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I. Introduction

Recent years have witnessed a fundamental reorientation
of federal policy in the telecommunications sector. A
series of actions after 1968, culminating in the Federal
Communication Commission (FCC) 1980 Second Computer Inguir~

decision 1/ and the 1982 American Telephone and Telegraph
Company (AT&T) divestiture decree, 2/ greatly transformed
the once rigorous controls that the-FCC and the Justice
Department (the latter through its 1956 consent decree with
AT&T 3/) had imposed on telecommunications. In a federal
system, policy changes at one level of governmental regulation
have ramifications on the regulation by other levels, and
the telecommunications sector is no exception. Major
changes in the nature of the federal-state relationship in
communications regulations have accompanied the dynamic
development and application of communications technology.

The system of federal and state responsibility for
communications regulation traditionally had been one of
coregulation. A high degree of commonality of federal
and state goals existed in this system. The cooperative
spirit was so great that the federal level permitted major
revenue transfers to the states' domain to alleviate local
rate pressures for which the federal goverment had no direct
oversight responsibility. 4/ As the 1970's unfolded,
however, the divergence in-goals between the federal and
state levels of government became pronounced. The federal
redistributory or equity goal became secondary to a pursuit
of economic efficiency through reliance on a change in
markets and competition.

During the last decade the traditional system has
disintegrated rapidly, with the federal government pursuing
a fundamentally different policy than the states and becoming
the predominant force in the shaping of telecommuncations
policy. ~/ The federal government uses a different basic
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regulatory technique than the states do, and indirectly
deprives them of the means to fulfill their traditional
goals. Moreover, the government legally constrains the
states' ability to pursue these objectives in alternative
ways by invoking the doctrine of federal preemption.

II. The Traditional and Changing Roles of Federal and
State Regulators in Telecommunications

The traditional division of regulatory responsibility
in telecommunications is easy to summarize: the regulation
of all forms of wireless communication is exclusively
federal, whereas the federal government shares regulation
of wire communications with state and local governments.

While state involvement in telephone services dates
to the 1880's, 6/ and regulation by state commission began
in 1907, 7/ over time the emerging interstate telephone
network also called for some federal responsibility.
Therefore, the Mann-Elkins Act 8/ which Congress passed in
1910 extended some undefined regulatory authority to the
Interstate Commerce Commission (ICC). Although the ICC
largely failed to exercise this authority in its early
years, it did to exercise this authority in its early years,
it did actively establish a position of dominance over state
regulation of railroad transportation in the Shreveport Rate
Cases. 9/ By Analogy to the Shreveport cases, the states'
authority in the telephone area became tenuous: the states
ultimately were only as powerful as the ICC allowed them
to be, even though barely two percent of telephone messages
were interstate. 10/

The Communications Act of 1934 11/ merged the ineffectual
Federal Radio Commission's authority-and the ICC's telephone
jurisdiction into the newly created Federal Communications
Commission 12/ and increased and clarified that agency's
mandate. l3~ At the same time, the states urged a statutory
limitation-of the FCC's authority over intrastate wire
communications, and Congress responded by adding to the
Act Sections 2(b) 14/ and 221 (b). 15/ Sections 2(b),
which applied only~o the first section of the Act, prohibits
FCC regulation "in connection with intrastate communication
service by wire •... " 16/ The congressional intent clearly
was to limit the scope-of federal telephone regulation.
17/ Thus the House reported that "some 97 1/2 or 98 percent
of all telephone communication is intrastate, which this
bill does not affect." 18/

Despite the statutory language, the physical network
facilities are not neatly separable into their intrastate
and interstate components. On the contrary, they fulfill
both functions simultaneously. During the era following the
1934 Act, public policy-makers were under continuous pressure
to reconcile the statutory fiction of separation with the
reality of integration. What emerged from these efforts was
a system of coregulation, in which both federal and state
agencies regulated the same facilities at the same time.

8



The cooperative system, however, could not last when
its constituents' fundamental goals diverged. This divergence
of goals occurred when the FCC began to embrace the concepts
of efficiency, competition, markets, and entry, while the
state commissions continued to emphasize equity and redistri­
bution. The split emerged first in the accessory equipment
area. In a series of decisions culminating in Carterfone 19/
and the equipment registration decision, the FCC opened the­
accessory equipment market to rivals of AT&T's manufacturing
arm, western Electric. The states, on the other hand,
advocated a restrictive approach during this period, largely
for fear of losing the subsidy to residential rates that the
liberalization would cause.

Several states attempted to impose restrictions notwith­
standing the FCC's actions, but the Commission prevailed in
the courts; North Carolina Utilities Commission v. FCC. 20/
The separation of interstate and intrastate communications
by sections 2(b) and 22l(b), the legal linchpins of the
cooperative system, did not survived this decision. Instead,
the court found that state action had frustrated the Commis­
sion's efforts to discharge its responsibilities under
section 201 through 205 of the 1934 Act to create a national
system of telecommunications. 11/ The state action, therefore,
was invalid. The court read section 2(b) to apply only when
intrastate networks were "in their nature and effect ••.
[separate] from and .•• not substantially affect[ing] the
conduct or development of interstate communications. 22/
This narrow interpretation rendered the section meaningless,
since the integration of interstate and intrastate aspects
of telephone communications exists nearly everywhere. If
virtually all facilities of a nationawide network are part
of the interstate network, FCC jurisdiction extends to all
aspects, and the federal preemption relegates the states to
a dependent role. Hence, state regulation of telephone
service, in the presence of an articulated FCC policy, is
largely at the sufferance of the FCC.

III. The New Federal Regulation

The FCC has received much attention for its new policies
toward telecommunications regulation, which commentators
generally describe as deregulatory in nature. 23/ These
policies, coupled with the Justice Department'S-AT&T divesti­
ture agreement, however, are not deregulatory in the true
sense of the word. Rather than eliminate governmental
intervention, the policies substitute a fairly rigorous
control of market structure for control over the regulator's
behavior in setting prices and quality levels. Thus,
absence of intervention does not accurately describe the
federal policy, and it mischaracterizes the disagreement
between federal and state policies as one between free­
marketeers and regulators, whereas the conflict actually is
between different approaches to regulation. Limited entry
decontrol more aptly describes the federal policy in the
communications sector. The FCC frequently permits entry,
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and indeed even encourages it. The Commission, however,
segregates different segments of the communications sector
from each other, and often restricts participants in one
area from entering another sector.

Despite the talk about freedom of entry and convergence
of technology, the communciations sector abounds with entry
restrictions on some of its most likely entrants -- those
firms already operating in other segments of the communica­
tions industry. The divested former BOCs, for example, may
not provide any non-monopoly service. 241 They may not
enter interexchange transmission or offer information
services, and they cannot manufacture equipment -- although
they may market it. Similarly, the FCC prohibits BOCs
from owning and operating cable television systems. 251
Since the BOCs comprise two-thirds of AT&T's assets and
employees, the overall effect of divestiture on the Bell
System quite possibly has been to add restrictions rather
than to reduce them.

The FCC has imposed similar restrictions in the broadcast
field. The Commission still forbids commercial television
networks from owning more than seven stations. 261 At
present, they may not own cable television franchies 271
and they are subject to a ceiling of airing no more than
three hours of prime time programming per day. 281 Cable
television operators may not own television stations broad­
casting in the area in which the cable operators are located;
similarly, television stations may not own cable networks
operating in their area. 291 In addition, cable television
operators must carry, at no charge, the programs of all
television broadcasters in their geographical area, 301
which, in effect, makes these broadcasters favored entrants
in the competition for viewers. Other structural restrictions
prohibit foreign broadcasters from having control ownership
interests in United States stations, or in telephone
companies. 311 The FCC has structured the cellular radio
market to consist of two services in each locality, with one
assured to a local wireline carrier, i.e., a local telephone
company, and the other set aside to anyone else.

Of course, structural regulation is not a new approach,
as several of the examples indicate. The 1913 Kingsbury
Commitment 321 subjected the Bell System to structural
restrictionS-by requiring AT&T to exit from public telegraphy,
to divest itself of Western Union stock, to cease acquiring
new territories. and to interconnect with independent
telephone companies. 331 Nor is structural regulation the
policy that the FCC has pursued in every instance. Indeed,
the Commission has removed some barriers that separated
different communication firms. For example, the FCC recently
eliminated the careful separation of domestic and interna­
tional telegraphy, which Western Union and the so-called
IRCs operated respectively.}il In addition, the agency
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ermitted the IRC to provide voice service. 35/ Yet despite
~uCh instances of structural decontrol, the present policies
of the FCC and the Justice Department rest strongly on the
structural separation of communication firms.

Several justifications support the FCC's structural
separation policies. First, structural separation prevents
possible cross-subsidization of the competitive segments of
a firm's activities by the firm's naturally monopolistic
parts. A strict separation between the two segments is
necessary if sustainable entry into competitive markets is
to exist. ~/ Second, concerns of diversity, political
power, and localism favor the diffusion rather than the
concentration of control over communication. 37/ Last,
since encouraging entry into content markets such as infor­
mation services or entertainment programming strengthens the
importance of conduit access, structural separation may be
necessary to reduce the potential for unfair competition by
a vertically integrated firm that is both an essential
conduit and a content supplier with other nonintegrated
providers.

The problems with structural regulation are several.
First, structural regulation must be recognized as a form of
regulation, often quite restrictive in nature. 38/ To draw
an analogy, the exclusion of certain types of vehicles from
a highway is at least as restrictive as a speed limit.
Furthermore, structural regulation is not easy to maintain
in the midst of unprecedented technological change and
entrepreneurial application. A regulator can restrict the
participants in one market from entering another market only
when the technologies in question are clearly distinguishable.

Efficacy is another fundamental problem of structural
regulation. Underlying the structuralist approach is the
expectation that entry, coupled with separation of markets,
will lead to competition in prices and quality of service.
In addition, proponents of structural regulation claim that
it will provide users with a welcome choice, eliminate
market power, and obviate the need for traditional price/
earninqs conduct regulation. 39/ Whether structural regula­
tion can accomplish these feats is questionable. 40/ This
points to the fundamental weakness of an entry-based policy.
Although open entry -- or at least the threat of potential
competitors -- is necessary to achieve competitive markets,
it is not sufficient by itself. To assume that the de
jure removal of barriers leads to de facto competition is
wishful thinking. For sustainable entry, an entrant's
cost must not be above those of the incumbent firm or
firms, and a reduction of the incumbent's ability to cross­
subsidize the contested service segment is necessary. The
FCC and the Justice Department have concentrated on limiting
cross-subsidization, and have largely disregarded the issue
of sustainable entry in its absence.
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Since the FCC has chosen an open entry approach, the
federal policy now depends for success on the survival of
entrants, which tends to lead to a policy that focuses on
ensuring the presence of competitors rather than necessarily
of competition. For example, under the 1982 settlement,
local exchange companies must give AT&T's competitors in the
interexchange markets access to the local exchanges at the
same rates they charge AT&T, even if AT&T's large scale of
operation and the resultant cost advantages may justify a
lower rate, "provided that the access is equal in type and
quality.".!!./ Indeed, under the FCC's recently proposed
access charge arrangement, AT&T's indirect access charges
are actually higher during a five-year transition period
than are the charge of its competitors. 42/

IV. Federal Preemption

State commissions have been remarkably insignificant
throughout the development of the federal structural policies.
Although many states intervened, litigated, and testified
vigorously at every stage of the process, in not one major
instance did they carry the day.

The pendulum has swung from p~rtnership in a coregulatory
regime -- at least for wire communications to overwhelming
federal predominance over the regulation of telecommunications.
The primary legal weapon that the federal government has used
to achieve its position is the doctrine of federal preemption,
which precludes local and state governments from taking actions
that impair federal policies. 43/

The FCC has been outspoken-in its determination not to let
states interfere with its policies. In the 1980 Competitive
Carrier proceedings, 44/ the Commission stated unequivocally:

••• We intend to preclude the states from regulating non­
dominant entities providing communications services in
competitive markets on an interstate basis. 45/

In almost all instances the courts have agreed with the
Commission.

Thus, in North Carolina Public Utilities Commission v.
FCC, 46/ the court decided in favor of the FCC, which had
provided for the interconnection of terminal equipment by
suppliers unaffiliated with the local telephone companies.
The court held that the FCC's regulatory authority over
interstate communications includes authority over equipment,
services, and facilities that are inseparable from intrastate
services. !I/ Similarly, the United States Court of Apeals
for the District of Columbia upheld the Second Computer
Inquiry decision in Computer and Communications Industry
Association v. FCC 48/ against challenges by state bodies,
including the California Public Utilities Commission and the
National Association of Regulatory Utility Commissioners.
49 Echoing North Carolina Utilities Commission, the court
stated: "[W]hen state regulation of intrastate equipment or
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facilities would interfere with achievement of a federal
regulatory goal, the Commission's jurisdiction is paramount
and conflicting state regulations must necessarily yeild to
the federal regulatory scheme." 50/

Significantly, the court in COmputer and Communications
Industry Association upheld the FCC's power to abandon an
area of traditional regulatory concern, such as the setting
of CPE rates, provided the Commission substituted other
regulatory tools. For example, the Commission required the
structural separation of regulated and nonregulated activites
of AT&T, the dominant carrier. 51/ By declaring an affirma­
tive regulatory policy not to regulate an area, the Commission
can prevent states from-u5urping regulatory authority in a
particular area. To use the FCC's jurisdiction regulatory
mandate of the Communications Act of 1934 as the basis
both for not regulating an area and for excluding states
from doing-5o is an expansive interpretation of preemption.
Furthermore. under the appellate court's opinion, the FCC is
free to establish new regulatory tools as it deems necessary
in the changing telecommunications environment and in each
situation it may preclude states from a nonconforming
response.

The preemption issue is also present in United States
v. AT&T. 52/ Judge Greene, in his opinion affirming and
modifying~he consent decree agreement between the Justice
Department and AT&T, found that federal preemption exists
even before an actual conflict arises between federal and
state actions. 53/ In General Telephone Company of California
v FCC 54/ then Judge Warren Burger upheld federal jurisdic-
t on over intrastate facilities used for interstate services.
In his opinion for the court he wrote: "Any other determina­
tion would tend to fragment the regulation of a communications
activity which cannot be regulated on any realistic basis
except by the central authority; fifty states and myriad
local authorities cannot effectively deal with bits and
pieces of what is really a unified system of communication."
55/ Similarly, when the FCC sought to preclude the New
York State Commission on Cable Television's asserted juris­
diction over the master antenna televion (MATV), the Second
Circuit upheld the Commisssion on the ground that state
regulation could frustrate the FCC's policy of encouraging
interstate Multipoint Distribution Services used in pay
television. 56/

The FCC'S string of successes is not unbroken. When
the Commission attempted to preempt state regulation of
cable television's use of two-way leased channels, the
District of Columbia Court of Appeals reversed the Commission
in a multiple opinion decision, National Association of
Regulatory Utility Commissioner v. FCC, 22/ because the FCC
had failed to establish a nexus between the particular
communications activity if sought to regulate and its
jurisdictional powers over broadcasting. 58/
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v. The Impact of Federal Structural Policies on the States

The redirection of federal regulation toward a structural
approach has ushered in a period of difficult adjustment for
the states. Their own regulatory priorities, which strongly
reflect social policy concerns, have not changed. Affordable
residential rates, universal service encompassing low income
users and rural areas, and the viability of local telephone
companies subject to state regulation remain the state
commissions' primary regulatory goals. 59/ The third of
these goals is a prerequisite for achieving the first
two objectives, which concern equity and redistribution 60
and reflect the political and historical context for the
Commissions' raison d'etre. These goals have not changed in
the past decade. If anything, their public proponents have
become more assertive, and the increased panoply of services
available over telephone, 61/ coupled with the greater
geographical dispersion of-Population, have made access to
telecommunications services more important than ever.

State commissions were able to maintain their regulatory
goals through the use of revenue sources over which they had
no control -- interstate long distance rates that the FCC
established 62/ -- and through activities such as equipment
leasing whose revenues depended critically on market structures
and entry conditions that also were susceptible to FCC
regulations.

As part of its policy reorientation, the federal
government achieved divestiture, which resulted in the loss
of interexchange service cross-subsidy. The effect that the
loss of this revenue will have on local exchange rates and
on universal service is difficult to assess because of the
many variables involved. 63/ The New York State public
Services Commission's estimates show, for example, that,
depending on the assumptions relied upon, local rates will
increase between 40% and 182%. 64/ Commentators frequently
make the counter argument that increased access charges,
either to the interexchange carriers such as MCI and the
remaining AT&T, or to long distance customers, which require
access, theoretically can offset dollar-for-dollar ahy
increases in local rates. 65/ If state commissions, however,
seek to adhere to their fundamental redistributional policy
of subsidizing residential customers with revenues from
large business customers, a serious limit to the policy of
increasing access charges arises. An increase in access
charges substantially above cost would encourage large users
to seek "by-pass" technologies as an alternative to local
telephone company distribution. 66/ Cable television
networks, ~/ analog or digital microwave systems, 166/
in-house private exchanges (so-called class-6 exchanges),
~/ and duplicative regular telephone systems are capable
of providing local distribtuion services. 69/
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While it is not likely that any by-pass technology will
be competitive with cost-priced telephone distribution, high
access charges may divert a significant number of major
business users to long distance carriers via non-BOC routes.
Since less than eight percent of all long distance users
account for seventy-five percent of all long distance
billings, 70/ by-pass alternatives need attract only a
relatively small number of high volume users to divert a
major share of the access charge sUbsidy from local exchange
services. To prevent the loss of large scale users -­
typically business customers -- the local operating companies
would have to give them rebates; residential customers,
therefore, would have to bear a greater share of total cost.
The resulting rate increases for residential customers would
be difficult for politically sensitive utility commissions
to support and would run counter to their goal of affordable
rates. In addition, to the extent that the FCC's access
charge policy toward interexchange carriers is uniform and
nondiscriminatory -- that is, not cost-based and reflective
of the Commission's desire to protect new entrants -- the
FCC probably will oppose "predatory" access rate reductions
by local telephone companies to business users.

Theoretically, state commissions could regulate by-pass
technology rates to prevent them from attracting much of the
local telephone companies' business. Again, however, the
FCC's policy of protecting entry is likely to prevent the
states from imposing burdens on new entrants. Indeed, the
FCC already has claimed regulatory authority over by-pass
technologies for local distribution. When the Commission
allocated radio spectrum to digital termination systems,
71/ it announced its intent to preempt state regulation.
72/ Similarly, in New York State Commission on Cable
Television v. FCC 73/ the Second Circuit recognized the
Commission's preeminent interest in regulating Multipoint
Distribution Services (MDS) because of the technology's
potential use in local distribution of interstate communi­
cations. li/

VI. Outlook

If federal goals and actions have dominated the recent
history of federal and state division of responsibility in
the regulation of telecommunications, what is the outlook
for the near future? To attempt an answer, of course, is to
invite speculation.

The strict separation of the BOCs from competitive
services is intellectually consistent with the theory
underlying divestiture, but its success may sow the seeds of
its own destruction. With the BOCs precluded from the major
areas of new technological applications, with by-pass
technologies nibbling at their most profitable customer
base, and with political and economic forces constraining
their ability to obtain rates that adequately compensate
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them for the loss of the interexchange subsidy, the BaCs may
well deteriorate financially, even with increasing rates.
State regulators conceivably might take this opportunity to
circumvent or modify the strictness of the structural
regulation. Eventually, the BOC's revenue plight with
its distributional implications, and the companies' willing­
ness to compete actively in other markets, may lead to the
removal of restrictions and to BOC reentry into many of the
markets that the FCC currently has allocated to AT&T. In
that event, the segmental separation approach of the FCC and
the Justice Department will largely break down -- as it must
with increasingly integrated technology. .

In the short run, however, the logic of the FCC's
structural policy is likely to lead to a further restriction
of local and state governmental authority.

If the new entrants are less efficient than the firms
already in the market, a fundamental irony exists. The
success of the FCC's policy of entry rests on the presence
of new entrants. Yet some of these entrants may exist or
survive largely because of the equity centered, "nonefficient"
concerns of state and local regulators. If these regulators
were to adopt the federal efficiency goals entirelh the
underlying cost structures in several telecommunications
markets could result in monopolistic conditions. Monopoliza­
tion, in turn, would likely lead to a re-emergence of more
traditional forms of conduct regulation such as price/earnings
restrictions. Therefore, the present system of federal and
state regulation is probably not stable. If the states
abandoned their policy aims in favor of the federal goals,
they would greatly weaken federally inspired entry of
interchange carriers such as by-pass carriers, MDS, and
SMATV. The success of federal policies thus depends to some
extent on the states' maintenance of rate regulation that
cross-subsidizes high cost users with proceeds from low cost
users.

While in the traditional coregulatory system federal
forbearance made achievement of state goals possible, the
converse is true today. Now the states, by their adherence
to equity goals, provide a foundation for achieving federal
policy aims. When the states become unable or unwilling
to follow these equity objectives, a new intergovernmental
consensus will be necessary to replace the present federal
dominance.
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