


P  E  R  S  P  E  C  T  I  V  E  S 

PHOENIX CENTER PERSPECTIVES 04-01 PAGE 2

their entire sunk (plant and non-plant) 
investment.4  

The burden on potential entrants of having to 
raise and invest the huge sunk costs required to 
participate in the “last mile” cannot be 
underestimated.   

First, due to the inherently high sunk costs 
required to enter, firms will need to achieve 
scale economies quickly – approximately a 35%-
40% market share.5  Unless investors are 
comfortable that the venture will have sufficient 
customers that can produce a large enough 
revenue stream to service the money and/or 
provide a rapid exit strategy, capital for new 
“last mile” network deployment will remain 
scarce.6 

Just as important, because the incumbent’s plant 
is already sunk and they are enjoying monopoly 
rents, the incumbents will always seek to 
sabotage new entrants’ efforts in order to protect 
their incumbent positions.7  If “The Money” 
perceives that regulators are allowing the 
incumbent monopolists to quash new entrants at 
will, however, then capital for new competitive 
“last mile” network deployment will be in short 
supply. 

Developing a Pro-Entry/Pro-Investment Policy:  
Why Choose Unbundling? 

Given these economic fundamentals, Congress 
could have chosen several different policy 
options in drafting the 1996 Act in order to 
encourage new competitive entry. 

“So-called intermodal competition 
has been more vision than reality.” 

 
The incumbent Bell monopolist would have 
preferred that Congress simply de-regulate and 
allow them back into long distance without 
much burden.  The Bells’ rationale behind this 

argument has not changed in eight years:  that 
is, policymakers need not worry about the 
incumbents’ market power (i.e., the ability to 
raise prices and restrict output) for wireline 
services because with new technology, entry 
will be so easy that “intermodal” competition 
from other distribution platforms (i.e., wireless, 
cable, powerline, WiFi, etc will ensure that 
Adam Smith’s invisible hand would thrash Ivan, 
Duane, Ed and Dick up-side their respective 
heads.8  As noted by both the Supreme Court 
and empirical analysis, however, so-called 
intermodal competition has been more vision 
than reality and has yet to demonstrate a 
significant impact on the incumbents’ 
competitive position or its strategic behavior.9 

In contrast, the CLECs would have preferred 
that Congress continue the original AT&T 
divestiture process and force the Bells to 
structurally separate their network from their 
marketing operations.  The theory behind this 
paradigm is that by eliminating the inherent 
conflict involved in allowing the Bells to be both 
wholesale supplier and retail competitor, the 
entity controlling the last-mile plant would no 
longer have any incentive to discriminate 
against new entrants seeking access to elements 
of their network.  Instead, this entity would seek 
to maximize sales on a non-discriminatory basis.  
As economically prudent a policy as this might 
has been it was a political non-starter that died 
on the vine without much consideration.10 

Instead, Congress went for the middle ground:  
in exchange for allowing the Bells to re-enter the 
long-distance segment of the market, the 
incumbent Bell monopolists had to make 
available to rivals unbundled elements of their 
network on a wholesale basis at just and 
reasonable rates.  The idea behind unbundling is 
straightforward:  because entry barriers into the 
local access market are so high, unbundling – 
i.e., a weak form of divestiture – seeks to 
“leapfrog” those barriers in order to accelerate 
the pace of competition.  In its simplest form, 
unbundling is supposed to lead to new facilities-
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based competition by enabling new entrants to 
enter a very costly business, develop a customer 
base and then build-out as conditions warrant.  
Such a strategy is often referred to as a “smart-
build” approach.  This is precisely what the FCC 
did in its 1980 MTS/WATS Resale Decision to 
great success for the U.S. long-distance market.11 

Unfortunately, however, given the huge sunk 
costs and risks associated with constructing a 
new, alternative residential access network, 
many firms will not (or cannot) afford the 
“smart-build” approach.  (The proverbial “build 
it and they will come” proved successful in 
Hollywood, but not for CLECs.)  As PHOENIX 
CENTER POLICY PAPER NO. 12 therefore 
explained, unbundling is critical to developing 
and aggregating sufficient non-incumbent 
demand among many firms for new network-
based facility investment.  

That is to say, if a 40% market share is required 
to justify the construction of a new “last mile” 
access network, then who says one firm has to 
provide all 40%?  Instead, if unbundling can 
facilitate 40 firms having 1% of the market each; 
20 firms having 2% each, 10 firms having 4% 
each, etc., then a non-affiliated third party 
wholesaler can enter and consolidate (or 
aggregate) this new non-incumbent demand for 
network elements dispersed among the various 
firms who currently purchase UNEs from the 
incumbent (much like building a shopping 
center with your anchor tenants already 
secured).  In so doing, network-based entry 
occurs both in the form of new alternative 
network construction, but also in terms of new 
technology investment (e.g., interconnecting a 
sophisticated database to the incumbents’ AIN 
to permit advanced managed-IP products and 
services).  Thus, by creating a vibrant wholesale 
market, while the number of networks may be few, 
the number of providers may be many – an 
arrangement that is most compatible with the 
underlying economics of the 
telecommunications industry.12 

Was Congress’ unbundling paradigm starting to 
work?  Apparently so.  With nearly 19 million 
consumers using a service delivered by a rival 
by means of the unbundled network element 
platform, the requisite new “non-incumbent 
demand” required for new network investment 
in the “last mile” is finally starting to take hold.  
Equally as important, other societal benefits are 
starting to emerge such as more investment 
(from incumbent and entrants alike)13, more 
jobs14, and significant gains to U.S. consumer 
welfare.15  But unbundling has not yet achieved 
the second important need – a vibrant wholesale 
market.   We appear to be on the cusp of 
achieving the sufficient amount of new non-
incumbent demand required to warrant the 
investment in new “last mile” network 
deployment, but a premature end to unbundling 
would make sure that this critical second stage 
of market evolution does not take hold. 

“We appear to be on the cusp of 
achieving the sufficient amount of 
new non-incumbent demand 
required to warrant the investment 
in new ‘last mile’ network 
deployment, but a premature end to 
unbundling would make sure that 
this critical second stage of market 
evolution does not take hold.” 

 
A Bucket of Cold Water 

Unfortunately, the D.C. Circuit’s evisceration of 
the FCC’s unbundling rules has thrown a bucket 
of cold water on CLEC’s already difficult task of 
attempting to raise additional capital.  Given the 
significant analytical flaws in the decision, 
combined with the obvious cataclysmic effect 
the decision will have on the market if left to 
stand, the logical thing to do would be for the 
Commission to seek certiorari of USTA II with 
the Supreme Court. 
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The FCC, however, decided to try something 
radical:  In a unanimous letter to all of the major 
parties to the fight, the FCC asked all carriers to 
“engage in a period of good faith negotiations to 
arrive at commercially acceptable arrangements 
for the availability of unbundled network 
elements.”  In exchange for coming to the table, 
the FCC stated that it would petition the D.C. 
Circuit for a 45-day extension of the stay of its 
decision vacating the Commission’s unbundling 
rules a well as request the Solicitor General to 
seek a comparable extension of the deadline for 
filing a petition for certiorari.16 

On the surface, this approach seems like a wise 
and prudent idea.  After all, assuming that 
noted economist Oliver Williamson is correct in 
his argument that people are driven by 
“bounded rationality”,17 private contracts should 
in theory be a far more efficient mechanism of 
allocating resources than government-imposed 
mandates.  Equally as important, given the huge 
stakes involved, it would be political corporate 
suicide to refuse publicly to participate in the 
FCC’s unanimous request, much less criticize 
the process. 

Yet, because the very foundation of these 
“commercial” negotiations is the result of 
political pressure, we should not be afraid to 
discuss openly the policy implications of the 
FCC’s approach.  That is to say, while private 
negotiations should be encouraged and that we 
should all hope for the best possible outcome, 
we also should be under no illusions that 45 
days of commercial negotiations will somehow 
make sixty years of structural problems of the 
“last mile” go away.  Indeed, the fact that at the 
time of this writing just two CLECs (Sage 
Telecom and Covad) have negotiated deals with 
incumbents (SBC and Qwest respectively) on 
terms not fully understood by the market 
(primarily because the parties will not disclose 
them) does not a fortiori mean that an efficient 
outcome has been reached and that there is a 
vibrant “last mile” wholesale market that will 
constrain the incumbents’ market power. 

But wait, there’s more:  even if we assume that 
the divergent parties to the dispute are able to 
produce some short-term results via 
“voluntary” bi-lateral negotiations, absent 
appeal to the Supreme Court, we cannot ignore 
the fact that USTA II – restricting access not only 
to unbundled network elements but also to 
shared transport and Enhanced Extended Links 
or “EELs” (two inputs of key importance not 
only to the wireline but to the wireless industry 
as well) – may still be on the books when these 
contracts expire.    

Accordingly, no matter how you slice it, USTA II 
spreads a dark specter over the competitive 
telephone industry’s ability to attract new 
capital.  And, until USTA II is removed either 
via certiorari or by new legislation, we should 
not expect otherwise. 

“While private negotiations should 
be encouraged … we should be 
under no illusions that 45 days of 
commercial negotiations will 
somehow make sixty years of 
structural problems of the ‘last 
mile’ go away.” 

 

Moving Forward 

As noted above, there much talk in Washington 
about revisiting and fundamentally rewriting 
the 1996 Act.  Naturally, each side will present 
widely divergent views of what’s right and 
what’s wrong and needs to be changed.  On one 
hand, one could accept the view of incoming 
House Commerce Committee Joe Barton that 
legislative change is required because “the 
current regulatory scheme is unfair” to the 
Bells.18 Alternatively, we could accept the 
argument of Chris Murray, legislative director 
for Consumers Union in Washington, D.C. that 
reform is needed, not “because the law didn't 
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contemplate new technology; it needs to be 
rewritten to provide consumers more choice in 
the cable and telecom services.”19 

Either way, if policymakers on both sides of the 
aisle truly want to “encourage the deployment 
on a reasonable and timely basis of advanced 
telecommunications capability to all Americans” 
by utilizing various regulatory tools that 
“promote competition in the local 
telecommunications market or other regulating 
methods that remove barriers to infrastructure 
investment”,20 then policymakers must account 
for the consequences of their actions on the 

entry decisions of new firms rather than on 
incumbents.   

Supreme Court Justice Felix Frankfurter warned 
us over fifty years ago that we cannot view 
telecommunications competition in an “abstract, 
sterile way.”21  Accordingly, for those truly 
interested in responsible public policy making to 
maximize U.S. consumer welfare, then the 
choice is simple:  either return to economic first 
principles in order to enable competition or just 
admit capture by the incumbents and return us 
to monopoly.  
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