










major urban areas, where high-density customers cause 
substantial economies of scale. TIle result of this scenario 
is the potential for markets with either one dominant carri­
er and one or more weak carriers, or markets with no 
competition at all. The carrier able to achieve the highest 
scale economy would likely drive other carriers out or 
force them into weak competitive positions. In the worst 
case, the dominant carrier would "cherty-pick" the most 
profitable segments of the market, leaving high-cost service 
areas to non-dominant firms. 

Competition for Local Exchange 
Telephone Service 
In addition to the potential entry of cable TV companies 
into the market, a burgeoning industty of "alternate access 
vendors" (AAVs) already connect phone lines from cus­
tomers' premises directly to long distance network access 
points, bypassing the regular local exchange carrier (LEe). 
AAVs typically cater to large long distance lIsers in metro­
politan areas. Because AAVs only operate in LEes' most 
profitable markets, they undercut LEC ptices. 

Telecommunication reform did not pass 
the 103rd Congress for the same reasons 

it failed in the 96th Congress: the bills 
created an incorrigible mix of winners 

and losers. 

To show how alternative access service works, one can 
take the example of an AAV operating in Washington, D.e. 
A'3SLlme that a financial institution, which is a signifkant 
long distance customer, occupies a downtown office build­
ing. FLIlther assume, for example, that the financial institu­
tion has chosen Sprint as its long distance company. The 
MV will connect all of the customer's phone lines directly 
from the oftlce bUilding to a nearby Sprint network access 
point, bypassing Bell AtlantiC, Washington's LEe. The AAV 
can undercut Bell Atlantic's prices because Bell Atlantic, 
like the fonner Bell System, charges flat rates and subsi­
dizes high-cost service with low-cost setvice. In this exam­
ple, the AAV is "cream-skimming" one of Bell Atlantic's 
most profitable markets: concentrdted office buildings in a 
downtown area. AAVs cream-skim RBOC local exchanges 
the same way Mer cream-skimmed AT&T's most profitable 
long distance markets in the 1970s. 

Using alternative access technolob'Y, AAVs can connect cus-
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tomers' telephones to local exchange switches as easily as 
they now connect customers to long distance networks. 
The only �f�~�l�c�t�o�r� prohibiting this type of service is telecom­
munication policy. Legislation proposed during the 103rd 
Congress would have required the RBOes to interconnect 
their local exchanges with competitive providers, including 
AAVs, cahle TV companies, and even long distance carri­
ers. The rules would have forced the RBOCs to give com­
petitive providers interconnection that was technically 
equivalent to the local exchange service RBOCs provide 
directly to their own cLlstomers. Flllthermore, new regula­
tions would have mandated customer telephone number 
portability between competitive providers, alleviating con­
cerns over the possibility of having to change numbers to 
change companies.l7 

Although this policy would create considerable competi­
tion for local exchange service, in some markets it has the 
potential for a signif1cant win-lose situation. The above 
example of AAV cream-skimming could be repeated sever­
al times over in every metropolitan area, potentially leav­
ing the RBOCs only with high-cost territories and no way 
to generate subsidies with profits from lower-cost service. 
For this policy to be feasible, the RBOCs would need an 
offsetting benefit. The most apparent offset would be to 
repeal the MFJ restriction on long distance service, allow­
ing the RBOCs to sell packaged local exchange and long 
distance service, thereby cushioning the impact of lost long 
distance network access revenue. 

RBoe Entry Into Long Distance 
Another part of the l03rd Congress legislation would have 
allowed for both competition in local exchange service 
and RBOC entIy into the market for long distance. Under 
today's regime, for example, a call between Baltimore and 
Philadelphia must be carried by a long distance company 
such as AT&T, MCr, or Sprint, even though both cities are 
in Bell Atlantic's service territory. Under this proposal, 
however, Bell Atlantic would be free to compete against 
long distance companies for the service. 

S.1822 would have allowed an RBOC to enter the market 
for long distance service, provided the RBOe passed four 
tests administered by the Department of Justice and FCC. 
Congress intended the tests to ensure that a proper level of 
local exchange competition existed before an RBOC 
entered the market for long distance.2H However, the pre­
conditions specified in the bill were too ambiguous to 
define clearly when a local exchange would be considered 
fully competitive. While S.1822 contained a date-certain for 
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AAV, cable, and long distance company emry into local 
exchange service, the regulatory tests left the RBOCs 
uncertain about when they could go into long distance. 

As with proposals for local exchange competition, allowing 
RBOCs to enter the market for long distance would create 
a powerful win-lose situation; however, unlike local ser­
vice, the situation could cut two ways. In one scenario, the 
RBOCs could win while long distance companies lose. 
Since the bulk of long distance calling is within a few hun­
dred miles of the customer's location, RBOCs could carry 
those calls on their networks with almost no modification 
of existing facilities. RBOC long distance service would 
begin soon after authorization, in an extremely efficient 
and competitive manner. Long distance companies quickly 
would lose considerable market share before they became 
significant players in the local exchange. 

In the other scenario, the RBOCs could find themselves 
facing local exchange competition before having passed 
regulatOlY tests allowing them to enter long distance. This 
possibility caused RBOC lobbyists to oppose the final ver­
sion of S.1822 in the 103rd Congress. During the 104th 
Congress, discussion arose over the possibility of a date­
celtain approach to simultaneous opening of both markets 
to competition. The date-celtain approach does not allevi­
ate concerns about the definition of ['ull local exchange 
competition, nor does it address contingencies when local 
competition fails to appear. With this policy alternative, 
there is not a clear winner or loser, nor is there any effec­
tive way to ensure that losers are compensated with a 
comparable benefit. The complexity of this dilemma illus- . 
trates the difficulty in finding adequate telecommunication 
reform alternatives. 

Entry Into Telecommunications by 
Electric and Other Utility Companies 
S.1822 also contained an amendment to the Public Utility 
Holding Companies Act of 1935 (PUHCA), which prohibits 
a registered public utility company from engaging in busi­
nesses not directly related to the company's core provision 
of utility service.29 Enactment of this provision would be 
one of the most sweeping changes in the history of both 
telephone and non-telephone public utility service. 

The Energy Policy Act of 1992, which separated the trans­
mission of electricity from its bulk generation, prompted 
heavy power consumers to begin using electronic 
Demand-Side Management (DSM) systems to cUltail elec­
tric consumption during hours of peak demand. DSM sys-
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tems are geographically-dispersed digital data communica­
tion networks that monitor consumption of electricity on a 
power grid. A factory, for example, can use a DSM system 
to boost assembly line production during off-peak hours.3o 
DSM systems can be easily modified to carry telecommuni­
cation tratfic. In the above example, the factory could con­
nect its internal telecommunications system to the DSM 
network, and use it to cany digital voice, data, and video. 
Witll interconnection, DSM network providers could com­
pete for service against local and long distance telecommu­
nication companies. 

Manufacturing Authority- for RBOCs 
Another section of the legislation proposed during the 
103rd Congress would have overturned the MF] RBOC 
manufacturing restriction.31 Many observers view the rnanu­
facturing prohibition as the most restrictive part of tlle MFj, 
and would like to see it removed. Other analysts see the 
restriction as a fundamental measure protecting monopoly 
local exchange service from cross-subsidy. Still another 
viewpoint favors the manufacturing restriction not to pro­
tect against cross- subsidies, but as a method to ensure that 
manufacturers bring the latest technology to market inde­
pendently. 

The emergence of competition on the 
fringes of local exchange telephone service 
has begun a spiral of events that will lead 

to construction of the yet undefined 
Information Superhighway. 

The Consent Decree prohibited the RBOCs from all types 
of manufacturing activity, including not only the fabrication 
of equipment but all research and development. Ten years 
later, with technological convergence, tlle RBOCs protest 
the manufacturing restriction because they want to partici­
pate in the design and development of devices used to 
build tl1eir networks. As US West Chairman Richard 
McCormick explained in Senate testimony, selvice compa­
nies must collaborate closely Witll equipment makers to 
develop advanced technology: 

The set-top box and video servers it will take to 
make multi-media [hybrid telephone-television] a 
reality aren't available from "off tlle shelf." They're 
still in the laboratory where engineers are trying to 
get the bugs out of tl1em. The restrictions severely 

59 



compromise our ability to engage in design disclls­
sions with manufacturers ... 

Whenever one of our people has a good idea, that 
individual must share [itl with a battery of attomeys 
who make their best judgment as to whether carrying 
[itl forward would violate the MFJ. .. They don't let their 
imaginations run as freely. They're not as creative. 
They're more disappointed than entrepreneurialY 

The MFJ restricts the RBOCs in everything from low-level 
technical discussions with manufacturers to participation in 
joint business ventures. While the MFJ succeeded in divest­
ing the Bell System of Western Electric, it'> manufacturing 
subsidiary, today the manufacturing prohibition is not serv­
ing such a clear purpose. Proponents of the restriction feel 
that it prevents RBOCs from holding the latest technology 
"on the shelf" until they can fully depreciate existing net­
work assets and facilities. Another school of thought, how­
ever, feels that with adequate competition the market will 
give companies sufficient incentive to deploy the latest 
equipment. 

Analysis & Conclusions 
The emergence of competition on the fringes of local 
exchange telephone service has begun a spiral of events 
that will lead to constmction of the yet undefined 
Information Superhighway. Although there has been much 
talk of telecommunication reform and a tremendous 
amount of attention paid to convergence technology, the 
Information Superhighway has yet to emerge in a congru­
ent form. While we see many individual information high­
ways in wide area computer systems, long distance tele­
phone networks, cable 1V systems, and the Internet, mar­
ket dynamics have not evolved to the point where multiple 
competitors provide all these services on a Single conduit. 

But the beginning of competition on the fringes of the 
most profitable local exchange services will change this. 
Today the AAVs are cream-skimming RBOC profit'> the 
same way MCI and early long distance competitors cream­
skimmed AT&T's long distance routes. Cable operators and 
long distance companies are poised to enter the local 
exchange when policy permit'>. 

All of this competition promises to drive local exchange 
pricing structures to levels that accurately reflect the true 
cost of service. Today, discerning the relationship between 
local exchange costs and prices is difficult, because rate-of­
return regulation encourages telephone companies to 
charge flat rates with implicit subsidies. In the future, local 
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exchange carriers will be competing in a high-tech multi­
service envirorunent, providing various combinations of 
individual service elements. In this environment, competi­
tion-not rate-of-return regulation-will determine specific 
service prices. To achieve economies of scale, telecommu­
nication companies will be forced to provide economically 
attractive "packages" of service. 

All of this competition promises to drive 
local exchange pricing structures to levels 

that accurately reflect the true cost of 
service. 

Packages will consist of combinations of local and long dis­
tance telephone, interactive video, and data communica­
tions service. They will be available in a variety of "tiers," 
catering to a range of customers from large organizations to 
residential consumers. As these multi-service packages 
emerge, they will change telephone, television, and com­
puter service into a technologically-converged digital 
Information Superhighway. Competitive packages of broad­
band interactive multimedia services will be available on a 
single conduit, from several proViders. As this occurs, the 
National Information Infrastructure will come into existence. 

The growing amount of local exchange competition makes 
telecommunication reform as inevitable today as it was in 
the late 1970s and early 1980s. Events in that era showed 
that telecommunication reform was too complex to be 
solved with incremental policy change, hence the failure of 
legislation in the 96th Congress and, ultimately, divestiture. 
With tile MFJ, a small group of people, in a seven-page 
document, accomplished what the entire legislative branch 
of the United States could not do in two years. 1he incorri­
gible mix of winners and losers in today's incremental pol­
icy proposals presents the same dilemma. 

Unlike the situation in the late 1970s and early 1980s, 
though, today's telecommunication refoun effort is cen­
tered in Congress. The Department of Justice and the FCC 
do not have nearly the roles they had in tile events pre­
ceding divestiture. The traditionally deliberative legislative 
process is confounded by a Congress bent on finding solu­
tions favorable to lobbyists on both sides. 

In early January 1995, the Clinton Administration held a 
federaVstate/local telecommunication policy "summit" in 
Washington, timed to coincide with the beginning of the 
104th Congress. At the conference, Vice President Gore 
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summarized the telecommunication reform dilemma and 
called on Congress to break the gridlock: 

The issuance of our Joint Statement [federal-state-
10caIl ... comes at a criticaL .. time as Congress begins 
debate over new telecommunications legislation, 
[and] as state and local governments ... [build] increas­
ing momentum to open markets ... The framework we 
issue today ... will send a clear signal that our resolve 
for revolutionary change is greater [now] than ever 
before.33 

With the MFl a' small group of people, in 
a sevenpage document, accomplished 

what the entire legislative branch of the 
United States could not do in two years. 

Several states have passed some fOlm of intrastate telecom­
munication deregulation, allowing for various degrees of 
competition in the local exchange. New York was one of 
the first states to allow such competition: trials are under­
way in Rochester and New York City.34 The nation is 
watching as the New York Public Service Commission 
deals with new regulatory challenges every day, in what is 
becoming a national model for full deregulation and com­
petition. In this respect, Congressional gridlock is advanta­
geous since it allows states to be laboratories for national 
policy. The disadvantage of federal followership is that the 
entire country must wait for unified policy. Since the 
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Information Highway is by its nature interstate, the govern­
ment must present federal policy guidance in order for this 
complex system to fully develop (federal meaning unified 
policy for all levels of government, instead of rudimentary 
jurisdictional preemption). 

In order for telecommunication reform to be successfi.tl, 
Congress must take a non-incremental approach to 
change. Regarding potential winners and losers, Gore said: 

Each industry is trying to enter new markets while 
keeping competitors out of its own old market. The 
motto seems to be, "What's mine is mine-what's 
yours is negotiable." We have to break this impasse if 
we are going to create a Vibrant, competitive infor­
mation marketplace ... How do we reconcile all these 
fears [of new competition]? .. only by having the 
courage to throw out the regulated monopoly 
model. .. and instead create a truly competitive mar­
ketplace where regulation is replaced by competi­
tion ... 35 

Although each increment appears to create too many win­
ners and losers, a fully reformed market will have nothing 
but winners. The telecommunications industry will grow 
like the major conglomerates of the industrial era in the 
early 20th century. Full competition will bring convergence 
technology into our homes, offices, schools, libraries, and 
hospitals. We will find new applications for information 
technology that we cannot imagine today. A high-tech rev­
olution will create the America of the 21st century, an 
America of the Information Age. '* 
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