. II FCC Rcd 3271.
(continued)
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measures must be tempered by addressability. That is, if rivals have capacity available that can

"address" a significant number of customers and that can be brought on line at low additional

cost, the ILEC cannot exercise market power, and therefore, regulatory constraints should

adjust accordingly.

After an analysis of current competition, attention generally turns to conditions of entry

into the market. 76 Absent barriers to entry, any elevation of price above the competitive level

would attract entry, expand market supply and reduce the market price towards the competitive

level. Entry barriers, therefore, are a necessary condition for market power. A thorough

analysis of entry conditions must include evaluation of the extent of sunk costs of entry. In

evaluating market power. sunk costs are key to measuring barriers to entry. If sunk costs are .

not imponant requirements of entry, competitors can enter and exit the industry at relatively

low costs to take advantage of any profitable opportunities in the market. Therefore. to assess

the conditions of entry in the relevant market, the Commission should analyze the extent of

legal and regulatory barriers to entry and characterize the degree to which entry (or exit) would

entail commitment of sunk costs for potential entrants. If entry has taken place at alL entry

barriers could not have been insurmountable.

In implementing these guidelines. two additional considerations should be observed.

First. the a\'ailability of interconnection agreements. UNEs at cost-based prices. and resale have

reduced the level of sunk costs required to enter the local exchange and carrier access markets.

and prospectiw regulatory policy mUSI take into account this reduction in entry barriers

St:conJ. \\ hen evaluating the state of potential and actual competition. it is important thai

n1t:asurt:mt:nt be made in a proper!: defineJ economic market. For local exchangc and carricr

JCCt:s" sen·ices. geographic markets arc generally small. SInce particular customers cannOI

IrJ\ el III ohtJin sen·ices For praCHCJ! purposes. market areas can be defined bv common

I 141j'; I

()1 Ulur~,. 11 CUTTent competlllon IS suffiCIent to rule out the exercise of market power. It IS not necessary to

cnn'IJ.:r OJTT\<:rs to entr:
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social, economIc and general business characteristics or by ILEe network geography or

architecture. The speed and direction of competition will vary geographically, at least initially.

and efficient competition will likely be sacrificed ifthis factor is ignored.

B. Triggering Regulatory Relief

The preceding section reveals that while economic theory provides important and useful

insights to assist the Commission, judgment on its part will be required. For this reason. clear

and objective triggers that are easily measured and verified can reduce contention and allow

regulators to expedite proceedings to provide additional pricing flexibility and reduce

regulatory constraints. On the other hand, for some services, e.g., special access and dedicated

transport. prices are already sufficiently constrained by market forces so that triggers would be

unnecessary.

A ,veil-crafted plan should link regulatory relief-such as volume and term discounts.

contract tariffs and forbearance-to objective triggers that measure the availability and use of

competiti\'e alternatives to ILEC carrier access. Regulatory relief can be structured in different

phases. in which. for example. certain types of triggers may correspond to different forms of

regulatory relief. But in general. triggers can be thought of as market symptoms which.

comhmed with the a\'ailability of UNEs. makes actual competition more viable and potential

competition a greater check on the ability of the ILEC to raise prices above the competitive

len: I Triggers are a means for regulators to ease regulatory constraints in particular markets

In cc-rt~m market areas or for certain services and customers-as the ILECs' residual market

rH)\\ er 1s n:duced to levels found in unregulated markets. In this sense. triggers work to ensun:

Ih;J\ (lncc- market conditions change. appropriate regulatory constraints immediately follow.

TheIr usc- c-nsures that there is a timely process In place that responds to the rapidly-changing

nUrkL'I conditions in carrier access and mcreases the likelihood that efficient regulatory

JC-CI-"1I1n-.. ~rc implemented.

I '\;Jmples of potential triggers include 3\'ailability of unbundled network elements.

lr~n"plln ~nJ tt.:rmination charges in place. provision of network elements and services. and the

C'\lSlenCl' of number portability arrangements. These objective and easily verifiable triggers

r f"n,"""): I (U"""'I\I'
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provide useful information regarding the state of regulatory and legal entry barriers. They also

contain information about the economic barriers to entry as well, because the availability of

UNEs reduces concerns about sunk costs of entry. Additional possible triggers include answers

to questions such as the following: Are competitors collocated in wire centers?; Are

competitors deploying facilities and using UNEs in the wire centers?; How many competitors

are present in some geographic area?; Do competitors have the ability to provide service to a

. substantial percentage of the market, using their own facilities or those of the ILEC'?

In addition, since the purpose of the triggers is to permit ILECs to move between phases

of regulatory reform in a manner that matches market conditions, we believe that movements

between whatever phases are eventually chosen by the Commission need not be sequential.

Meeting the trigger conditions for a particular phase should be sufficient to grant the associated

regulatory relief. For example. market conditions for special access services in most

geographic areas are such that immediate regulatory forbearance is warranted. and stepping

through sequential phases of deregulation would be an inefficient, time-consuming path to

ultimate regulatory forbearance.

The key to using objective triggers is that they be easily verifiable and used

expeditiously to evaluate ILEC proposals for flexibility. A process that automatically grants

lLEes certain regulatory relief when a specific trigger is reached greatly reduces contention.

which allows the Commission to administratively expedite ILEC filings. It also prevents the

prolifc:ration of ILEC waiver requests. forbearance petitions etc. which could tie up

Commission resources. The requirements necessary for regulatory flexibility would have been

Je:\:ldl.:'d ex untc.'. and thus the Commission's main task would be to verify the fulfillment of the

ITlgge:r The: importance of mo\"ing rapidl~ to determine the legitimacy of ILEe claims cannot

he: ,1\ crslated" Market dynamics arc changing the technology and structure of

te:b:l\mmunications at an extremely rapid pace. Having in place quantifiable trigg.ers that

(l,rrcspI,nd to predetermined flexibility reduces uncertainty of the participants and increases the

li~dihllod that competition will not be distorted by unneeded asymmetric burdens.

( .."\III''''J rl'''''''''''
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Imperfect competition is generally far superior to imperfect regulation in controlling
ILEe prices and service quality. The potential costs of permitting pricing flexibility for
incumbent firms prematurely are small and are likely to be swamped by the benefits of
competition under symmetric regulatory conditions.

Delay is costly. The potential costs of permitting pricing flexibility for incumbent firms
prematurely are swamped by the potential costs of inefficient entry from opening
markets to competition under asymmetric regulation.

•

•

•

•

V. CONCLUSIONS

ncra

Since competitive market forces are vastly superior to administrative regulation. the

Commission should immediately pennit the market to constrain ILEC prices in special access

and dedicated transport, where such forces are already strong. Doing so would lead to more

efficient pricing, production, and investment. As the Commission embarks on the process of

moving remaining carrier access markets to eventual forbearance, it should consider the

significant costs to consumers and to society as a whole of not relying on market forces. In

order to increase the likelihood that efficient competition develops, the Commission must

pursue a policy that regulates ILECs and entrants as symmetrically as possible and that does not

attempt to guarantee competitors' success in the marketplace. Though market pressures have

influenced carrier access pricing since 1984, the recent removal of entry barriers in the carrier

access market stemming from implementation of the Telecommunications Act makes

regulatory relief imperative. In our expenence, four economic principles are particularly

important:

Competition is imponant: competitors-incumbents and entrants alike-are not.

Prices cannot be set solel~ o~ reference to cost studies performed in litigated
proceedings, Prices should approximate their market levels under competitive
conditions. in which both cost and demand factors playa role.

In usm~ these abstract policies in a litigious world. regulators would be well-served by setting

n (/1I1t' observable and measurable triggers that provide specific relief from regulatory

\lO!J~~llons. as (LEC sen'ices mo\c to ditTerent phases of regulatory relief and eventual


