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Q. Evidence of AT&T Canada, August 20, 2001, paragraph 1-14, 1-15, 1-17, 2-14, 2-15.

AT&T Canada indicates that one of the criteria for a new price cap regime would be to "provide competitors with access to the ILEC networks on a competitively neutral basis…"

(a) Indicate whether structural separation currently being considered by various U.S. jurisdictions would achieve this objective.  Please explain.

(b) Describe structural separation and how it would work. 


(c)
Provide AT&T's understanding of the advantages and disadvantages of structural separation.

A. The FBC rate in AT&T Canada's proposal is not equivalent to structural separation, but it is designed to meet the same regulatory objective from a pricing standpoint.  That objective is to foster sustainable competition by neutralizing the ability of the incumbent to discriminate against competitors as a result of its ownership and control of the public switched telephone network and its ubiquitous local access distribution infrastructure.

When a firm which controls access to a service required by a company also competes with that company in the provision of a downstream service, the firm has an incentive to use its control over access to the non-competitive component to restrict competition.  The OECD sees structural separation as a means of removing that incentive.
  Structural separation can take many forms, but in essence it means splitting up the ownership of a vertically-integrated company by competitive and non-competitive activity.  In the market for local exchange service, this would mean breaking up the ILEC into separately owned and controlled retail and wholesale entities.  The retail company would engage in the competitive activity of selling services to business and residential consumers in competition with CLECs.  The wholesale company would own the monopoly network and would sell network access to all retailers, including its former affiliate, on equal terms and conditions.  When there is structural separation, the owner of the non-competitive part of the business ( here, the PSTN and local distribution network ( has no incentive to discriminate between firms that compete in the retailing of local exchange services.  

The major advantage of structural separation is that it reduces the incentive of the provider of the non-competitive activity to restrict competition in the competitive activity.  This is an important advantage over other forms of regulation because it lessens the regulatory burden, enhancing the quality of the regulation and the level of competition.
  AT&T Canada recognizes, however, that structural separation can be disruptive and may lead to the loss of economies of scope.  As a result, there is a potential for higher costs for the consumer.

In March of 2001 the Pennsylvania Public Utilities Commission (PA PUC) ordered a variation of structural separation for the incumbent, Verizon-Pennsylvania (Verizon).
  The order provides, in part, as follows:

That Verizon shall engage in the functional separation of its wholesale and retail units.  This will require Verizon to separate its wholesale and retail divisions through the application of a Code of Conduct, in a way which provides for non-discriminatory access to its wholesale division by all CLECs.  This plan shall encompass personnel, accounting, record keeping and business practices.  The functional separation of Verizon's wholesale and retail units shall be analogous to the functional separation ordered in the electric and gas industries.

Provision is also explicitly made in the order regarding resale/wholesale obligations for DSL/advanced services to CLECs, access to DSLAM equipment in Verizon's remote terminals consistent with an industry standard to be determined in consultation with the PA PUC, electronic loop provisioning, that a collaborative convene to address the deployment of fiber and Next Generation Digital Line Carrier (NGDLC) and equal access to DSL over fiber, that monthly meetings be held to be mediated by a Commissioner or senior staff member, etc.
  The objective of the PA PUC is to set conditions of parity between the ILEC and CLECs with regard to accessing the ILEC's network.

Another means of addressing the incentive for the incumbent to discriminate in an anti‑competitive manner is to regulate access to the non-competitive component of the integrated incumbent firm, in this case the ILEC's network.  This approach seeks to modify the behaviour of the incumbent and requires the regulator to set correct terms and conditions of network access and to monitor same to ensure that incumbent is not giving itself a preference in terms of access to the non-competitive component of the firm on which competitors also rely.  This is where the current regime has broken down.  While the ILECs have provided a limited set of access services at mandated prices, AT&T Canada's evidence demonstrates that CLECs are dependent upon the ILECs for more than the services currently categorized as essential or near-essential.  Moreover, the evidence also shows that the implicit cost to an ILEC of supplying its retail arm with network services has been far less than the price the ILEC has charged its competitors for like services.  AT&T Canada has estimated this network cost advantage to the ILEC to be at least 70% of the amount AT&T Canada pays the ILECs for required ILEC facilities.  

The FBC rate is designed to neutralize that advantage and to level the playing field by providing access to the underlying monopoly resources on the same terms, at least with regard to price.  The FBC rate produces a parity condition with respect to the cost of accessing the ILEC network.
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