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[. INTRODUCTION

LI OBJECTIVES AND OVERVIEW

The primary objective of this manuscript is to articulate
a set of economic principles to assist policymakers in their
deliberations on the issue of deregulation in telecommu-
nications markets. The key question confronting
policymakers concerns when the discipline imposed by
competition can substitute for the discipline imposed by
regulation. The complexity of this question is exacerbated
by the technological dynamics of the industry: The prod-
uct market is being redefined, “rents from incumbency”
are considerably diminished and market share mea-
sures—recognized to be unreliable indicators of market
power, particularly in regulated industries—are at best
yesterday’s snapshot of a marketplace in rapid and largely-

irreversible competitive transition.

The Federal government enacted the 1996 Telecom-
munications Act in order “To promote competition and
reduce regulation in order to secure lower prices and
higher quality services for American telecommunications
consumers and encourage the rapid deployment of new
telecommunications technologies.” This policy directive
supports two basic premises for this analysis. First, the
discipline imposed by economic regulation should de-
fer to the discipline imposed by market forces whenever
consumer welfare would be served by such a transfer of
control.! Second, regulation should be presumed unnec-
essary absent market conditions that credibly demon-
strate that there exists a threat of abuse of market power
that poses a substantial and non-transitory risk to con-
sumer welfare and would otherwise be likely to unduly

impair the integrity of the competitive process.

The market landscape in the U.S. telecommunica-
tions industry is perhaps best characterized as a hybrid
regulated-competitive market structure. There is, of
course, a natural tension between regulation and mar-
ket forces as both “compete” to impose market disci-
pline.? The problem arises when regulation and
competition work at cross-purposes and thereby risk
harming consumers. Indeed, as Professor Alfred Kahn has
poignantly observed, there is “no rational half-way house

between thorough regulation and free competition.”

This implies that any test for deregulation be structured
and dutifully applied in a manner that promotes con-
sumer welfare rather than the welfare of individual com-

petitors.

The nexus between regulation and competition poses
significant challenges for policymakers as they contem-
plate the merits of deregulation. Regulators naturally
struggle with the difficult question as to the appropriate
time to deregulate. And while there are risks associated
with deregulation that is either too early or too late, the
risks associated with waiting too long to deregulate are
likely to be underestimated. This will tend to lead
policymakers to erroneously conclude that deregulation
that is “too late” is necessarily preferable to deregulation
that is “too early” and yet the reality is likely to be quite
different. The risk with deregulation that is somewhat
“too early” is that the requisite degree of competitive
discipline may fail to materialize. And yet, this risk is
seemingly dominated by the countervailing risk that con-
tinuing regulation will itself discourage competition from

materializing.

This analysis further reveals that the technical con-
ditions of supply that constitute the central economic
argument for regulation can, under certain conditions,
be relied upon to constrain market power. Regulated tele-
communications firms typically operate with high price
cost margins due to scale/scope economies. Conse-
quently, a price increase that produces even a small
reduction in demand—as consumers curtail consump-
tion and/or switch to alternative suppliers—can be ex-
pected to generate relatively large losses in contribution
to joint and common costs and therefore prove unprof-
itable. This suggests that in evaluating the merits of de-
regulation, policymakers should be mindful of the fact
that a relatively modest amount of competition can go a

long way.

Finally, it is important for policymakers to recognize
that a decision to deregulate does not mean that govern-
mental oversight of competitive conduct would be ter-
minated. It simply means that the form of governmental

oversight would change from ex ante regulation by the




expert regulator to ex post supervision by the antitrust

authorities.

The economic (regulatory and competitive) prin-
ciples developed in this manuscript are reproduced be-
low to serve as a reference for the reader and to

foreshadow the principal themes.

2 WHEN TO REGULATE AND WHEN
TO DEREGULATE

In general, there is likely to be agreement on the propo-
sition that in the complete absence of rivalrous compe-
tition there is a compelling need for economic regulation
of telecommunications markets. There is also likely to
be agreement that when there is intense market rivalry,
there is no compelling need for economic regulation. It
necessarily follows that at some point along this
continuum, from the absence of competition to intense
market rivalry, consumers are better served by the disci-
pline imposed by the market rather than the discipline

imposed by regulation. Of course, precisely when regu-
lators should “let go” and defer to market forces is fur-
ther complicated by the fact that continued regulation
may prevent the emergence of sufficient competition to
deregulate entirely.

The current environment in the U.S. telecommu-
nications industry poses significant challenges for the de-
sign of efficient regulatory policies. Historically,
regulatory policies have been designed with the single ob-
jective of protecting consumers from the abuse of mar-
ket power by monopoly providers of telecommunications
services.* In this respect, economic regulation serves as
a substitute for competition in that regulators set the lev-

els of both price and quality.

In the current telecommunications marketplace,
regulatory practice is expanded to encompass two dis-
tinct objectives. First, economic regulation serves to pro-
tect consumers from the abuse of market power. Second,

regulation serves to protect the integrity of the competi-

Figure 1:

Relationship between Regulatory Oversight and Competitive Intensity
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tive process in the technologically-dynamic telecommu-

nications industry.

There is a tendency for regulators to want to mettle
with the competitive process and all too frequently this
takes the form of subsidizing competitors and otherwise
constraining the incumbent provider in a manner that
is unrelated to possible abuse of market power. This un-
dermines the integrity of the competitive process and
harms consumers. Indeed, as Professor Alfred Kahn has

observed:

Subsidizing competitors at the expense of in-
cumbents is a cheap way of getting political
credit, but it is not a way of encouraging effi-
cient competition—or, in the long run, of pro-

moting consumer welfare.

A key question facing policymakers and, in turn, the
entire telecommunications industry concerns the man-
ner in which regulatory oversight should yield to com-
petitive market forces. Figure 1 above illustrates two
possible transition paths from regulatory control to mar-
ket control. These transition paths are labeled T, and T,
respectively. Both transition paths reveal an inverse rela-
tionship between regulatory oversight and competitive
intensity, but transition path T shows regulatory over-
sight being relaxed at a faster rate with respect to com-

petitive intensity than transition path T

Figure 1 also reveals that the relationship
between regulatory oversight and competitive
intensity is non-linear: each additional unit of competi-
tive intensity, appropriately defined, necessitates a greater
reduction in the degree of regulatory oversight than the
unit of competitive intensity that preceded it. Further-
more, regulatory oversight is terminated entirely for rela-
tively modest levels of competitive intensity. This
characteristic reflects the realization that there are real and
non-trivial costs associated with economic regulation.
With specific reference to the issue of
deregulation, this observation suggests that economic
regulation may not be warranted even if in its absence

there is some limited exercise of market power.

Finally, there will, of necessity, be protracted debate
amongst industry participants as to the manner in which

Regulatory Principles

Principle R-1: Economic regulation should be
limited to essential services when market condi-
tions would otherwise permit the

(non-transitory) exercise of market power.

Principle R-2: Economic regulation should serve
as a surrogate for competition.

Competition Principles

Principle C-1: Market forces are generally
superior to government regulation for constrain-
ing market power when the former can be safely
relied upon to provide the requisite level of

market discipline.

Principle C-2: Deregulation policies should
strike the appropriate balance between Type I
errors (regulation when deregulation is war-
ranted) and Type II errors (deregulation when

regulation is warranted).

Principle C-3: Efficient deregulation policies
should be both technology-neutral and provider-

neutral.

Principle C-4: Deregulation policies should
strike the proper balance between allocative,

technical, and dynamic efficiency.

Principle C-5: Policymakers should not rely
exclusively or even predominantly upon market
share to draw inferences about market power in

telecommunications markets.

Principle C-6: High price-cost margins, reflec-
tive of scale and scope economies, can serve to
constrain the market power of the incumbent

provider, post-deregulation.

Principle C-7: Predation is difficult in regulated
network industries due to the (i) high-propor-

tion of sunk costs and the fact that productive




capacity typically does not leave the industry
even if particular competitors should exit the
market; and (ii) emergence of new technologies

that have dramatically lowered entry barriers.

Principle C-8: Whereas it is important to
deregulate at the appropriate time based upon an
objective assessment of market conditions, it is
likely better to err on the side of somewhat too
early rather than on the side of somewhat too
late.

regulatory oversight should be relaxed and ultimately
terminated as competitive intensity increases. The regu-
latory and competition principles articulated in this
manuscript are designed to inform this debate in a man-
ner that facilitates the development of sound competi-

tion policy for the U.S. telecommunications industry.

.3 LEGISLATIVE AND STATUTORY
DIRECTIVES

The federal government enacted the 1996 Telecommu-

nications Act for the following purpose:

To promote competition and reduce regulation
in order to secure lower prices and higher qual-
ity services for American telecommunications
consumers and encourage the rapid deployment

of new telecommunications technologies.”

In particular, the preamble of the Telecommunications
Act emphasizes (i) the promotion of competition; (ii)
reduced regulation; (iii) “lower prices”; (iv) “higher qual-
ity services” and (v) investment in telecommunications

infrastructure.®?

The principle of statutory construction requires that,
wherever possible, the various provisions of a statute must
be read so as not to create a conflict, ' either with the
other provisions of the statute, or with respect to the
overall intent of the statute. Hence, in order to avoid a
conflict with the multi-faceted provisions of the 1996
Telecommunications Act—increased reliance on market
forces, investment in infrastructure and reduced regula-

- <« . b2l . .
tion—“lower prices” must be interpreted, and in fact can

only be interpreted, as those prices that would be real-
ized under competitive market conditions. Prices will
tend under competition to move in the direction of the
underlying cost of supply. This implies that prices for
services that are above cost will tend to fall and prices
for services that are below cost will tend to rise, every-
thing else held constant. No other interpretation of the
phrase “lower prices” is consistent with the principle of

SZZZZ’Z{Z'OV_)/ construction.

In similar fashion, the phrase “high(er) quality tele-
communications services” must be interpreted as that
level or those levels of quality that would prevail under
competitive market conditions. In some cases, the level
of quality may be expected to rise and in other cases the
level of quality may be expected to fall. In addition, un-
der competitive market conditions, we would expect
consumers to enjoy greater choice in terms of service of-
ferings that vary according to both price and quality di-

mensions.

The decision to place increased reliance upon mar-
ket forces rather than regulation to instill the requisite
level of market discipline necessarily limits the discretion
that regulators can exercise in setting both price and
quality. What this means precisely is that competition
may be foreclosed if regulators set retail prices for the
incumbent firm at artificially-low levels and/or if regu-
lators set retail quality benchmarks for the incumbent
firm at artificially-high levels. The competitive process
must be allowed to determine price and quality for re-
tail telecommunications services absent the regulators’ in-

nate tendencies to second-guess the marketplace.

For example, it is generally recognized that the de-
regulation of the airlines resulted in substantial gains in
economic welfare even though average quality declined
along with prices." In this case, the marketplace re-
sponded to increased competition with price-quality
combinations that more closely reflected consumer pref-

erences.

14 ORGANIZATION OF MANUSCRIPT

The remainder of this manuscript is organized as follows.
Section 2 articulates a set of key regulatory principles that
address the scope and purpose of economic regulation




as traditionally practiced in North America. Section 3
articulates a set of competition policy principles designed
to inform policymakers’ deliberations on the deregula-
tion issue and its implications for telecommunications
policy. Section 4 provides a brief overview of deregula-
tion trends in North America. Section 5 contains a brief
summary and conclusion. Appendix A provides an over-
view of deregulation in local telecommunications mar-
kets in the United States. Appendix B provides an
overview of the status of regulatory forbearance in local
exchange markets in Canada.




2. REGULATORY PRINCIPLES

21 REGULATORY PRINCIPLE 1

There is a general consensus in the economics of regula-
tion literature that regulation should be limited to essen-
tial services that are not yet subject to the discipline of
competitive market forces.'? Essential services are typi-
cally defined as services of such importance to the eco-
nomic and social welfare of the citizenry that universal
access to such services at affordable rates remains a key

element of public policy.

It is important to carefully distinguish between es-
sential services and essential facilities. An essential ser-
vice is defined with respect to the particular demand
characteristics that the service exhibits in combination
with applicable social equity considerations. In contrast,
an essential facility is defined with respect to the under-
lying technical conditions of supply.” An essential ser-
vice may or may not be produced with the use of an
essential facility.'*

Principle R-1. Economic regulation should be lim-
ited to
conditions would otherwise permit the (non-tran-

essential services when market

sitory) exercise of market power.

Historically, industries that produce critical infra-
structure type services have been the primary focus of
economic regulation. These include electric power, natu-
ral gas, telecommunications and water. The economic

rationale for regulation is summarized succinctly by Pro-

fessor Alfred Kahn:

The importance of these industries, as measured
not merely by their own sizable share in total
national output, but also by their very great in-
fluence, as suppliers of essential inputs to other
industries, on the size and growth of the entire
economy. These industries constitute a large part
of the “infrastructure” uniquely prerequisite to
economic development. . . . That many of them
are natural “monopolies”: their costs will be

lower if they consist of a single supplier. . . . That

for one or another of many possible reasons,

competition simply does not work well."®

Implicit in the above principle is recognition of the
important idea that regulation should not serve to im-
pede the development of competition that is durable in
nature. Application of this principle necessarily poses
some challenges for regulators when the product mar-
ket is evolving in a manner that defies traditional classi-
fication of the (regulated) service as being homogeneous,
uni-dimensional and subject to natural monopoly con-
ditions.

211 THE SCOPE OF ECONOMIC
REGULATION

We recognize that there is a cost associated with economic
regulation in the sense that it distorts marketplace out-
comes and is frequently administratively burdensome.
Hence, it is critical that whatever form of regulation that
is adopted be narrowly tailored to the task at hand. In
other words, regulation, where applied, should be justi-
fied, in the sense that it passes a cost-benefit test,'® and
proportionate, in the sense that it is the least-intrusive
(“welfare-maximizing”) form of regulation consistent

with the realization of the stated objectives.

212 EXANIEVS EX POST
REGULATION

The preference for market as opposed to non-market
outcomes should, at least in some cases, be matched by
a similar preference for ex post rather than ex ante regu-
lation and for similar reasoning. When regulation is re-
quired, ex post regulation is generally preferred to ex ante
regulation, provided that the former is consistent with

the realization of the stated policy objectives.

This preference derives from the recognition that the
regulator should serve as “referee” for the game rather
than a “player” in the game. This is necessarily the case
because the regulator that serves as a “player” in the game
is more likely to materially influence the course of the
industry’s competitive transition. In contrast, the regu-
lator that serves as a “referee” for the game is by defini-

tion more of a passive participant in the competitive




process. This idea is closely tied to the public policy coun-
terpart of the Heisenberg Uncertainty Principle in Phys-
ics, which is discussed below in connection with

Competition Principle C-1.

Ex ante regulation also gives rise to a variant of Says
Law in that the supply of regulation tends to create de-
mand for regulation. In other words, the very existence
of an industry-specific regulator will tend to propagate
rent-secking and/or rent-defending behavior on the part
of market participants—be they new entrants or incum-

bent providers.

Ex post regulation is sometimes criticized on grounds
that it requires the showing of a “dead body” before the
government acts. This criticism is not unlike that levied
against the Sherman Act in the early part of the 20
Century. The antitrust legislation that followed the
Sherman Act—principally the Clayton Act and the Fed-
eral Trade Commission Act—paid homage to the prin-
ciple of incipiency. According to Judge Robert Bork, “this
consists of the theory that anticompetitive potential of
suspect practices may be discerned and the practices
stopped, well before they have actual anticompetitive
consequences.”'” That is, the government is obligated to
intervene when it observes conduct that, if left uncor-
rected, would lead to an anticompetitive outcome, re-
gardless of whether that anticompetitive outcome had
actually occurred. From this perspective, ex post regula-
tion can be conceived of in terms of a “code of conduct”
for all market participants that can be expected to sig-
nificantly reduce, if not completely eliminate, the pros-

pect of anticompetitive behavior.

2.2 REGULATORY PRINCIPLE 2

The literature recognizes that a primary objective of eco-
nomic regulation is to emulate a competitive market stan-
dard. To this end, Professor Kahn observes that “the single
most widely accepted rule for the governance of the regu-
lated industries is regulate them in such a way as to pro-
duce the same results as would be produced by effective

competition, if it were feasible.”'®

Whereas it is correct to state that regulation emu-
lates a competitive market outcome in certain respects,

it typically does not do so in all respects; limiting entry

into certain markets, carrier-of-last resort obligations,
broadly-average rates and cross-subsidization are all func-
tions of economic regulation that are not easily recon-

ciled with emulation of a competitive market outcome.?

Principle R-2. Economic regulation should serve as
a surrogate for competition.

It must be stressed that regulation can at best serve
as an imperfect substitute for competition. This is nec-
essarily the case because regulators do not have the req-
uisite information to replicate a competitive market
outcome. Incentives play a critical role in a market
economy in allocating scarce resources to their highest-
valued use and in encouraging the most efficient means
of producing society’s output. Indeed, the experience on
the world stage over the last two decades reveals the ex-
treme limitations of command economies and the clear
superiority of market economies in fostering these incen-

tives.?!

It was largely in recognition of the unavoidable in-
formational asymmetries and the limitations they impose
on the effectiveness of traditional rate-of-return (“com-
mand and control”) regulation that led to the pervasive
adoption of price regulation in the telecommunications
sector in North America and, in fact, throughout the
world.”” In other words, regulators recognized the eco-
nomic benefits that could be realized from decentraliz-

ing control to the regulated firm.

Deregulation is properly viewed as another step
along the continuum from “command and control” regu-
lation to market determination of prices and qualities.
It is important to recognize, however, that the decision
to deregulate telecommunications markets does not im-
ply the absence of governmental oversight. Rather, the
decision to deregulate is properly viewed as a decision
to transfer oversight responsibilities from an industry-
specific regulator—be it the FCC or the individual state
public service commissions—to a more general antitrust
or competition authority such as the Antitrust Division
of the Department of Justice or the Federal Trade Com-

mission.




221  REGULATION EMULATES A
“‘COMPETITIVE> MARKET
STRUCTURE

The fundamental principle that regulation should emu-
late a competitive market outcome begs the question as
to what specific type of competitive market structure
should serve as the benchmark for such emulation.” It
is generally recognized that atomistic or perfect compe-
tition is not the appropriate benchmark for emulation
by the regulatory authority because such competition
does not reflect the operating characteristics of a busi-
ness enterprise with large-scale, sunk capital invest-
ments—such as telecommunications firms.?* This
suggests that the equilibrium market structure for the
telecommunications industry is likely to be naturally
oligopolistic with a significant competitive fringe consist-
ing primarily of service resellers.”> The following passages

are instructive:

* In this respect, perfect competition is not only
impossible, but inferior, and has no title to be-
ing set up as a model of ideal efficiency. It is
hence a mistake to base the theory of govern-
ment regulation of industry on the principle that
big business should be made to work as the re-
spective industry would work in perfect com-

petition.?

*  The introduction of new methods of produc-
tion and new commodities is hardly conceivable
with perfect—and perfectly prompt—compe-
tition from the start. And this means that the
bulk of what we call economic progress is in-
compatible with it. As a matter of fact, perfect
competition is and always has been temporarily
suspended whenever anything new is being in-
troduced—automatically or by measures devised
for the purpose—even in otherwise perfectly

competitive conditions.”’

*  Theidea of perfect competition *.... assumes the
state of affairs already to exist which .... the pro-
cess of competition tends to bring about .... (f
the state of affairs assumed by the theory of per-
fect competition ever existed, it would not only
deprive of their scope all the activities which the

verb ‘to compete’ describes but would make
them virtually impossible.®

As discussed in greater detail in Section 3, the na-
ture of the production process for telecommunications
services—high fixed costs and low variable costs—has
important implications for market structure and the req-
uisite degree of competitive intensity sufficient to war-
rant deregulation. We submit that even highly imperfect
competition is likely to dominate the market outcome
under what, in many cases, is likely to be highly imper-

fect regulation.

222 COMPETITIVE OUTCOMES V5.
COMPETITIVE PROCESSES

It is critical that regulatory policies designed to encour-
age competition maintain the critical distinction between
mandating the competitive outcome and fostering the
competitive process.””*° Sound regulatory policy should
foster the competitive process, but should not attempt
to mandate the competitive outcome. This is necessar-
ily the case because if the outcome of the competitive pro-
cess could be known in advance it would, of course,

render competition totally unnecessary:

If regulators were in fact all-knowing, there
would be no need for competition. The regula-
tor could simply direct the incumbent firm to
produce in accordance with the efficient-firm
standard. The reality, of course, is that regula-
tors do not have sufficient information to ac-

tively engage this approach.”!

Implicit in this discussion is the important principle
that the marketplace should be relied upon whenever
possible to provide the requisite discipline. This policy
prescription recognizes that regulation is not benign and
that there are social costs associated with the overreach
of regulation. In other words, consumers are harmed
when regulatory rules render it more profitable for com-
petitors to do battle in the hearing room—in a quest for
regulatory favoritism and protection—than deploy in-
novative new products and services in the marketplace.
The high social cost of regulation is a prominent theme
in the discussion of the costs and benefits of deregula-

tion in Section 3.




223 COMPETITION AND INCUMBENT
ENTITLEMENTS TO COST
RECOVERY

As discussed in Section 1.1., the nexus between regula-

tion and competition poses significant challenges for

policymakers and, in turn, the firms they regulate. One
of the more formidable challenges concerns the issue of
cost recovery in a hybrid regulated-competitive market
structure. In particular, we recognize that regulation
should not preclude the regulated firm from a fair op-

portunity to recover its not imprudently-incurred cost.

The phrase “not imprudently-incurred cost” may
initially strike the reader as somewhat awkward. None-
theless, the distinction between “prudently-incurred
costs” and “not imprudently-incurred” costs does serve
to highlight an important difference worthy of note. Spe-
cifically, the burden of proof is placed on the regulator
for establishing that the regulated firm’s costs are not
prudently incurred rather than on the regulated firm for
proving that its costs are prudently incurred. In other
words, there is a presumption in favor of allowing for
cost recovery unless the regulator’s case for imprudence

is a credible one.

This discussion naturally prompts the question as to
the precise nature of the risks that the regulated firm
should be required to bear in hybrid regulated-competi-
tive market structure. The risks that the regulated firm
agrees to bear in this environment are those associated
with market risks and not risks of the regulator’s own
making. As a general proposition, the incumbent pro-
viders are not entitled to protection from the natural play
of competitive market forces.*> By the same token, the
regulator cannot artificially propagate those “competi-
tive market forces” and then claim the incumbent pro-
vider has no recourse to the government on a takings
claim—confiscation of property without due compen-
sation—for protection from “competition.” This dif-
ference, which may be clearer in principle than in
practice, is akin to that which distinguishes the arsonist’s
match from the strike of a lightning bolt.>* The follow-
ing passage attempts to draw the requisite lines of de-

marcation.

The critical issue would seem to focus on the
degree to which the regulator artificially propa-
gates the economic forces that deprive the regu-
lated firm of an opportunity to earn on the
merits by constraining it to pricing rules and
service obligations that prove advantageous to
competitors. . . . Hence, it is important to rec-
ognize that the issue here is not the introduc-
tion of competition per se, but rather the
accommodation of that competition through
regulatory-assisted forms of entry that under-
mine the prevailing retail price structure and/
or deny the incumbent firms an equal opportu-
nity to compete on the merits. In other words,
the validity of a takings claim is not indepen-
dent of the origins of the ‘competition’ that

erodes the regulated firm’s revenue streams.”

224 TRADE-OFES IN DEFERRING TO
THE MARKET

Under traditional monopoly regulation, there are a mul-
titude of objectives for rate-making practices that include
but are not limited to: (a) avoidance of undue discrimi-
nation; (b) setting of “just and reasonable” rates; (c) sim-
plicity and public acceptability; (d) revenue sufficiency;
(e) rate stability; (f) fairness in apportionment of total
costs; (g) maintaining standards for reliable service
through timely infrastructure investment; and (h) en-
couragement of efficiency.*® While there will be some
reasonable differences of opinion concerning the relative
importance of each of these objectives, it is generally held
that economic regulation should pursue economic effi-
ciency, fairness, simplicity, continuity, universal service

and the development of new products and services.”

In addition, regulatory policy must effect the appro-
priate trade-offs between these various objectives. At
times, the goals of social equity and economic efficiency
may conflict with one another and regulators must de-
fer to the public policy of an increased reliance on mar-

ket forces to reconcile this conflict.

Under traditional monopoly regulation, policy-
makers have the discretion to pursue selected non-

market-based outcomes. The current hybrid regulated-




competitive market structure in the telecommunications
industry poses some difficulties for traditional rate-mak-
ing practices. In other words, at least some of the afore-
mentioned objectives associated with traditional
monopoly regulation will likely prove to be unsustain-
able in a competitive marketplace. Hence, there are
clearly trade-offs that arise naturally in transferring con-
trol over market discipline from the regulator to the
market. That is to say, some traditional rate-making prac-
tices may prove to be unsustainable in a competitive
market.

Trade-offs in deferring control to the market might
include, but are not necessarily limited to, less stable
prices, differential pricing reflective of differences in
market demand characteristics,® service offerings that
reflect varying price-quality attributes, and possible bank-
ruptcies among telecommunications providers, possibly

even the incumbent providers themselves.*’

By the same token, there are non-trivial costs asso-
ciated with continued economic regulation of an indus-
try. To wit, regulation may provide consumers with
limited choices due to reduced incentives for innovation
and product differentiation.” A prominent theme in Sec-
tion 3 is that enhanced innovation likely dominates lower

prices in terms of consumer benefits.
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3. COMPETITION PRINCIPLES

In this section, we articulate a set of competition prin-
ciples that should serve as a guide to policymakers as they
contemplate the conditions sufficient to deregulate tele-

communications markets.

31 COMPETITION PRINCIPLE 1

Principle C-1. Market forces are generally
superior to government regulation for constraining
market power when the former can be safely relied
upon to provide the requisite level of market disci-

pline.

The rationale for Principle C-1 follows directly from the
well-known deficiencies of “command and control”
economies relative to market economies in providing the
goods and services that consumers want at prices that

reflect efficient production techniques and processes.”!

Incentives in a market economy serve to allocate
scarce resources to their highest valued use; to provide
incentives for cost minimization and innovation; and to
encourage firms to supply those products and services
that consumers demand. These incentives derive from the
profit motive—the pursuit of individual self-interest ul-
timately benefits society by providing the goods and ser-
vices that consumers want at the lowest possible cost.
This, of course, is the proverbial “invisible hand” of
Adam Smith:

As every individual, therefore, endeavors as
much as he can both to employ his capital in
the support of domestic industry, and so to di-
rect that industry that its produce may be of the
greatest value; every individual necessarily
labours to render the annual revenue of the so-
ciety as great as he can. He generally, indeed,
neither intends to promote the public interest,
nor knows how much he is promoting it. ... he
intends only his own security; and by directing
that industry in such a manner as its produce

may be of the greatest value, he intends only his

own gain, and he is in this, as in many other
cases, led by an invisible hand to promote an end
which was no part of his intention. ... By pur-
suing his own interest he frequently promotes
that of the society more effectually than when
he really intends to promote it.*?

Recent events unmistakably confirm that market
economies and the use of incentives are superior to com-
mand economies and government mandates for produc-
ing the goods and service that consumers want at the
lowest possible cost and to foster innovation. In evalu-
ating the fundamental flaws in the Soviet economic sys-

tem, Yergin and Stanislaw observe that:

Already by the early 1970s, a fatal weakness was
becoming clear in the system: It could not, for
the most part, innovate. There was no reward,
no reason to do anything new. In fact, there was
a strong predisposition to avoid change of any
kind, for change caused enormous bureaucratic
headaches. The best thing was to keep doing
what had been done before. In more advanced
economies, innovation was essential to the pro-
motion of economic growth. But in the Soviet
system innovation was characterized mainly by
its absence. And that applied to everything—
whether it was small changes to make processes
work better or the introduction of new prod-

ucts.®

311 THE MARKET IS THE DEFAULT

Regulation is justified in a market economy only when
there is a significant market failure that allows for the
abuse of market power.* We do not typically regulate a
market in the absence of a reason to deregulate it; we
choose not to regulate that market unless there is a com-
pelling reason to continue to regulate it. In other words,
the default is not reliance upon regulation, but rather
reliance upon the market for providing the requisite level
of price/quality discipline.®

The primary justification for economic regulation
in a given market is the infeasibility of competitive sup-
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ply—the existence of natural monopoly conditions such
that the market can be served at least cost by one rather
than multiple service providers. In fact, according to
Professor Ronald Braeutigam, “the central economic ar-
gument for economic regulation of an industry is that
the industry is characterized by ‘natural monopoly’.”*¢
In light of what has occurred in telecommunications
markets as well as what can reasonably be expected to
occur, it may be difficult to support the proposition that
“the central economic argument for economic regulation”
is still present. And, if it is not present, what is the pub-
lic policy rationale for continued regulation at the retail

level.

From a public policy perspective, economic regula-
tion can only be justified when the expected benefits of
regulation exceed the expected costs; that is to say, we
should not spend $10 to correct an economic distortion
that if eliminated would yield at most $1 in social ben-
efits. In evaluating the merits of regulation, it is neces-
sary to compare economic welfare in the free-market
(unregulated) outcome with economic welfare in the

regulated outcome, inclusive of the costs of regulation.”

A market is effectively (“workably”) competitive if
the price (quality) that prevails in the market is suffi-
ciently close to the price (quality) that would prevail if
the market were competitive and that any attempt to
regulate a lower price (higher quality) would entail ex-
pected social costs that exceed the corresponding social
benefits.”® In this sense, regulation should be presumed
unnecessary absent market conditions that credibly dem-
onstrate that there exists a threat of abuse of market power
that poses a substantial and non-transitory risk to con-
sumer welfare and would otherwise be likely to impair
unduly the integrity of the competitive process.

312 PUBLIC POLICY AND THE
HEISENBERG UNCERTAINTY

PRINCIPLE

The public policy counterpart to the Heisenberg Uncer-
tainty Principle in Physics recognizes that the presence
of economic regulation invariably alters the course of the
market’s competitive transition.**° Furthermore, the
regulator’s influence upon the resultant transition path

may be sub-optimal.

The real problem with perpetuating competi-
tion under asymmetric regulation is that it can-
not be known what it is that is being observed.
In other words, the implicit social cost of these
non-uniform regulatory policies lies in the in-
ability of market forces to differentiate between
what is truly welfare-enhancing competition—
in the sense of innovative new products and
services and more cost-effective production
techniques—and what is merely inefficient du-
plication. What this suggests is perhaps the eco-
nomic analog of the “Heisenberg Uncertainty
Principle” in physics: The optimum market
structure is indeterminate under asymmetric
regulation because the regulatory rules contami-
nate the experiment upon which the conclusion

rests.’!

The presence of regulation tends to divert resources
in socially-unproductive ways; regulation should not
provide a means for either incumbent or non-incumbent
providers to secure a strategic advantage in the “hearing
room” that they cannot secure on the merits in the mar-
ketplace.”* Indeed, history suggests that it is difficult for
regulators to serve as passive bystanders as market disci-
pline passes from regulatory control to competitive con-

trol.

In summation, Competition Principle C-1 recog-
nizes that there is a real cost of regulation and hence eco-
nomic regulation may not be justified even if there is
some non-trivial departure from effectively-competitive
market conditions. The higher the costs of regulation,
broadly defined, the greater the departure from competi-

tive conditions that can be justified under deregulation.

3.2 COMPETITION PRINCIPLE 2

Any regulatory policy decision necessarily carries with it
the risk of error. For example, the policymaker may de-
cide to regulate when deregulation is warranted—a “false
positive” or what is commonly referred to as a Type I
error. Alternatively, the policymaker may decide to de-
regulate when regulation is warranted—a “false negative”
or what is commonly referred to as a Type II error. How
the policymaker balances these risks turns principally

upon the expected costs and benefits of each possible
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course of action. This suggests the second competition
principle.

Principle C-2. Deregulation policies should strike
the appropriate balance between Type I errors (regu-
lation when deregulation is warranted) and Type II
errors (deregulation when regulation is warranted).

In the following passage, Professor Fred McChesney
discusses the recent evolution of thought on the part of
the antitrust courts in balancing Type I and Type II er-

rors.>?

*  More recently, however, antitrust courts have
recognized that there are two types of error to
be considered, only one of which enters into per
se reasoning. Type I error refers to a “false posi-
tive,” analogous in the legal context to mistak-
enly imposing liability on an innocent
defendant. Type II error is a “false negative,” or
failing to punish a guilty party. Each type of
error has a cost associated with it. . . . Optimally,
decisions would be made so as to minimize the

costs of being wrong.**

*  The trade-off between Type I and Type II error
is common to all of law. But antitrust is differ-
ent in one respect. The cost of Type II errors
(failing to penalize anticompetitive contracts
and practices) will be low, as long as barriers to
entering markets plagued by suspected anti-
competition are also low. As prices rise
because of anticompetitive contracts or prac-
tices, new entrants emerge to alleviate or even
eradicate the problem. Letting the guilty go
free in antitrust is generally a self-correcting

problem.

e Type I error, however, is not subject to much
self-correction. If liability is imposed on conduct
that actually is beneficial (that is, competitive
innocents are punished), there is no market
corrective for judicial mistake.” (footnotes

omitted)

321  BALANCING TYPE I AND TYPE II

ERRORS

In deciding upon the appropriate balance of Type I and
Type Il errors, the policymaker should consider whether
one type of error is more amenable to self-correction by
market forces than the other type of error.’® Judge Frank
Easterbrook states this basic idea in the most succinct of
terms by observing that “[TThe economic system corrects
monopoly more readily than it corrects [regulatory] er-
rors. . . . in many cases, the costs of monopoly wrongly
permitted are small, while the costs of competition
wrongly condemned are large.””’

Relatively lax regulation that allows prices to exceed
competitive levels will typically be corrected by competi-
tive entry; in contrast economic regulation that is too
stringent will discourage competitive entry and thereby
thwart one of the key objectives of public policy in the
telecommunications industry. In light of this public
policy of promoting competition for telecommunica-
tions services, policymakers should be more averse to
committing Type I errors (regulation when deregulation
is warranted) than committing Type II errors (deregula-
tion when regulation is warranted). This follows from
the fact that the risks associated with deregulation are
lower than the risks associated with continued regulation

in the present environment.

Finally, it must be recognized that in regulating a
market, we cannot observe the state of the world in which
regulation is not present. As a result, there may be a ten-
dency on the part of policymakers to conclude that there
is little or no cost to regulation simply because those costs

cannot be observed directly.

3.3 COMPETITION PRINCIPLE 3

It is generally held that policymakers should maintain a
policy of neutrality or non-interference with respect to
the natural evolution of an industry. For example, Joel
Klein, the former Assistant Attorney General for Anti-
trust in the U.S. Department of Justice, observes that
policymakers are charged with refereeing the struggle
between competing interests while recognizing that “the
referee’s role must be appropriately circumscribed.”® This
necessarily implies a public policy of non-interference,

to the greatest extent possible, with respect to both tech-
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nology choice and the survival of particular competitors,

respectively.

Principle C-3. Deregulation policies should be both
technology-neutral and provider-neutral.

Regulation serves as an imperfect substitute, or sur-
rogate, for competition under conditions in which com-
petition for particular services in particular markets is
infeasible. Regulation will propagate market distortions

if it attaches to certain technologies, but not to others.

The adoption of new technologies in the market-
place should reflect the natural cost and demand
conditions prevailing in the market rather than technol-
ogy-specific regulation. The risk is that the adoption of
a new technology (respectively, the retention of an old
technology) reflects an attempt to circumvent regulation
rather than partake of efficiency gains.

331 A CURRENT EXAMPLE—VOICE

OVER INTERNET PROTOCOL

Voice over Internet Protocol (VoIP) represents a techno-
logical paradigm shift in the provision of voice tele-
phony—one that promises to irrevocably change the

economics of the telecommunications industry.

VoIP Technology enables end users to treat voice
telephone calls and their accompanying features
as just another set of applications they can run
over any broadband connection . . . VoIP thus
frees such applications from the control of
telephone company software locked in central-
ized circuit switches. In this respect, VoIP invites
end-user innovation for voice services in the
same way that the Internet facilitates such in-
novation for communications in general: it turns
the circuit-switched telephone network “inside

out.””

In the United States, the FCC has preempted state
regulation of VoIP services, ruling that these services are
inherently interstate in nature. The FCC further indi-
cated that this determination is independent of whether

VoIP is ultimately classified as an information service or

a telecommunications service.®” The FCC’s policy
decision is not technology-neutral as competing telecom-
munications services provided over traditional, circuit-
switched technology are subject to common carrier
regulation. An outstanding question concerns whether
the interest in providing VoIP among telecommunica-
tions carriers and cable companies in the U.S. is
attributable to a new, cost-effective technology or an op-

portunity to circumvent regulatory oversight, or both?

In its recent Telecom Decision CRTC 2005-28,°' the
Canadian Regulatory Commission decided to attach
regulation to the “local VoIP services” of the incumbent
local exchange carriers (ILECs), but not to the VoIP ser-
vices provided by other entities. The Commission’s policy
decision is not provider-neutral. This decision is further
noteworthy because there is widespread recognition, if
not unanimity of opinion, among economists and
policymakers that asymmetric regulation of this type
entails high social costs. The practice of asymmetric regu-
lation is discussed in the following subsection.

These policy decisions beg the question as to whether
it is advisable to achieve symmetric regulation by handi-
capping all providers/technologies in a non-distortionary
manner or handicapping none of the providers/technolo-
gies? The former path seems both unnecessary and un-
wise, particularly in light of a public policy that places
increased reliance on competition and market forces for

providing the requisite level of market discipline.

Writing almost two decades ago, antitrust scholar
and former FCC Commissioner Glen Robinson proved
to be amazingly prophetic in contemplating the future
of competition in local exchange markets and the pros-

pect that regulators would interfere with this process:

Some markets that are now monopolistic, such
as local exchange service, may continue to re-
sist competition. However, even they will be vul-
nerable at least to a kind of Schumpeterian
“creative destruction” that should promote di-
versity and change—unless regulators frustrate

the process.®

Indeed, the nature of the metamorphosis now un-
derway in telecommunications markets is becoming in-

creasingly apparent.
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* Itis now no longer a question of whether VoIP
will wipe out traditional telephony, but a ques-
tion of how quickly it will do so. People in the
industry are already talking about the day, per-
haps only five years away, when telephony will
be a free service offered as part of a bundle of
services as an incentive to buy other things such
as broadband access or pay-TV services. VoIP,
in short, is completely reshaping the telecoms

landscape.®

*  “Voice over Internet Protocol,” known by
its increasingly monosyllabic acronym VoIP
(“voyp”), is a textbook model of such creative
destruction. And, in a few short years, this tech-
nology may well uproot the foundation of tra-
ditional telephone regulation.®

* In the early years of the 21* century, as a critical
mass of American consumers ordered broad-
band connections, new service providers and
software developers began specializing in VoIP
products that rivaled conventional circuit-
switched telephone service in call quality. The
result is a tremendous boon for consumers—and
a potential catastrophe for the traditional tele-

phone industry.®

VoIP technology is facilitating the entry of a seem-
ingly endless array of competitive local telephone service
providers, including access-independent applications
provided by Vonage and Primus, as well as access-depen-

dent services provided by major cable companies.

Indeed, to implement their strategy of serving as the
one-stop provider of telecommunications services, cable
companies 7ust enter the market for voice telephony. In
addition, according to Nuechterlein and Weiser, “verti-
cally-integrated broadband access providers will increas-
ingly include VoIP services ‘for free’ with the sale of other
services, as Cablevision has already done.”®® Moreover, a
recent Wall Street Journal article discusses the packages
of services that Cablevision sells and notes that

“Cablevision is effectively giving away phone service.””’

332 ASYMMETRIC REGULATION

In general, deregulation policies should be pro-competi-
tion rather than pro-competitor. As John de Butts, a past
chairman of AT&T, observed more than 30 years ago in
a landmark speech before the National Association of
Regulatory Utility Commissioners (NARUC):

On the other hand, it appears worth noting that
the fervor for competition on the part of some
regulatory officials has not been accompanied
by any demonstration of enthusiasm for its nec-
essary concomitant—deregulation. Which
brings us to the question: can there be compe-
tition—real competition—when not all the par-
ties to it enjoy the same freedoms or bear the
same responsibilities, endure the same con-

straints.%®

Mr. de Butts recognized that the temptation to practice
asymmetric regulation could well frustrate the very com-
petitive process that regulatory policies were designed to

encourage.

Competition policies should serve to protect the
integrity of the competitive process and therefore pro-
mote economic efficiency rather than serve to protect
individual competitors.”” The practice of asymmetric
regulation emasculates the competitive process to the
detriment of consumers. It is accepted doctrine that regu-
lation should serve to protect the integrity of the com-
petitive process rather than the financial viability of
individual competitors. Unfortunately, the reality is of-

ten quite different.

The regulator tends as a matter of constitutional
preference ... to convert the maintaining of the
“level playing fields” into an interference with
the contest itself. Regulators move from trying
to assure a fair and equal start to ensuring an
equal finish; to preserve whatever the regulator
conceives to be the proper market shares of the

various competitors.”

The practice of asymmetric regulation gives rise to

a problem of “moral hazard” in which new entrants and/
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or incumbents develop an unnatural dependence on the
regulatory process for their very survival.”' For example,
new entrants may have limited incentives to operate ef-
ficiently if they know that they can always appeal to regu-
lators for relief, say in the form of additional competitive
constraints on the incumbent provider.”> They do so
because they understand that regulatory agencies do not
want to see competitive experiments fail.”® As a former
chief economist of the FCC observed in the context of

long distance competition in the United States:

A firm does not have to possess a large market
share to exercise economic power. The OCCs
[other common carriers] do not possess large
market shares, but they can certainly exercise
power by threatening to make government of-
ficials who have inflicted huge costs on consum-
ers to promote competition look bad. They can
do this by threatening to fail. A small market
share and low profits can be assets in such an
extortion campaign. They can make the threat
of failure more compelling and thus make it
more likely that government officials will yield
to extortionate demands. And as is always the
case with extortionists, giving in merely encour-

ages additional blackmail attempts.”

For a prolonged period of time, the FCC severely
restricted AT &T’s ability to reduce prices in response to
competition out of concern that lower prices would place
new entrants in financial jeopardy. These policymakers
ultimately came to realize that these asymmetric regula-
tory policies succeeded only in forcing consumers to pay
higher prices than would otherwise have been necessary.”

The following passage is instructive:

It can be argued, for instance, that some of
the Commission’s regulatory actions in the
interexchange market that were designed to pro-
mote competition during transition, such as
restrictions on competitive pricing responses by
AT&T, will have resulted in substantial, unnec-
essary costs for society that never would have
been incurred in a truly competitive market-
place. Moreover, this approach will have directly

increased consumer costs by requiring regulated

firms to charge higher prices to protect competi-
tors during the transition.”

There is a natural temptation for regulators to mis-
take rivalry for competition. A large number of competi-
tors does not enhance consumer welfare if lower prices,
higher quality services and more varied product choices
could be obtained with somewhat fewer competitors. The
focus should therefore be on consumer welfare rather
than the absolute number of competitors. It necessarily
follows that competition policies should serve to accom-
modate the transition to competition without propagat-
ing entry artificially.

Raymond Gifford, the immediate past chairman of
the Colorado Public Utilities Commission commented
recently on the incentives that state regulators have to
encourage entry,”’ albeit artificially, in local telephone
service markets by creating profitable opportunities for

prospective market entrants.”® 7’

While this incentive to create a margin may not
be “real competition”, the behavior comports
with the regulators’ incentives and abilities. A
short time horizon, political pressure to show
gains in competitive entry, and a plastic rate
methodology — all this gives the regulator ample

room to furnish the aesthetics of competition.®

Competition policies grounded in social equity consid-
erations (e.g., universal service) should be borne by all
market providers in a manner that is competitively-neu-

tral and hence non-distortionary.

The performance of asymmetric regulation in the
telecommunications industry (and in most other regu-
lated industries, for that matter) strongly suggests that
such policies will be abused and ultimately serve to im-
pede rather than promote competition. As Professor

Alfred Kahn has lucidly observed:

In these circumstances, the only remaining pur-
pose of all the competitive handicapping of the
Bell successor companies would have to be the
desire to protect competitors. In my view, regu-
lators have no business being in that business.
It is not their proper function to interfere with

the market’s determination—subject of course
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to the antitrust laws, strenuously enforced—of
which companies deserve to survive and what

their market shares should be.®!

In a similar context, The Honorable Stephen Breyer,
Associate Justice of the U.S. Supreme Court, has warned
of the dangers associated with just such misdirected pro-

tections:

A second special policy risk of deregulation is
that government policymakers will protect com-
petitors instead of protecting competition. This
is a problem familiar to students of antitrust. It
arises when regulators or antitrust enforcers con-
fuse means with ends by thinking that the ob-
ject of the law is to protect individual firms from
business risks rather than to bring consumers the
price and production benefits that typically arise
from the competitive process. Where deregula-
tion is at issue, the consequence of misdirect-
ing protection is to threaten to deprive the
consumer of the very benefits deregulation

seeks.”8?

3.3.3 EVOLVING PRODUCT MARKETS
AND INCUMBENT RENTS

The telecommunications industry today is in the midst
of a sea change of seemingly unprecedented proportion
in which markets are being redefined as a result of shift-
ing technological and market forces. This is perhaps best
characterized as a process of technological and market
convergence in which the unit of sale increasingly
encompasses bundled arrays of services and options pro-
vided over different technological platforms. These in-
clude the proverbial triple-play, which consists of
telephony, video and broadband. Increasingly, the triple-
play is morphing into the “quadruple-play” with the ad-

dition of wireless to the product mix.

The nature of competition in telecommunication is
no longer for individual services, per se, such as local or
long-distance telephone service, but rather for the right
to serve as the customer’s one-stop provider of the entire
array of communications services, including local/long

distance telephone service, broadband, video entertain-

ment and wireless. This represents a fundamental change
in the nature of telecommunications product markets.

Policymakers are quite naturally concerned that the
incumbent provider in a market that has been opened
to competition will necessarily enjoy an advantage over
its rivals solely because of its incumbent status. In other
words, there may be something akin to “rents from in-
cumbency,” which may be defined as the propensity for
consumers to remain with the incumbent provider in the
face of comparable (price/quality) service offerings from

rivals.®?

One way in which regulators have attempted to
counter these perceived “incumbent rents” is to prohibit
incumbent providers from contacting customers who
have recently defected to a competitor for the purposes
of enticing that customer back. These are sometimes re-
ferred to as restrictions on the use of promotions and
winbacks. * The purported rationale for these restrictions
is that entrants must incur substantial customer-specific
costs (such as marketing, order entry, and service-initia-
tion costs) in attracting customers for their services.
Should the incumbent provider succeed in convincing
these customers to switch back to its services, the entrant
may not be able to recover the customer-specific sunk

costs that may have been incurred.

These asymmetric regulatory restrictions on
winbacks and promotions raise a number of thought-
provoking issues. First, as a general principle, regulators
should not be in the business of guaranteeing any mar-
ket participant—whether they be new entrants or
ILECs—that they will necessarily be able to recover their
costs. Indeed, competitive markets are distinguished by

the absence of just such guarantees.

Second, it is important to recognize that “incum-
bency” is not well-defined in the evolving telecommu-
nications product market. In this era of market and
technological convergence in which customers are in-
creasingly purchasing an entire array of telecommunica-
tions and video entertainment services—frequently as
packages—from a number of competing suppliers using
a variety of different technological platforms, it is un-

clear whether the “incumbent” is the local exchange car-
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rier, the cable company, the wireless provider or some
other entity. To wit, while the cable companies are new
entrants into voice telephony, the ILECs are new entrants
into video entertainment, which is likely to be consider-
ably more difficult and expensive in terms of the capital
requirements.®> Indeed, the cable companies may be con-
siderably further along in offering telephony than the
ILEC: are in offering video entertainment:

Cable operators are much further along in of-
fering phone services than the new AT&T is in
offering TV. Cable companies already have more
than three million phone subscribers and add-
ing more every day. The danger facing AT&T
is that by the time it works all the bugs out of
its TV technology, cable will have a strong lead
in signing up households for multiple services,

which tends to increase customer loyalty.®

Hence, whereas the cable companies are incurring cus-
tomer acquisition costs to attract their customers’ tele-
phony business, the ILECs are incurring customer
acquisition costs to attract their customers’ video en-
tertainment business.”” There is a certain symmetry be-
tween the ILECs and the cable companies in terms of
market positioning—each is the incumbent provider of
one product in the bundle of products—but fundamen-
tal, regulatory asymmetries in the form of winback and
promotion restrictions may serve to soften the degree of

price competition.

In commenting recently on the flexibility that should
be afforded incumbent providers in response to compe-
tition from rivals, Paul Vasington, the immediate past
Chairman of the Massachusetts Department of Telecom-
munications and Energy, observed that “There is some-
thing inconsistent about an analysis that attempts to
show that competition is insufficient based on evidence
of responses to competition.”® Indeed, winbacks and
promotions are an integral part of the interminable, com-
petitive struggle between market participants and the
incumbent provider should, in general, not be prohib-
ited from responding to competitive market forces in this

manner.

Third, once the customer switches to a rival, the
ILEC would then have to incur the customer acquisi-

tion costs to attract that customer back.

Fourth, any attempt on the part of regulators to pre-
vent the ILEC from mounting a competitive response
would only serve to allow its rivals to “get away” with
offering consumers less value, higher prices and/or lower

quality than would otherwise be available to them.

Finally, to the extent that selected customers do
exhibit some inertial tendencies to remain with the in-
cumbent provider, those customers are likely to be dis-
proportionately low-usage customers who are among the
least attractive for any carrier to serve. In this sense, the
incumbent provider’s carrier-of-last resort obligation

could well represent a competitive disadvantage.®

3.4 COMPETITION PRINCIPLE 4

Virtually all public policies should have some efficiency
metric at their core. Economists commonly employ three
distinct measures of economic efficiency: allocative effi-
ciency, dynamic efficiency and technical (productive)

efficiency.”

Allocative efficiency refers to the relationship be-
tween the price of the service and the underlying mar-
ginal (incremental) cost of the service at any given point
in time. Consumers make their purchasing decisions on
the basis of the prices they face for goods and services
relative to the valuation that they place on these goods
and services. When prices deviate from marginal or in-
cremental cost, there is a mismatch between the valua-
tions that society places on the goods and the resource
costs that society must incur in producing the good. This
mismatch creates allocative efficiency losses.

The loss in surplus that results when prices diverge
from underlying incremental cost is commonly referred
to as an allocative efficiency loss precisely because society’s
resources are not being allocated in accordance with the
valuation that society places on them. Hence, aligning
prices more closely with underlying incremental cost

tends to enhance allocative efficiency.

Dynamic efficiency is concerned with the optimal
investment over time in capital formation, cost-reduc-

ing innovation and product innovation. Dynamic effi-
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ciency is particularly critical in infrastructure industries

that serve as key drivers of economic growth.”"?

Productive or technical efficiency is concerned with
production at the lowest possible cost. A firm is techni-
cally efficient if it (i) uses the minimum possible amount
of inputs to produce its output; or, equivalently, (ii) pro-
duces the maximum possible amount of output from any

given quantity of inputs.

In general, public policies should strive to balance
these various measures of efficiency in recognition of the
desired end-state of the public policy. This observation
suggests the next competition principle and associated

observations.

Principle C-4. Deregulation policies should strike
the proper balance between allocative, technical, and
dynamic efficiency.

To illustrate this basic idea, consider the case of pat-
ents, which are essentially government-created barriers
to entry. Patents are granted in order to provide the in-
novator with the requisite incentives to innovate. On any
given day, the government could presumably declare all
patents null and void. In the short-run, this would serve
to reduce the prices for products and services that previ-
ously operated under patent protection. In the longer
run, such actions will serve to reduce, perhaps signifi-
cantly, the rate of innovation and product differentiation.
In other words, as a matter of public policy we accept
transitory distortions in allocative efficiency—prices in
excess of marginal cost—in order to encourage dynamic

efficiency—optimal investment in innovation over time.

341 IMITATION VS, INNOVATION IN
THE DESIGN OF COMPETITION
POLICY

In many cases, consumer welfare can be better served by
encouraging higher rates of innovation (dynamic effi-
ciency) rather than by focusing exclusively on lower
prices (allocative efficiency). In the following passage,
Professor Joseph Schumpeter admonishes against an ex-

clusive focus on the price variable:

The first thing to go is the traditional
conception of the modus operandi of competi-
tion. Economists are at long last emerging from
the stage in which price competition was all they
saw. As soon as quality competition and sales
effort are admitted into the sacred precincts of
theory, the price variable is ousted from its
dominant position. ... But in capitalist reality
as distinguished from its textbook picture, it is
not that kind of competition which counts, but
the competition from the new commodity, the
new technology, the new source of supply, the
new type of organization (the largest-scale unit
of control for instance)—competition which
commands a decisive cost or quality advantage
and which strikes not at the margins of the prof-
its and the outputs of the existing firms but at

their foundations and their very lives.”

Professor James Bonbright, a leading authority in the
field of public utility regulation, explains the critical
importance of encouraging dynamic efficiency in a mar-

ket economy:

Under unregulated competition, the price sys-
tem is supposed to function in two ways with
respect to the relationship between the price of
the product and the cost of production. In the
first place, the rate of output of any commod-
ity will so adjust itself to the demand that the
market price will tend to come into accord with
production costs. But in the second place, com-
petition will impel rival producers to strive to
reduce their own production costs in order to
maximize profits and even in order to survive
in the struggle for markets. This latter, dynamic
effect of competition has been regarded by mod-
ern economists as far more important and far
more beneficent than any tendency of “atomis-
tic” forms of competition to bring costs and
prices into close alignment at any given point

of time.”*

Recognition of the operative trade-offs between these
various measures of efficiency is particularly critical in
technologically-dynamic industries. The capital-intensive
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nature of these industries is such that relatively high price-
cost margins may be necessary, not only for cost recov-
ery, but also to provide the requisite incentives for
investment in innovation. In addition, there is a natural
tension that arises between allocative and dynamic effi-
ciency because lower prices are directly observed by the
policymaker’s constituency whereas foregone innovation

is not.

In what is arguably the fundamental theorem of eco-
nomics, we recognize that economic resources invariably
flow to their most profitable rates of return. An imme-
diate corollary to this theorem is that firms do not in-
vest in markets unless they believe there is a reasonable
opportunity to recover their costs. This implies that while
barriers to entry may sustain supra-competitive prices
(prices above competitive levels), the complete absence
of all barriers to entry will tend to discourage investment

and retard innovation.

Hence, while barriers to entry can be a source of
market power, the complete absence of barriers to entry
may constitute the ultimate barrier to entry. Competi-
tion policies (e.g., unbundling, interconnection, resale)
that focus exclusively on the elimination of barriers to
entry necessarily entail trade-offs between imitation and
innovation (respectively, between allocative and dynamic
efficiency). For example, permitting market entrants to
utilize the network facilities of the incumbent provider
at prices that may well be more favorable to the new
market entrants than to the incumbent providers them-
selves invites those new entrants to become de facto clones
of the incumbent provider.”” In other words, this policy
decision trades off product innovation for product imi-
tation. And yet, as Professor Schumpeter reminds us in
the above quotation, it is principally innovation that
drives a market economy and enhances consumer wel-

fare.

342 THE FCCS MORE TEMPERED
APPROACH TO NETWORK
UNBUNDLING

It is instructive in exploring the trade-offs between imi-

tation and innovation to trace the FCC’s evolution of

thought on the issue of unbundling and the pricing of

network elements because it has changed over time in

recognition of inherent flaws in its original approach.
Following the passage of the 1996 Telecommunications
Act, the FCC issued its Local Competition Order in Au-
gust of 1996. In this order, the FCC championed its
TELRIC (“ideally-efficient firm”) standard for
the pricing of unbundled network elements and placed
virtually no restrictions on the number and type of net-
work elements that the ILECs were required to unbundle.
The following passage from the FCC’s 1996 Local Com-

petition Order is instructive:

Congress recognized in the 1996 Act that access
to the incumbent LECs’ bottleneck facilities
is critical to making meaningful competition
possible. As a result of the availability to com-
petitors of the incumbent LEC’s unbundled
elements at their economic cost, consumers will
be able to reap the benefits of the incumbent
LECs” economies of scope and scale, as well as
the benefits of competition. Because a pricing
methodology based on forward-looking costs
simulates the conditions in a competitive mar-
ketplace, it allows the requesting carrier to pro-
duce efficiently and to compete effectively,
which should drive retail prices to their competi-
tive levels. We believe that our adoption of a for-
ward-looking cost-based pricing methodology
should facilitate competition on a reasonable
and efficient basis by all firms in the industry
by establishing prices for interconnection and
unbundled network elements based on costs

similar to those incurred by the incumbents. ..

The FCC believed at the time that its fundamental
task in implementing the provisions of the 1996 Tele-
communications Act was to mandate a competitive mar-
ket outcome rather than to foster a competitive process
a la Professor Schumpeter.” Justice Breyer, in character-
istically eloquent fashion, sought to point out the inher-
ent problems with the FCC’s approach:

The competition that the Act seeks is a process,
not an end result; and a regulatory system that
imposes through administrative mandate a set
of prices that tries to mimic those that compe-

tition would have set does not thereby become
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any less a regulatory process; nor any the more

a competitive one.”

For example, in the UNE Remand Order,” the FCC
clearly took the view that network unbundling would
accelerate facilities-based investment on the part of the
new entrants. This conclusion was based, in part, on as-
surances by the CLECs (competitive local exchange car-
riers) that they would build their own networks once they
established a “foot-hold” in the market with the use of
UNE-P. 119" This has sometimes been referred to as the
stepping-stone-theory because it was initially envisioned—
incorrectly as it turns out—that the CLECs would move
from leasing network elements to building their own
facilities-based networks.

We agree with the competitive LECs that argue
that unbundled access to certain incumbents’
network elements will accelerate initially com-
petitors’ development of alternative networks
because it will allow them to acquire sufficient
customers and the necessary market information
to justify the construction of new facilities. In-
deed, many commenters in this proceeding
emphasize that they plan to deploy alternative
facilities as soon as it is technically and economi-
cally possible to do so at a cost that is close to
the incumbent LECs prices for network ele-

ments.'%? (footnotes omitted).

Notably, the FCC’s views expressed in the subse-
quent Zriennial Review Order concerning the relationship
between unbundling and investment in facilities-based

networks are an about-face from its earlier views as ex-

pressed in the UNE Remand Order.

Although we recognize that Congress intended
to create a competitive landscape through resale,
interconnection and facilities-based provision,
and a combination of these modes of entry, in
practice, we have come to recognize more clearly
the difficulties and limitations inherent in com-
petition based on the shared use of infrastruc-
ture through network unbundling. While
unbundling can serve to bring competition to
markets faster than it might otherwise develop,

we are very aware that excessive network unbun-

dling requirements tend to undermine the in-
centives of both incumbent LECs and new en-
trants to invest in new facilities and deploy new

103, 104

technology.

The above passage underscores a key concern with
artificially-low prices for network elements. To wit, it
creates a “bad equilibrium” in which the incumbent pro-
viders do not invest because they cannot recover their
costs and their rivals do not invest because it is cheaper

to lease.

Finally, in its recently released 7RO on Remand, the
FCC continues this line of reasoning when it eliminated
mass market switching as an unbundled network ele-

ment. The following passage is noteworthy:

Based on the evidence of deployment and use
of circuit switches, packet switches and soft-
switches, and changes in incumbent LEC hotcut
processes, we determine not only that competi-
tive LECs are not impaired in the deployment
of switches, but that it is feasible for competi-
tive LECs to use competitively deployed
switches to serve mass market customers
throughout the nation. Further, regardless of any
potential impairment that may still exist, we
exercise our “at a minimum authority” and con-
clude that the disincentives to investment posed
by the availability of unbundled switching, in
combination with the unbundled loops and
shared transport, justify a nationwide bar on

such unbundling.'®

The FCC continued with its revisionist thinking in
its NPRM on TELRIC wherein it intimates that the ar-
tificially-low pricing of network elements may have dis-

couraged facilities-based entry.

Our concerns in evaluating the TELRIC pric-
ing rules are somewhat different than those
present at the time the Commission adopted its
Local Competition Order. At that time, local
competition was largely a theoretical exercise
and we placed a premium on the need to stimu-

late entry into the local exchange market.'%
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To the extent that the application of our
TELRIC pricing rules distorts our intended
pricing signals by understating forward-looking
costs, it can thwart one of the central purposes
of the Act: the promotion of facilities-based

competition.'”

Notably, the FCC’s more-balanced approach reflects,
in part, the guidance that had previously been provided
by the courts. As the DC Circuit explains in its US7A
Decision:

Each unbundling of an element imposes costs
of its own, spreading the disincentive to invest
in innovation... At the same time — the plus that
the Commission focuses on single-mindedly —
a broad mandate can facilitate competition by
eliminating the need for separate construction
of facilities where such construction would be
wasteful. Justice Breyer concluded that fulfill-
ment of the Act’s purposes therefore called for
‘balance’ between these competing concerns. '

(footnotes omitted).

The stepping-stone theory argues that CLECs will
naturally migrate from reselling the services of the incum-
bent providers to investing in their own facilities-based
networks. And yet the reality is likely the complete op-
posite—the presence of multiple facilities-based provid-
ers will naturally create the wholesale conditions that
regulators seek as each facilities-based provider strives to
increase utilization on its network. According to this view
of the world, network owners will have the requisite
incentives to unbundle and price in accordance with mar-
ket conditions without requiring regulators to pre-deter-
mine the competitive market outcome. In other words,
rather than facilities-based networks being an outgrowth
of resale competition—as the stepping-stone theory would
suggest—resale competition will actually be an out-
growth of multiple facilities-based networks.

Because the behavior of prices is relatively easy to
monitor, there may be a tendency for policymakers to
emphasize lower prices to the exclusion of other no-less-
important characteristics of “competitive” behavior, such
as new products and services. As the following passage

points out, this focus on eliminating barriers to entry may

be particularly problematic in technologically-dynamic

industries.

Perfect competition implies free entry into
every industry. It is quite true, within that gen-
eral theory, that free entry into all
industries is a condition for optimal allocation
of resources and hence for maximizing output.
If our economic world consisted of a number
of established industries producing familiar
commodities by established and substantially in-
variant methods and if nothing happened except
that additional men and additional savings com-
bine in order to set up new firms of the existing
type, then impediments to their entry into any
industry they wish to enter would spell loss to
the community. But perfectly free entry into a

new field may make it impossible to enter it at
all.'??

Professor Schumpeter’s main point will most assur-
edly not be lost on the numerous, now-defunct, facility-
based CLEC:s in the U.S. that proceeded to lose billions
of dollars when the FCC’s introduction of UNE-P along
with artificially-low prices for network elements resulted
in what was essentially ultra-free entry. In commenting
on the failure of these facilities-based CLECs and the role
of regulation in their demise, Professor Alfred Kahn has

recently observed that:

Further contributing to the subsequent failure
of those ventures from 2000 onward was the
FCC's ill-advised policy of making available to
competitive local exchange carriers (CLECs) the
ineffable, oxymoronic UNE-P (totally bundled
“unbundled network elements”), at rates inten-
tionally far below the actual costs of the incum-
bent carriers, both historical and incremental.
The result was a sharp increase in non-facilities-
based reselling, predominantly by AT&T and
MCI—in effect, a betrayal of the CLECs that
had made the mistake of constructing their own
facilities and a discouragement to genuine com-
petition at the “production” or wholesale level

(footnotes omitted).!'?
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The above observations of Professors Schumpeter
and Kahn serve to underscore a critical principle of sound
competition policy. To wit, policies that reward imita-
tion rather than innovation will attract those market
entrants adept at imitation, predominantly arbitragers,
while driving away genuine innovators.'"! On this score,
it is indeed noteworthy that the pervasive entry of cable
television providers into telecommunications markets
with their “triple play” of voice, broadband and video
certainly seems to have accelerated in the United States
only after the FCC announced the termination of per-
vasive network unbundling and further signaled its in-
tent to move toward more rational pricing of network

elements.

The FCC’s “court-prodded” elimination of UNE-P
was based on the realization that facilities-based entry and
associated product differentiation and innovation would
be enhanced with the elimination of mass market switch-
ing as an unbundled network element. This could be ex-

pected to benefit consumers even if it should result in

some softening of price competition in retail markets.''
This decision underscores the importance of designing
competition policies that recognize the operative trade-
offs between allocative and dynamic efficiency, encour-

aging genuine innovation rather than mere imitation.'"

343 A GRAPHICAL ILLUSTR ATION OF
THE RELEVANT TRADE-OFFS

A simple, graphical depiction of the relevant trade-offs
between imitation and innovation is illustrated with the
aid of Figure 2. The initial aggregate demand curve for
telecommunications services is labeled “D” in this fig-
ure. This reflects the demand for telecommunications
services under a policy of pervasive unbundling and an
“efficient-firm” standard for the pricing of unbundled
network elements.'* A common measure of consumer
welfare (net benefits from consumption) is that of con-
sumers’ surplus—the difference between the maximum
valuation of the good and the price that consumers are

required to pay.

Figure 2:

Imitation vs Innovation
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For the initial demand curve D and market price P,
consumers’ surplus (“CS ") is measured by area A plus
area B in the figure. Suppose that the regulator relaxes
the unbundling requirements imposed on the incumbent
provider and further moves toward more rational pric-
ing of unbundled network elements. This policy action
can be expected to give rise to two separate effects. First,
there may be some modest softening of price competi-
tion and hence a small increase in the retail price from
P to P,. Second, consistent with Schumpeterian com-
petition principles, this policy action can be expected to
lead to greater innovation and product differentiation
which shifts the demand curve out from D to D’. Con-
sumers’ surplus (“CS”) at price P, on demand curve D’

is measured by area B plus area C.

This policy decision with respect to network unbun-
dling enhances consumer welfare if CS > CS . This im-
plies that area B plus area C > area A plus area B, or area
C > area A. Area C represents the additional consumers’
surplus that consumers realize from the enhanced level
of innovation and product differentiation at the price P,
with respect to demand curve D’. Area A represents the
consumers surplus foregone due to the higher price for
telecommunications services, P, with respect to demand
curve D. This is the trade-off that the FCC has pursued
in its Triennial Review Remand Order and it is entirely
consistent with the Schumpeterian idea that enhanced
innovation may [actually] dominate lower prices in terms

of providing consumer benefits.'"”

In CRTC 94-19, the Canadian Regulatory Commis-
sion seemingly recognized this trade-off in observing that
falling prices are not a necessary condition for a deter-

mination that a market is workably competitive.

In assessing the degree to which a market may
be workably competitive, evidence of rivalrous
behaviour is also important. Such evidence may
include falling prices, vigorous and aggressive
marketing activities, or an expanding scope of
activities by competitors in terms of products,

services and geographic boundaries.''

In a nutshell, the policy trade-offs come down to
answering the following question. Intuitively speaking,

are we better off as a society forcing the incumbent au-

tomobile producer, General Motors, to make all of the
component parts for its Chevrolet Impala available to
Ford at cost-based prices? Or, are we better off limiting
access to only those elements of automobile production
that are truly uneconomic to duplicate? In the former,
consumers have a choice of any car they want at a rela-
tively-low price so long as it is a Chevrolet Impala, even
if happens to carry the Ford brand name. In the latter
case, we may well trade-off some productive efficiency
for enhanced innovation and product heterogeneity in a
manner that is responsive to consumer preferences. The
prices in this latter state of the world may be somewhat
higher, but consumers have real choices and the Ford
Taurus no longer looks and drives like the Chevrolet
Impala. These are the trade-offs that Professor
Schumpeter spoke to over a half-century ago and they
remain relevant today as we craft competition policies
for the technologically-dynamic telecommunications in-

dustry.

3.5 COMPETITION PRINCIPLE 5

Perhaps no other single issue has filled more pages in the
law and economics literature than the relationship be-
tween market share and market power. Market power is
generally defined as the ability of a firm to profitably raise
prices above competitive levels for more than a transi-
tory period of time.""” This literature finds that market
share is not necessarily a reliable indicator of market
power and this is likely to be particularly the case in tele-
communications markets. Nonetheless, there is a ten-
dency for policymakers to default to some measure of
market share as an indicator of market power, perhaps
because it provides a tangible number on which to base

a policy decision.

Principle C-5. Policymakers should not rely exclu-
sively or even predominantly upon market share to
draw inferences about market power in telecommu-

nications markets.''

As discussed in greater detail below, telecommuni-
cations providers (i) may not be able to raise prices even

if they have a high market share; and (ii) may have
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acquired high market shares because regulation main-
tained prices at artificially-low levels. Meaningful mar-
ket share measurement must begin with the proper
definition of the relevant product/geographic market and

therefore include all sufficiently-close substitutes.'”

351  GEOGRAPHIC AND PRODUCT

MARKET DEFINITION

The first step in the evaluation of a proposed merger—
and increasingly in evaluating proposals for deregulation
or forbearance—is typically that of market definition.
There is both a product market definition and geographic

market definition.!?

The purpose of defining a relevant market is to
identify its participants: the group of firms that
impose competitive constraints upon a particu-
lar firm or combination of firms. Thus, a
market’s participants should include all those
competitors that are positioned to discipline or
constrain a monopolistic price increase, while
excluding those firms that do not have that abil-
ity.121

Relevant product markets are defined with re-
spect to both the products or services included
in the market and the geographic scope of com-
petition. The relevant product market includes
all products that substantially constrain the pric-
ing of the product being studied, while the rel-
evant geographic market includes all geographic
areas where firms are located whose output sub-
stantially constrains the pricing of the firm (or

122

firms) being studied.

A relevant geographic market for purposes of com-
petitive analysis includes not only where competitors
currently serve customers, but also where they readily
could serve customers if the incumbent provider were to
raise prices.'”® A geographic market area is one in which
sellers provide products or services that customers treat
as substitutes for one another and thus which compete

against one another.

The geographic limit of a market is determined
by answering the question of whether an increase

in price in one location substantially affects the

price in another. If so, then both locations are

in the same market.”'?

At the outset, it important to keep in mind that the
primary purpose of defining the relevant market is that
of calculating market shares. Hence, to the extent that
market share measurement, for whatever reason, is of lim-
ited value for the exercise at hand, so, by implication,
must be the definition of the relevant market.

The boundaries of the relevant market in anti-
trust economics normally cannot be determined
with absolute precision. Nor do real world mar-
kets always array themselves in binary fashion,
where products are clearly inside or outside the
market... At base, what matters more than de-
fining a market perfectly is identifying the eco-
nomic forces that constrain a firm’s pricing. The
exercise of defining a market and calculating
market shares is useful to the extent that it ac-
curately reflects these economic forces.'* 12

(footnotes omitted)
Moreover, as Professors Katz and Shapiro observe:

Finally, practitioners and policymakers should
remember that the role of market definition is
to provide a basis on which the government cal-
culates market shares in making its primie facie
case. One should be careful not to make too
much of market delineation. It is not a substi-
tute for a full analysis of likely competitive ef-

fects.'?’

We wish to emphasize that our entire analysis
was directed at the task of defining relevant
markets. This task should not be confused with
the assessment of likely competitive effects and
efficiencies. Indeed, we are concerned that in
horizontal merger cases antitrust litigation some-
times places too much weight on defining rel-
evant markets rather than assessing the likely
competitive effects and efficiencies of a proposed

merger.'?

For example, in the Bell Atlantic-NYNEX merger
the FCC outlined the following approach to define the
geographic market.
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A geographic market aggregates those consum-
ers with similar choices regarding a particular
good or service in the same geographical area.
In the LEC In-Region Interexchange Order, we
found that each point-to-point market consti-
tuted a separate geographic market. We further
concluded, however, that we could consider
groups of point-to-point markets where custom-
ers faced the same competitive conditions. We
will therefore treat as a geographic market, an
area in which all customers in that area will likely
face the same competitive alternatives for a prod-
uct. This approach allows assessment of the
market power of a particular carrier or group of
carriers based on unique market situations by
recognizing, for example, that certain carriers
may target particular types of customers, pro-
vide specialized services or control independent

facilities in specific geographic areas.'®

352 MARKET SHARE AND MARKET
POWER IN REGULATED
INDUSTRIES

Whereas there is general recognition in the literature that
market power depends upon the demand elasticity, ' the
supply elasticity and market share,"' the proper weight
to be attributed to each of these three factors will typi-
cally vary from one industry to another.  For example,
the FCC’s decision to deregulate AT&T was based largely
on its finding that the supply elasticity in the industry
was sufficiently high that any attempt on the part of
AT&T to unilaterally raise prices—leverage market
power—would invite a competitive supply response of
such magnitude as to drive prices back to competitive

132

levels.”®* In other words, it focused predominantly upon

entry conditions. The FCC specifically observed that:

The Commission explained in the First Inter-
exchange Competition Order that there are two
factors that determine supply elasticities in the
market. The first is the supply capacity of exist-
ing competitors: supply elasticities tend to be
high if existing competitors have or can easily
acquire significant additional capacity in a rela-

tively short time period. The second factor is low

entry barriers: supply elasticities tend to be high
even if existing suppliers lack excess capacity if
new suppliers can enter the market relatively eas-
ily and add to existing capacity.'® (footnotes

omitted)

In this very same order, the FCC discounted the sig-
nificance of relatively high market share on the part of
the incumbent provider as being indicative of market

power.

Although several parties argue that AT&T’s
overall market share of 60 percent is inconsis-
tent with a finding that AT&T lacks market
power, we disagree. It is well-established that
market share, by itself, is not the sole determin-
ing factor of whether a firm possesses market
power. Other factors, such as demand and sup-
ply elasticities, conditions of entry and other
market conditions, must be examined to deter-
mine whether a particular firm exercises market
power in the relevant market. As we noted in
the First Interexchange Competition Order,
“[m]arket share alone is not necessarily a reliable
measure of competition, particularly in markets
with high supply and demand elasticities.” (foot-

notes omitted).'>*

A 2002 decision of the Massachusetts Department
of Telecommunications and Energy recognized the lim-
ited significance of the ILEC’s market share under con-

ditions in which the supply elasticities are relatively

high. !

The Department found that while Verizon’s
market share for business services is large, sig-
nificant CLEC entry and expansion into the
business market has occurred, and also found
that Verizon’s market share has continued to
decrease even during a period of significant tur-
moil in the telecommunications industry. Hav-
ing determined that the supply elasticity of
competing firms in Massachusetts is high, the
Department placed less weight on market share
as an indicator of market power in its evalua-
tion of sufficient competition. Because of the

ease of entry in the Massachusetts business mar-
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ket, actual competition, as reflected in market
share data, is not as important as potential com-

petition to constrain Verizon’s prices.'*

In commenting on the economics underlying
the commission’s decision, Paul Vasington, the immedi-
ate past Chairman of the Massachusetts Department of

Telecommunications and Energy, observed that:

The commission’s findings on the contestability
of the retail business market were primarily
based on the availability of UNEs at forward-
looking prices. Therefore, the commission
granted Verizon’s request for pricing flexibility
for those retail business services whose compo-
nents are available on a wholesale basis as un-

bundled network elements.'?’

As Landes and Posner point out, the standard rela-
tionship between market share and market power is par-
ticularly inapt in a regulatory setting. This is necessarily
the case because these market shares are not the outcome
of a market process, but rather the outcome of a regula-

tory (“command and control”) process.

In view of the growing importance of antitrust
enforcement in regulated industries, we shall
note briefly the significant limitations of our
formal analysis when applied to a market in
which rates are regulated by a government
agency. To the extent that regulation is effective,
its effect is to sever market power from market

share and thus render our analysis inappli-
cable.'

Landes and Posner also suggest that a superior mea-
sure of market share in drawing inferences about mar-
ket power would be based on the capacity rather than
the current output of the competitive fringe:

If /s market share is 80%, consumers cannot
easily substitute other goods, and producers of
other goods cannot easily switch to the produc-
tion of this good, i may still lack substantial
market power. Suppose the output of compet-
ing producers of the good is highly responsive
to changes in the price... Market share alone
would be a poor measure of market power in

such a case, at least in the long run... The ex-
cess capacity of the fringe firm would limit 7’s
efforts to raise price above marginal cost. To re-
flect this factor, one could redefine 7's market
share as its current output divided by the sum
of 7’s output and the fringe firm’s capacity (i.e.,
by their potential rather than current, output).
This adjustment would reduce 7s market share

. and thereby provide a better measure of 7’s

market power.'?

Consider, for example, a particular market in which
the ILEC and a cable company compete. Suppose the
cable company has quickly garnered 5 percent of the
customers and the ILEC files for deregulation. There may
be a tendency to conclude that the ILEC continues to
maintain market power since it has 95 percent of the
customers. And yet, if capacity is truly the relevant mea-
sure of market share, and both the ILEC and the cable
company are able to address 100 percent of the custom-
ers, the ILEC’s market share is actually only 48.72 per-
cent (95/(95 + 100)). Hence, how market share is
measured is critically important for evaluating the exist-
ence of market power. In fact, the Competition Bureau
in Canada came to this very conclusion in a recent for-
bearance proceeding. The following passages are instruc-

tive.

Market shares should be defined in a manner
that reflects the potential for the ILEC to exer-
cise market power if there is forbearance...
Therefore, the mere presence of the competitor
has a larger impact on ILEC behaviour than its
actual market share.'*

For example, in geographic markets where there
are two independent facilities-based service pro-
viders with sunk costs, that are not capacity con-
strained, and are equally capable of offering the
relevant product, the capacity market share of
the ILEC and the new entrant will each be
50%.'4!

The FCC recently came to the very same conclusion
in evaluating proposed mergers in the wireless industry
and the significance of the HHI measures:'**
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For many markets where the facts of a high sub-
scriber-based HHI and a high change in HHI
might seem to suggest a potential competitive
problem, there is in fact little likelihood of harm.
We find that the presence and capacity of other
firms matter more for future competitive con-
ditions than do current subscriber-based mar-
ket shares. In particular, current market shares
understate the likely future competitive impor-
tance of Verizon Wireless, Sprint, T-Mobile, and
Nextel. These firms all compete fiercely for cus-
tomers; all are investing substantially in capac-
ity and new services in this sector; and Verizon
Wireless, T-Mobile, and Nextel have been gain-
ing nationwide market share over recent quar-

ters.'®3

Indeed, as Judge Richard Posner, a leading law and
economics scholar, has observed:

Competition is not a matter of many sellers or
low prices or frequent changes in prices or mar-
ket shares. It is properly regarded as the state in
which resources are deployed with maximum
efficiency, and it is not so much the existence
of actual rivalry, let alone any specific market
structure or behavior, as the potential for rivalry,

that assures competition.'*

The capacity of rivals is an indicator of just such
“potential for rivalry.” Furthermore, the Canadian Regu-
latory Commission noted in CRTC 94-19 that:

under some circumstances, the simple threat of
entry may be enough to cause incumbents to
behave competitively. In addition, the Commis-
sion acknowledges... that competition occurs at
the margin, and that it is unnecessary for com-
petitors to cover the entire market. [Section III.

B] (emphasis added)

This observation is similar in spirit to one previously

proffered by Professor Schumpeter.

It is hardly necessary to point out that compe-
tition of the kind we now have in mind acts not
only when in being, but also when it is merely
an ever-present threat.'® It disciplines before it

attacks. The businessman feels himself to be in
a competitive situation even if he is alone in his
field ... In many cases, though not in all, this
will in the long run enforce behavior very simi-

lar to the perfectly competitive pattern.

Market share may be a particularly misleading indi-
cator of market power in regulated industries due to regu-
latory-mandated subsidy flows that actively discourage
entry into certain markets;'* in other words, the incum-
bent provider’s high market share may actually reflect the
absence rather than the presence of market power. The
D.C. Circuit’s USTA Decision spoke to this very issue:

Competitors will presumably not be drawn to
markets where customers are already charged
below cost, unless either (1) the availability of
UNEs priced well below the ILECs’ historic cost
makes such a strategy promising, or (2) provi-
sion of service may, by virtue of economies of
scale and scope, enable a CLEC to sell comple-
mentary services (such as long distance and en-
hanced services) at prices high enough to cover
incomplete recovery of costs in basic service. The
Commission never explicitly addresses by what
specific criteria want of unbundling can be said
to impair competition in such markets, where,
given the ILECs’ regulatory hobbling, any com-

petition will be wholly artificial.'’

The immediate past chairman of the FCC, Michael
Powell, made a similar point when he observed that “re-
tail rates are not an irrelevant part of an economic mar-
ket, and regulators may have to make a choice between
‘sustainable businesses’ and low prices to end users.” He
further stated that universal service can be a barrier to
entry “if it leads to prices that are not reflective of cost

”148 These observations not-

dynamics and efficiencies.
withstanding, the cost of providing telephone service over
VolIP is generally recognized to be significantly lower than
the cost associated with providing telephone service us-
ing traditional, circuit-switched technology.'® Hence,
the extent to which basic telephone service is actually
priced below forward-looking costs is likely to be reduced

over time with the advent of these new technologies.
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Market share measurement is inherently static in
nature and therefore quite limited in predictive value in
markets that exhibit “fragility” due to their technologi-
cally-dynamic character.” Indeed, in commenting in
CRTC 94-19 on the conditions that are likely to render
a market workably competitive, the Canadian Regula-

tory Commission observed that:

The nature of innovation and technological
change in the relevant market may also be a use-
ful indicator. Industries characterized by rapid
innovation in products, processes and technol-
ogy tend to experience greater price movements
and new entry, thereby making it difficult to ex-
ercise market power. [Section III. B.]

This discussion establishes that market share is not
synonymous with market power and that the errors in-
volved in presuming otherwise are particularly pro-
nounced in markets that have been subject to regulatory

control.

353 LIMITATIONS OF MERGER
GUIDELINES FOR DER EGULATION

In light of the increased emphasis placed on competi-
tion law principles for evaluating the merits of deregu-
lation, there may be a tendency for policymakers to place
too much weight on horizontal merger guidelines to in-
form such decisions. While the evaluation of a merger
and a deregulation decision share a common concern,
that of the exercise of market power, there are some im-
portant differences that should be noted.

First, in the typical merger proceeding, the merging
firms typically argue for a relatively broad market and
the antitrust authorities typically argue for a narrow
market. In the context of deregulation, this pattern is
seemingly reversed. A narrow market yields lower mar-
ket shares for the incumbent provider and vice versa.
Once again, the emphasis placed on market definition
is appropriate only insofar as there is reason to believe
that the resulting market share calculation sheds some
light on the ability of the incumbent provider to exer-

cise market power.

Second, in the typical merger proceeding, we begin
with a competitive market and inquire as to whether the

proposed consolidation is likely to lessen market rivalry
to the point that it allows for the abuse of market power.
The market forces being examined are centripetal—“cen-
ter seeking” in nature—from out to in. In the context of
deregulation, markets are becoming increasingly com-
petitive and the focus is on whether they have become
sufficiently so to enable the regulator to defer to market
forces for the requisite level of discipline. The market
forces being examined are centrifugal—"center fleeing”
in nature—from in to out. This distinction looms large
in the context of market definition for purposes of de-
regulation because the market boundaries defined by
market forces are highly speculative. The only concrete
and refutable answer to the question of the where mar-
ket forces impose competitive discipline is where com-

petition actually exists.

Third, it is likewise necessary to understand the key
differences between these two scenarios and the impor-
tant role of path dependence. To wit, a regulated monopo-
list that begins with a 100% market share and experiences
rivalry that reduces its share relatively quickly to 80% is
likely in a far different competitive situation than a firm
with a 50% market share merging with a firm with a 30%
market share, despite the fact that in both cases a single
firm has 80% of the market. Merger enforcement guide-
lines generally recognize the importance of changes in
market concentration and/or the stability of market con-
centration, but it is unclear whether this acknowledgment

is anything more than gratuitous.""

Finally, there is a tendency for antitrust authorities
to use the model of perfect competition as a benchmark
against which to evaluate market power. Following the
discussion in Section 2.2.1 above, this is particularly
problematic in traditionally-regulated industries. Tradi-
tional antitrust analysis rests on the premise that if the
firm in question has high margins, it must imply through

the Lerner Index,'?

that it faces a low elasticity of de-
mand, otherwise it would not have been able to sustain
these relatively high margins."® The direction of causal-
ity runs from low elasticities to high margins. But in the
context of deregulation, the question is seemingly quite
different. To wit, given the high margins required for the
financial viability of the incumbent provider, what is the

critical elasticity above which the firm would have no
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incentive to raise price, everything else held constant?'*

We turn to this very question in the following section.

3.6 COMPETITION PRINCIPLE 6

Perhaps the key question confronting policymakers in
their deliberations on the deregulation issue concerns
when the discipline imposed by competition can substi-
tute for the discipline imposed by regulation.” The
regulator’s concern may be either that prices are too
high—suggestive of the exercise of market power—or
that prices are too low—suggestive of predation in an
attempt to augment market power. These concerns are
addressed in Competition Principles 6 and 7, respec-

tively.

Principle C-6. High price-cost margins, reflective of
scale and scope economies, can serve to constrain
the market power of the incumbent provider, posz-
deregulation.

While the literature recognizes that economic regu-
lation should serve as a surrogate for competition, it does
not provide policymakers with unambiguous guidance
as to when deregulation is warranted. As Professor David

Sappington observes:

It is generally preferable to replace regulatory
control with the discipline of competition when
competition provides adequate protection for
consumers. In practice, though, it is often dif-
ficult to determine precisely when adequate, sus-

tainable competitive pressures have developed.'®

It is indeed noteworthy that the supply conditions
that constitute the central economic argument for regu-
lation can, under certain conditions, actually be relied
upon to constrain the market power of the (de)regulated
firm. To understand this basic idea, recognize that regu-
lated firms typically operate with high price-cost mar-
gins due to scale and scope economies.”” As a result, a
price increase that produces even a small reduction in de-
mand can generate large losses in contribution to joint
and common costs and may therefore prove to be un-
profitable."®

When a firm operates with high price-cost margins,
only a relatively small number of marginal customers,
those willing to discontinue service or substitute alter-
native services in the face of a price hike, may be required
to defeat a price increase.”” When we make the obser-
vation that “competition occurs at the margin,” we mean
that it is the existence of marginal customers that effec-
tively disciplines the firm’s pricing behavior. (See endnote
number 217.)

3.601 A STYLIZED NUMERICAL

EXAMPLE

A simple, stylized example should prove instructive. Sup-
pose the regulated firm has fixed costs of $300 and in-
cremental cost of $1 for the core service. The regulated
price is $5 and demand at this price is 100 units. The
corresponding level of profits is $100.'° We pose the
following question: What is the level of competitive
intensity that must prevail in this market for the
(de)regulated firm not to have an incentive to raise price?
Suppose the (de)regulated firm contemplates a 5 percent
increase in price, the standard market power test under
the antitrust guidelines.'®' What demand reduction must
follow in order to discourage the (de)regulated firm from

raising price?

Another way to pose this question is to compute the
break-even decrease in demand following the 5 percent
increase in price that would yield precisely the same level
of profits for the (de)regulated firm of $100. Hence, for
any decrease in demand greater than this breakeven level,
the (de)regulated firm’s profits would be less than $100
and the contemplated price increase of 5 percent would
not occur because it would reduce profits.

For the stylized parameters used in this example, the
break-even decrease in demand is 5.88 percent. To see
this, recognize that the new price is $5.25.'* A 5.88 per-
cent reduction in demand yields a new level of demand
equal to 94.12 units.'®® The new level of profits is, of
course, $100.'* Hence, for any decrease in demand
greater than 5.88 percent, the firm’s profits would fall
below $100 and the contemplated price increase would
prove unprofitable. The implied critical price elasticity
of demand is given by 1.176.® Hence, if the price elas-
ticity facing the (de)regulated firm is greater than 1.176,
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the contemplated price increase of 5 percent would serve

to decrease rather than increase profits.'*

To place this discussion firmly in the context of the
deregulation issue, it says that if a wireline provider were
to raise price by 5 percent and lose 6 percent or more of
its volumes to competing providers of wireless or VoIP,
the contemplated price increase would prove to be un-

167

profitable.

3.6.2 THE SIGNIFICANCE OF DEMAND
COMPLEMENTARITIES

The existence of demand complementarities (services
that tend to be used in combination with other services,
such as local telephone service and vertical features) ren-
ders the case for deregulation even more compelling.'®
The fact that the ILEC participates in other complemen-
tary markets, including long-distance, vertical services,
broadband access and video entertainment, necessarily
limits its incentives to increase the price for local tele-
phone service.'® A price increase for local telephone ser-
vice can spill over to adversely affect sales in these
complementary markets wherein price-cost margins are
relatively high, customers have ample choice of service
providers, switching costs are minimal and hence cus-
tomer inertia would not appear to be a significant prob-
lem."”° The basic point here is a simple one—the ILEC
will be reticent to raise the price for local telephone ser-
vice if it risks jeopardizing the sale of relatively high-
margin services that customers use in combination with

local telephone service.'”!

To see this, assume that half of the consumers of the
core service also purchase the complementary service.
Furthermore, suppose that the price-cost margin on this
complementary service is $2. Under these assumptions,
the baseline level of profit for the (de)regulated firm is
now $200.'72 The contemplated 5 percent price increase
would now prove unprofitable for the (de)regulated firm
if the corresponding fall off in demand for the core ser-
vice is approximately 4.8 percent or greater.'”? The cor-
responding critical price elasticity is approximately
0.95174, 175

In general, the more pronounced are scale and scope

economies and the greater the tendency for customers

to use relatively high margin services in combination with
local telephone service, the lower the critical price elas-
ticity sufficient to discourage the firm from raising price.

This that

margins sufficiently large and/or demand comple-

discussion implies for price-cost
mentarities sufficiently strong, deregulation may be war-
ranted even for relatively modest levels of competition

from imperfect substitutes.

The key lesson to be gleaned from this analysis is
clear: Once it is recognized that scale and scope econo-
mies figure prominently in the production of telecom-
munications services, we should not necessarily look to
high price-cost margins as an indication of market power.
In fact, the more efficient the telecommunications pro-
vider in producing multiple services with the use of a
common platform, the lower the ratio of variable to fixed
costs and the higher the price-cost margin for any indi-
vidual service. These higher price-cost margins are
needed to cover the firm’s fixed costs. It follows that the
higher the price-cost margins for any particular service,
the smaller the loss in demand (firm-specific price elas-
ticities) required to render any price increase unprofit-
able and hence the lower the effective critical price

elasticity.”7® 177

3.7 COMPETITION PRINCIPLE 7

Principle C-7. Predation is difficult in regulated net-
work industries due to the (i) high-proportion of
sunk costs and the fact that productive capacity typi-
cally does not leave the industry even if particular

178 and (ii) emer-

competitors should exit the market;
gence of new technologies that have dramatically

lowered entry barriers.

One of the difficulties that policymakers face in “refer-
eeing the struggle between competing interests” in a
market involves discerning competitive conduct from
predatory conduct. Competitive conduct benefits con-
sumers in the short-run and in the long-run, while preda-
tory conduct may benefit consumers in the short-run,

but harms consumers in the long-run.

31



It is important to note at the outset that deregula-
tion of a market does not imply any greater tolerance for
anticompetitive conduct; it simply means that responsi-
bility for policing such conduct will pass from the in-
dustry-specific regulator to the antitrust authorities.
There is no basis to believe that the latter would be any
less vigilant in protecting against anticompetitive con-
duct than the former. Nonetheless, it is important for
policymakers to recognize the market conditions that
would determine whether anticompetitive conduct is
likely to be successful should it be attempted.

3.71  TRADITIONAL THEORIES OF

PREDATION

The traditional theory of predation envisions two stages
in carrying out the predation strategy—the predation
stage and the post-predation stage.'”” In the predation
stage, the predator prices its product below some mea-
sure of economic cost—typically incremental cost—with
the intent of driving its prey from the market. In the post-
predation stage, the prey leverages the absence of mean-
ingful competition to price its product at supra-competitive
levels, thereby recovering the losses incurred during the
predation stage and earning monopoly profits thereaf-
ter.

The consensus view in the literature, and this is a
view that has prevailed for several decades now, is that
traditional predation is difficult and hence frequently
irrational. Because firms will re-enter the market when
the predator commences pricing at supra-competitive lev-
els, recoupment of the losses incurred in the predation
stage is virtually impossible. Hence, in order for the pre-
dation strategy to be successful, there must be some type
of barrier to entry that precludes entry from occurring
when the predator prices above competitive levels.

Traditional predation is likely to be particularly dif-
ficult in regulated network industries due to the high-
proportion of sunk costs and the fact that productive
capacity typically does not leave the industry even if par-
ticular competitors should exit the market.'® '¥! In other
words, productive capacity in the industry serves as a
check on supra-competitive pricing. Consequently, even
if predation should succeed in driving a particular com-
petitor from the market,'®* the (independent) produc-

tive capacity that the competitor leaves behind contin-

ues to discipline pricing.

3.72 MODERN THEORIES OF
PREDATION

Over the past 25 years, in concert with important de-
velopments in game theory, a number of modern, stra-
tegic theories of predation have emerged. These models,
which include financial market predation, reputation
models and cost signaling models,'® generally require
conditions of asymmetric information. In other words,
the predator has information that its prey does not, and
it leverages this informational asymmetry to drive the
prey from the market or to deter its expansion into new
markets. The following quotation from Professor Paul

Milgrom captures the essence of these “new” theories.

Thus, for example, a firm in an industry with
rapid product change might cut prices sharply
in answer to new entry in order to discourage
the new entrant from continuing an active prod-
uct development programme. Whether the en-
trant attributes its lack of profitability to its high
costs, to weak market demand, to over-capacity
in the industry, or to aggressive behaviour by its
competitor, it will properly reduce its estimate
of its own future profits. If its capital has other
good uses, this might lead it to withdraw from
the industry. If not, it may nevertheless be dis-
suaded from making new investments in and
developing new products for the industry. At the
same time, other firms may be deterred from en-
tering the industry. If any of these things hap-
pen, the predator benefits.'s

In the case of Financial Market Predation, the prey
is dependent upon some source of external financing.
The focus is on the relationship between the prey and
its investors. “The predator seeks to manipulate that re-
lationship and thereby drive the prey out of the market
or deter its expansion into new markets.”'*> For example,
the predator may reduce prices in order to reduce the
profitability of its rivals. The rival’s investors view this
decrease in profitability as a signal that prospects in this
market are limited and decide to decrease financial sup-

port accordingly. In this model, investors are unable to
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differentiate between the predation campaign and mana-

gerial incompetence.

Nor can lenders solve the financing problem by
excusing default when caused by predatory pric-
ing. The lender may be unable to determine
whether the default stems from predatory pric-
ing or from the debtor’s poor performance be-
cause the lender lacks both full information and

the expertise available to a market insider.'s

Reputation Predation Models are based on a type of
signaling wherein the predator seeks to convey a reputa-
tion for “toughness” and a steadfast willingness to defend

its market at virtually any cost.

In reputation effect predation the predator re-
duces prices in one market to induce the prey
and potential entrants to believe that the preda-
tor will cut price in other markets or in the
predatory market at a later time. The predator
seeks to establish a reputation as a price cutter,
based on some perceived special advantage or
characteristic. Thus, a predator trying
to establish a reputation for financial predation
cuts price when it has superior financial
resources (and when the other conditions for

financial predation are present). ¥/

In this model, the predator reduces its prices in or-
der to signal to its rivals that it is a tough competitor and
that opportunities for positive returns will be strictly lim-
ited either in other markets or in the predatory market
in the future. It is important to note, however, that this
theory may not be completely robust.

Although economic theory views reputation ef-
fect predation as a separate and distinct preda-
tory strategy, a reputation effect theory based on
irrational toughness may be too easy to assert

and too difficult to prove.'*®

In the Cost Signaling Model of Predation, the preda-
tor wishes to signal its rivals that it is a low-cost rather
than a high-cost provider. Rivals will enter the market if
they believe the dominant firm is a high-cost provider,
but will not enter the market or will choose to exit the

market if they believe the dominant firm is a low-cost
provider.

In cost signaling a predator drastically reduces
prices to mislead the prey to believe that the
predator has lower costs and to exit the market.
More specifically, a predator trying to establish
a reputation for low cost cuts price below the
short run profit-maximizing level. Observing
the predator’s low price, the prey rationally
believes that there is at least some probability
that the predator has reduced costs. This lowers
the prey’s expected returns and causes the prey

to exit.'®

It is important for the discussion that follows to sum-
marize the key assumptions on which these modern theo-
ries of predation are based. First, these models require
some type of asymmetric information—information in
the possession of the predator that is not common knowl-
edge. Second, these models typically assume that the
predator enjoys some financial or cost advantage over its
prey. If the prey is in a superior financial position or if it
is known to have lower costs than the predator, there is
no real prospect for predatory behavior. Third, these
models are of limited relevance when the prey’s market
presence is driven primarily by strategic or defensive con-
siderations rather than financial considerations. In other
words, the prey believes that its presence in the market
is necessary in order to be a “full-service” provider or to
sustain sales of other, perhaps higher-margin, products.
Finally, policymakers should be cognizant of the high
social cost of falsely labeling competitive behavior as
predatory. When the market conditions requisite to
predatory behavior are not present, allegations of preda-
tion serve only to peg prices at artificially-high levels and

thereby reduce consumer welfare.

3.73 PUBLIC POLICY AND THE LAW

Claims of predation are common in regulated industries,
but in many, if not most, cases likely amount to little
more than attempts by competitors to raise their rivals’

costs. As Professor William Baumol observes:

Rules that make it excessively easy to secure a

conviction on charges of predation invite
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anticompetitive and rent-seeking litigation.
Such rules tempt firms that cannot make it in
the marketplace by virtue of superior products
or greater efficiency and lower costs, to seek suc-
cess over their more efficient rivals in the courts
instead. There they can hope to constrain the
vigor of rivalrous acts by competitors and to
transmogrify the character of their rivals from
energetic enterprise to timidity and hesitance.
... Long study of the subject has led me to the

conclusion that litigation of this sort is a major

handicap to the growth and competitiveness of

the nation’s economy.'”

Professor Baumol further observes that “there seems
to be a general consensus among informed observers that
genuine cases of predation are very rare birds.”"" > The
courts have decisively arrived at similar conclusions. In
Matushita v. Zenith,"? the U.S. Supreme Court stated
that “predatory pricing schemes are rarely tried and even
more rarely successtul.” And in U.S. v. Eastman Kodak,"*
the Court dismissed concerns raised by the government
regarding predatory pricing in part because “the Govern-
ment could not cite one modern example of successful

predatory pricing.”

As Justice Lewis Powell poignantly observed in the
Matsushita predatory pricing case:

[Clutting prices in order to increase business
often is the very essence of competition. Thus,

mistaken inferences in cases such as this one are

especially costly, because they chill the very con-

duct the antitrust laws are designed to protect.'”

The courts have also recognized that it may be difficult
in practice to differentiate between predatory pricing and
a legitimate response to increased competition.

The difficulty, of course, is distinguishing highly
competitive pricing from predatory pricing. A
firm that cuts its prices or substantially reduces
its profit margin is not necessarily engaging in
predatory pricing. It may simply be responding
to new competition, or to a downturn in mar-
ket demand. Indeed, there is a real danger in

mislabeling such practices as predatory, because

consumers generally benefit from the low prices

resulting from aggressive price competition.'”

The courts have also explicitly recognized that pric-
ing individual products or services below cost need not
harbor predatory intent. This is particularly likely to be
the case for a multi-product firm selling bundles of prod-
ucts and services. For example, in American Drugs v.
Walmart Stores, the plaintiff argued that Wal-Mart was
regularly selling products below cost in violation of the
Arkansas Unfair Practices Act. The Arkansas Supreme

Court did not concur.

We discern no proof in the record of this case
that Wal-Mart specifically intended to destroy
competition with regard to any one article like
Crest toothpaste or Bayer Aspirin or Dilantin
by selling below cost for a sustained period of
time. What is evidenced is that Wal-Mart regu-
larly would sell varying items below cost as a loss
leader to entice people into its store and increase
traffic,... That strategy of selling below the
competitor’s price and even below Wal-Mart’s
own cost, which Wal-Mart admits to, is mark-
edly different from a sustained effort to destroy
competition in one article by selling below cost

over a prolonged period of time."”’

Finally, it should be noted that the most recent case
alleging predation in commercial aviation, that involv-
ing American Airlines, was dismissed on summary judg-

ment.'”®

As we have said in the Sherman Act context,
predatory pricing schemes are rarely tried, and
even more rarely successful, and the costs of an
erroneous finding of liability are high. The
mechanism by which a firm engages in preda-
tory pricing—lowering prices—is the same
mechanism by which a firm stimulates compe-
tition... It would be ironic, indeed, if the stan-
dards for predatory pricing liability were so low
that antitrust suits themselves became a tool for

keeping prices high.'”

The “meeting competition” defense is similar to
a statutorily recognized defense to a price dis-
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crimination charge under the Robinson-Patman
Act. See 15 U.S.C. s 13(b). A company should
not be guilty of predatory pricing, regardless of
its costs, when it reduces prices to meet lower
prices already charged by its competitors. To
force a company to maintain non-competitive

prices would turn the antitrust laws on their

head.?%

* This court has previously noted that a high
market share cannot be inferred as creating ac-
tual or potential monopoly power where a given
market has low entry barriers and other factors

rendering monopoly power unlikely.?”!

This last quotation has important implications for
the U.S. telecommunications industry. To wit, the emer-
gence of VoIP and the market presence of cable compa-
nies with parallel facilities-based networks suggests that
entry barriers are extremely low. For example, the cable
companies can reportedly enter voice telephony for as

liccle as $300 per subscriber.?”

The capital requirements necessary for an access-in-
dependent VoIP provider to enter the market for tele-
phony are lesser still. For example, according to a recent
industry report, entry costs for VoIP providers may be
less than $8,000 CDN.2%

The phone business used to be a business of gi-
ants — only large corporations, with deep pock-
ets of cash, and legions of engineers and
technicians — could contemplate offering tele-
phone service. No longer. Barriers to entry in the

phone business have collapsed.?*

3.74 LIKELIHOOD OF PREDATION AND
THE RISK OF ERROR

It is not abundantly clear that predation should be of
significant public policy concern in telecommunications
markets today. First, entry barriers are extremely low, so
it is unclear how the predator would recoup the losses
associated with the first stage of the campaign. When the
predator commences pricing at supra-competitive levels,
rivals will enter the market and drive prices back down
to competitive levels.”> Second, given the plethora of

evidence on costing in telecommunications networks,

particularly those of the ILECs for purposes of pricing
unbundled network elements, it would seem difficult to
argue that informational asymmetries, the key assump-
tion underlying modern theories of predation, even ex-
ist. Third, as discussed below, the willingness on the part
of the cable companies to use telephony as a loss leader
suggests a strategic or defensive motivation rather than
a financial motivation per se for entering telephony. Con-
sequently, the financial predation models would seem to
have limited applicability. Fourth, reputation models
would likewise seem to have limited applicability since
the cable companies have already entered the market for
the provision of video entertainment and broadband and
the incremental cost of providing telephony over a cable
network that has already been deployed for other pur-
poses is very low.?® Fifth, the cost-signaling models
would not seem to apply since the ILECs cannot signal
something contrary to what market participants already
know to be true and that is that the ILECs are not the

low-cost providers of telephony.

In fact, if one observes the nature of the evolving
competition in local telecommunications markets—that
between the ILECs and the cable companies—it is dif-
ficult to see how a predation strategy on the part of the
ILECs could possibly meet with success. The question
is not whether cable companies can afford to offer voice
telephony, but rather whether they can afford not to.
Indeed, as discussed above in sub-section 3.3.1, “verti-
cally-integrated broadband access providers will increas-
ingly include VoIP services ‘for free’ with the sale of other
services, as Cablevision has already done.””” How does
an ILEC successfully predate against a rival giving away
telephony, the product that forms the very core of its

product market?

In recognition of the fact that the law and econom-
ics literature finds that predatory pricing is a rare phe-

nomenon,>%

there should be a presumption that the price
vector of the incumbent provider is “non-predatory”
unless there is credible evidence to the contrary. In this
context, the term “non-predatory” means that the incum-
bent provider does not have an incentive to change its
vector of prices when it credibly believes that none of its

rivals will exit the market.
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In terms of evaluating price reductions on the part
of the ILEC:s, there is the possibility of Type I errors (la-
beling a price cut predatory when it is actually competi-
tive) and Type Il errors (labeling a price cut competitive
when it is actually predatory).””” The optimal public
policy should balance the risk of error in a manner that
maximizes expected consumer welfare. For example, a
public policy that is more likely to result in a Type I er-
ror than a Type II error is likely to entail high social costs
because it will give firms pause in lowering prices out of
fear that such behavior will be condemned as being
predatory. Given the market conditions that currently
prevail in the telecommunications industry, it would
seemingly be irrational for an ILEC to attempt preda-
tion given its extremely low probability of success. Given
the dearth of actual, confirmed cases of successful pre-
dation along with the market conditions that currently
prevail in the U.S. telecommunications industry,
policymakers should seemingly be much more concerned
about mistakenly classifying competitive behavior as
predatory (“Type I errors”) than mistakenly classifying
predatory behavior as competitive (“Type II errors”). It
necessarily follows that the burden of proof for allega-
tions of predation should be placed on those market par-

ticipants making such allegations.*'

3.8 COMPETITION PRINCIPLE 8

Principle C-8. Whereas it is important to deregulate
at the appropriate time based upon an objective as-
sessment of market conditions, it is likely better to
err on the side of somewhat too early rather than
on the side of somewhat too late.

It is important to be clear as to precisely what Prin-
ciple C-8 says as well as what it does not. Principle C-8
does not say that deregulation should occur prematurely.
Ideally, the decision to deregulate should be based on “an
objective assessment of market conditions” and should
occur no earlier and no later than when the incumbent
provider’s market power is no longer in excess of residual

levels.

Nonetheless, in waiting for the “ideal” time to for-
bear, the regulators may serve only to ensure that that
time never arrives. Moreover, the presence of economic
regulation (i) invariably alters the course of the market’s
competitive transition; (ii) tends to foster an unnatural
dependence on the regulatory process by service provid-
ers that creates incentives for “regulatory protectionism”;
and (iii) tends to divert resources in a socially-unproduc-
tive manner, typically from the marketplace to the “hear-
ing room.”(See related discussion of Competition Principle
1.) Moreover, the typical comparison is usually one be-
tween perfect regulation and imperfect competition,
whereas the relevant comparison is that of imperfect, per-
haps highly imperfect, regulation with that of imperfect

competition.*"!

Somewhat earlier deregulation is suggested by the
fact that Type I errors (regulation when deregulation is
warranted) are typically less amenable to self-correction
than Type II errors (deregulation when regulation is war-

ranted). (See related discussion of Competition Principle
2)

Somewhat earlier deregulation is suggested by the
fact that the overhang of regulation is likely to bias effi-
cient technology choices and lead to asymmetric regula-
tion and its attendant market distortions. (See related

discussion of Competition Principle 3.)

Somewhat earlier deregulation is suggested by the
fact that any “rents from incumbency” that the ILECs
might enjoy are considerably diminished due to the prod-
uct market being redefined as a result of shifting tech-
nological and market forces. (See related discussion of

Competition Principle 3.)

Somewhat earlier deregulation is suggested by the fact
that the gains from dynamic efficiency (new technologies,
products and services) are likely to dominate any transitory
allocative efficiency losses (prices above incremental cost).
(See related discussion of Competition Principle 4.)

Somewhat earlier deregulation is suggested by the
fact that waiting until the market share of the ILEC falls
to a prescribed, albeit nonetheless arbitrary, level is likely

to force consumers to pay higher prices than they would
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pay in the absence of such regulatory constraints. (See
related discussion of Competition Principle 5.)

Somewhat earlier deregulation is suggested by the
fact that ILEC:s (i) operate with high price-cost margins
due to scale and scope economies; (ii) provide a multi-
tude of complementary services over a common technol-
ogy platform; and (iii) incur large losses in contribution
to joint and common costs from relatively small reduc-
tions in demand volumes. (See related discussion of Com-

petition Principle 6.)

Somewhat earlier deregulation is suggested by the fact
that actual cases of predatory pricing are rare and the con-
ditions that currently prevail in local telecommunications
markets are particularly ill-suited for successful predatory
pricing. (See related discussion of Competition Principle 7.)

As Professor Joseph Farrell has observed in the con-
text of the FCC’s implementation of the 1996 Telecom-

munications Act:

Indeed, if regulators continue to regulate the
incumbent’s retail prices, and don’t happen to
replicate the solution that the incumbent and
the customer jointly find most beneficial, it puts
the incumbent at an artificial competitive dis-
advantage. Thus, while there are obvious risks in
premature deregulation of incumbents, there are
also risks in waiting too long.*'* (emphasis in

original)

While there are risks associated with deregulation
that is either too early or too late, the risks associated with
waiting too long to deregulate are likely to be underesti-
mated. This will tend to lead policymakers to erroneously
conclude that deregulation that is “too late” is necessar-
ily preferable to deregulation that is “too early” and yet
the reality is likely to be quite different.

Finally, if deregulation were to occur somewhat too
early, there is some risk that the requisite degree of com-
petitive discipline would fail to materialize. And yet, this
risk is seemingly outweighed by the greater risk that con-
tinuing regulation will itself discourage competition from
materializing for the reasons that are explained in detail
above. It is also important to recognize that a decision

to deregulate does not mean that governmental oversight

of competitive conduct would be terminated. It simply
means that the governmental oversight would change
from ex ante regulation by the expert regulator to ex post
supervision by the antitrust authorities.

37



4. KEY TRENDS IN DEREGULATION

In this section, we briefly summarize the key trends in
the deregulation of local exchange services. The interested
reader is referred to Appendices A and B for overviews
of deregulation and forbearance in local telecommuni-
cations markets in the United States and Canada, respec-

tively.

At this point in time, total deregulation of local ex-
change markets is still relatively rare. Only two states,
Nebraska and South Dakota have deregulated local ex-
change services in their entirety. Price cap regulation is
still the predominant form of regulation for the larger
ILEC:s, although the trend is away from indexed (“I - X”)
price cap plans in favor of non-indexed price cap plans.
Earnings sharing in price cap plans has essentially been
eliminated. Traditional rate-of-return regulation is still
prevalent among the smaller carriers. Emerging trends
include rate protection for stand-alone basic local ex-
change service for residential customers, but deregula-
tion of business services and bundles of services. A
number of states have moved to de-tariff services and/or
provide ILECs with the option of petitioning for deregu-
lation in markets in which they can demonstrate that
consumers have competitive alternatives for telecommu-
nications services.”"? In some cases, legislation has pro-
posed a sunset for deregulation at a future date-certain.
States have generally refrained from attaching regulatory
oversight to local telephone services provided using newer
technologies, such as broadband, VoIP and wireless. It
is also apparent that the state legislatures are playing and
ever more prominent role in the deregulation of local
exchange markets. The reasons for this are likely two-fold.
First, there may be increased recognition on the part of
state officials as to the role of information technology in
fostering economic growth. Second, the ILECs may be-
lieve that statutory rules governing deregulation engen-
der a level of commitment that may be difficult to obtain

from state regulators.

Over the past two years, the two largest telephone
companies in the U.S., SBC (now “at&t”) and Verizon,
have seemingly focused their regulatory efforts in con-
summating their acquisitions of AT&T and MCI, re-

spectively. Given that this process is completed, it is rea-
sonable to expect that these companies will move aggres-
sively in the near future to secure full or partial
deregulation of local exchange markets—particularly in
light of the competitive inroads made by the cable com-
panies. It is unclear at this point in time, however,
whether these reforms will take place exclusively at the
state level, or will be aided in whole or in part by new
telecommunications reform legislation at the federal

level .21
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5. SUMMARY AND CONCLUSIONS

The United States has vigorously pursued a policy of
increased competition for the provision of telecommu-
nications services. This policy in concert with various
regulatory decisions to open markets to competition has
profound implications for the telecommunications in-

dustry and its consequent deregulation.

Historically, regulatory policies for the telecommu-
nications industry in the U.S. have been designed with
the single objective of protecting consumers from the
abuse of market power by monopoly providers of tele-
communications services. In this respect, economic regu-
lation serves as an imperfect substitute for competitive
market forces in that regulators set price and quality levels
for the market. In the current telecommunications mar-
ketplace, regulation has two distinct objectives. It serves
not only to protect consumers from the abuse of market
power, where market forces alone are insufficient to pro-
vide the requisite level of discipline, but it also serves to

protect the integrity of the competitive process.

Two key premises provide the foundation for this
analysis. First, the discipline imposed by economic regu-
lation should defer to the discipline imposed by market
forces whenever consumer welfare would be served by
such a transfer of control. Second, regulation should be
presumed unnecessary absent market conditions that
credibly demonstrate that there exists a threat of abuse
of market power that poses a substantial and non-tran-
sitory risk to consumer welfare and would otherwise be
likely to impair unduly the integrity of the competitive

process.

Despite some surface appeal, incremental
approaches to deregulation of the U.S. tele-
communications industry are particularly problematic in
a technologically-dynamic environment—one in which
the product market is being redefined, “rents from in-
cumbency” are considerably diminished and market share
measures, which are recognized to be a misleading indi-
cator of market power in regulated industries, are at best
yesterday’s snapshot of a marketplace in rapid and largely-

irreversible competitive transition.

This analysis further reveals that the technical con-
ditions of supply that constitute the central economic
argument for regulation can, under certain conditions,
be relied upon to constrain market power. Because regu-
lated telecommunications firms typically operate with
high price-cost margins due to scale/scope economies, a
price increase that produces even a small reduction in
demand—as consumers curtail consumption and/or
switch to alternative suppliers—can be expected to gen-
erate relatively large losses in contribution to joint and
common costs and therefore prove unprofitable. This
suggests that in evaluating the merits of deregulation,
policymakers should be mindful of the fact that a rela-
tively modest amount of competition can go a long way.

It is therefore critical that any test for deregulation
be structured and dutifully applied in a manner that pro-
motes consumer welfare rather than the welfare of indi-
vidual competitors. The risk is that an improperly
designed test for deregulation will serve anticompetitive
rather than pro-competitive ends. Such an outcome
would be wholly at odds with the express intent of the
public policy for the telecommunications industry as ex-
pressed in the preamble of the 1996 Telecommunications
Act: To promote competition and reduce regulation in
order to secure lower prices and higher quality services
for American telecommunications consumers and en-
courage the rapid deployment of new telecommunica-

tions technologies.
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APPENDIX A
STATUS OF DEREGULATION IN THE STATES

Services /
Business Regulatory /

State Residential | Legislative Summary

Alabama Legislative Deregulates service except for basic service.
SB 114 Limited automatic price increases allowed for

basic service.

Alaska Regulatory Alaska has not deregulated the local carriers

at this time, but does have relaxed regulation.
Some optional services de-tariffed. All large
incumbents and most small ones are under
rate-of-return regulation.

Arizona Regulatory A settlement was reached in August 2005 that
Dockets allows for a Renewed Price Cap Plan for
T-01051B-03- Qwest. Qwest must make Switched Access
0454 Charge reductions totaling $12 million at the
T-00000D-00- start of the Renewed Price Cap Plan. Limited
0672 price changes will be allowed.

Arkansas Legislative Effectively deregulated in 1998. Any rate
Arkansas Code | increases will be ameliorated by the creation
Annotated of a statewide fund that will partially offset
Section such rate increases.

23-17-400

California Regulatory Implemented a performance incentive plan for
SBC to ensure that it is providing CLECs with
non-discriminatory access to the SBC local
service infrastructure. Competitive services
flexibly priced. Other incumbents are under
fully-tariffed rate-of-return regulation. CLEC
rates are presumed competitive.

Colorado Regulatory The commission shall consider changing to
Dockets forms of price regulation other than rate-of-
04A-411T and return regulation for any telecommunications
04D-440T provider that provides regulated services.

Under “Market Regulation,” no tariffs will be
filed for services, although these services will
remain in their current statutory classifications.
General tariff provisions shall not apply to
services subject to Market Regulation. The
Commission will not actively monitor
maximum or minimum prices. All packages
and bundles are detariffed and not subject to
a price cap.

Connecticut SBC Noncompetitive services are under caps

indexed to GDP-PI. Caps don't change—
except by 1/2 any GDP-PI increase above 5%
annually. Competitive services flexibly priced.
Other incumbents remain under fully tariffed
rate-of-return regulation. CLEC rates
presumed to be competitive.
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State

Services /
Business
Residential

Regulatory /
Legislative

Summary

Delaware

Verizon’s basic services under caps indexed
to GNP-PI minus 3%. Competitive services
flexibly priced. CLEC rates are presumed
competitive if they remain above incremental
cost.

Florida

Legislative
SB 1322

Bellsouth, Verizon, and Sprint have basic
services under caps indexed to GDP-PI minus
1%. Non-regulated communications including
VolIP, wireless, and broadband, are subject to
the state's business regulation, deceptive
trade practices and consumer protection laws.

Georgia

Legislative
SR 298

Establishes that advanced technologies
(broadband, wireless and VolP) and any
facilities used to provide such services are
exempt from any regulation, except for
interconnection agreement authority.
Commission orders on DSL over UNE-P
voided in 2006. Protects access charge
authority. The bill did not pass out of
committee and a study committee was set up
to examine the issues. Bellsouth basic rates
under caps indexed to GDP-PI, access
charges capped at interstate rate. All other
retail service rates deregulated.

Hawaii

Regulatory

The commission granted Verizon Hawaii's
petition to reclassify intraLATA toll service
from partially competitive to fully competitive.

Idaho

Legislative
HB 224

Deregulates local services after a three-year
transition period on a company-by-company
basis, although the commission may extend
this period for up to two years. During the
transition, rates are capped, but may increase
up to $1.75 per month, per line. Commission
retains non-economic regulatory authority
relating only to basic service for all companies
providing such service. Filing of tariffs would
be voluntary.

Illinois

Legislative
SB 1700

Three-year rate cap on basic residential
telephone service, at rates not to exceed
those in effect on February 1, 2005, if
purchased on a stand-alone basis. Bundles
and packages of services are effectively
deregulated. All services and packages
subject to a price floor equal to long-run
service incremental cost. This bill came out of
the Senate committee in 2005, but was never
called for a full vote in the House. Instead, the
legislature voted to extend the current act until
July 1, 2007.
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State

Services /
Business
Residential

Regulatory /
Legislative

Summary

Indiana

Legislative
SB 381

Commission would cease oversight of non-
basic services on June 30, 2007, and would
cease oversight of pricing, terms, and
conditions of basic service on June 30, 2010.
Filing of tariffs would be voluntary.
Commission may not impose any more
stringent requirements on basic service than
are already in effect, and basic service quality
requirements must apply to all providers.

lowa

Both

Legislative
HF 277

Deregulates except for basic service. Basic
service deregulated after July 1, 2008,
although the commission may extend its
authority for two more years if it is in the public
interest. In the interim, basic service rates
would be capped, but allowed to increase by
annual increments ($1 for residential, $2 for
business) until 2008.

Kansas

SBC and Sprint have all services under caps
indexed to GDP-PI minus 3.15% for basic
services and 1.5% for optional and
discretionary services. Firms can petition for
rate deregulation of competitive services in
markets where competitors operate. In June
2005, SBC was granted rate deregulation for
bundled services in Kansas City and Wichita
and for multiline business services in Wichita.
Other incumbents remain under fully tariffed
rate-of-return regulation. CLEC rates
presumed to be competitive.

Kentucky

Bellsouth basic service rates are under caps
indexed to GDP-PI. Access capped at
interstate levels. Rates for competitive
services deregulated. Cincinnati Bell Basic
local rates frozen. Rates for some vertical
services and specialty business services
frozen through 2006, then can rise to cap set
at double initial rate. All other retail rates
flexibly priced. Other incumbents remain
under fully tariffed rate-of-return regulation.
CLEC rates presumed to be competitive.

Louisiana

Regulatory

Bellsouth rates for residential and single-line
business basic services under nonindexed
caps, except series of rate changes intended
to consolidate 8 local rate groups into one by
2006. After 2006, BellSouth may raise basic
service rates by up to 10% a year in
competitive urban markets. Rates for
competitive services deregulated. Other
incumbents’ basic and access services are
under nonindexed caps. Other services
flexibly priced. CLEC rates presumed
competitive.
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State

Services /
Business
Residential

Regulatory /
Legislative

Summary

Maine

Regulatory
Docket 99-851

Verizon was given the ability to flexibly price
all services other than basic exchange service.
Verizon can petition for basic service rate
increases due to external factors, and to
petition for rate deregulation of business
services to customers over 10 lines in markets
qualifying as competitive.

Maryland

Regulatory

The Public Service Commission does not
regulate rates charged by CLECs and IXCs,
but has not fully deregulated any part of the
industry.

Massachusetts

Regulatory

The DTE largely deregulated business
services on May 8, 2002. Full upward pricing
flexibility is allowed, and downward pricing
flexibility is subject only to a UNE-based price
floor. All tariffing requirements still apply.

Michigan

Both

Legislative
SB 5237

Provides for broad price deregulation for most
voice services and bundles. Commission will
retain regulatory oversight for residential,
stand-alone primary basic local exchange
service. The new law deregulates all bundled
services and allows the market to dictate
pricing. Price freeze for single line residential
service only.

Minnesota

Qwest has local exchange and access
services under nonindexed caps. Other basic
and emerging competitive services flexibly
priced. Sprint and Citizens/Frontier have
basic services under nonindexed caps.
Nonbasic and emerging competitive services
flexibly priced. Rates deregulated for fully
competitive services (including Qwest). Other
incumbents, all under 50,000 lines, can elect
flexible pricing system letting them price basic
services to market unless greater of 500 or 5%
of ratepayers seek PUC review of rate
change. CLEC rates presumed competitive.

Mississippi

Bellsouth basic service rates frozen. All other
services can rise up to 20% a year. Access
capped at interstate rate. Other incumbents
remain under fully-tariffed rate-of-return
regulation. CLEC rates presumed
competitive.

Missouri

Legislative
SB 237

Changes the standards by which services are
deemed competitive. Commission may review
services classified as competitive at least
every two years or if the ILEC raises rates.
Establishes that any rate that does not exceed
the price cap shall be deemed just and
reasonable. Allows customer-specific pricing
for businesses.
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State

Services /
Business
Residential

Regulatory /
Legislative

Summary

Montana

All investor-owned incumbents under rate-of-
return regulation. Rural telephone co-ops fully
deregulated. CLEC rates presumed
competitive.

Nebraska

Legislative
LB 835

LB 835 generally deregulated carriers on
January 1, 1987. Incumbent and CLEC rates
are not reviewed.

Nevada

Basic services for Sprint are under
nonindexed caps. Rate cuts allowed, but not
increases. Nonbasic services can rise up to
5% annually to cumulative total 20% increase.
Competitive services flexibly priced. SBC
basic services are under nonindexed caps,
access charges capped at interstate rate.
Other services can be priced at any point
above cost floor. Other incumbents operate
under fully tariffed rate-of-return regulation.
CLEC rates presumed competitive.

New
Hampshire

Verizon and others under rate-of-return
regulation. State law effective July 1, 2005
gives incumbents other than Verizon the
option of same regulation as CLECs if they
prove to PUC most customers have access to
competitive wireline, wireless or IP-based
service providers. CLEC rates presumed
competitive. CLECs must file price schedules
and give one day's notice of price changes;
changes normally not reviewed.

New Jersey

Regulatory
Docket
T001020095

A modified price cap plan for Verizon includes:
(1) the reclassification of multi-line business
services as competitive services, resulting in
full pricing flexibility for those services (subject
to a price floor), (2) pricing flexibility to adjust
rates by 10 percent per year for all services
except basic line rate provided to customers
with between two and four lines, and (3) a
freeze of residential basic exchange rates at
current levels.

New Mexico

Legislative
HB 750
SB 672

Companies may provide price lists for non-
basic service rate decreases. Increases for
non-basic rates and all rates for basic
residential and business would be set
according to ILEC’s alternative-form-of
regulation plan.

New York

Regulatory
Cases
00-C-1945 and
98-C-1357

The Verizon Incentive Plan (VIP) was adopted
on February 27, 2002, granting Verizon pricing
flexibility for most services. There is no cap
for increases except for flat-rate residential
services. The total increase in the price of
1FR service cannot be more than $2.00-$3.00
in one year depending on the year of the plan
and the rate group. Annual revenue increases
associated with pricing flexibility are capped at
3%.
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State

Services /
Business
Residential

Regulatory /
Legislative

Summary

North Carolina

Regulatory
Docket P-55

Greater price flexibility for more services,
eliminates “I — X” mechanism. Bellsouth basic
service rates can rise up to 10%, subject to a
revenue cap for basic basket equal to 1.5
times annual GDP-PI. Vertical and nonbasic
services can rise up to 20%, subject to basket
revenue cap equal to 2.5 times annual GDP-
Pl. Competitive services rates deregulated.
BellSouth business services are classified as
competitive except basic exchange and
installation, which will be classified as
competitive in December 2006.

North Dakota

Legislative
SB 2216
SB 2091
HB 1156

Maintains the current residential cap of $18 for
a primary residential line, but removes the
price cap for business lines. Intrastate access
charges continue to be regulated. Detariffs all
telecommunications services except essential
services. Streamlines entry regulation.

Ohio

Legislative
HB 218

SBC, Sprint, Cincinnati Bell, CenturyTel, Alltel,
Western Reserve, Chillicothe opted for generic
alternative price regulation framework PUC
adopted April 2002. Plan indefinitely freezes
basic local rates. Rates for certain vertical
services and specialty business services
frozen 2 years from effective date of individual
company’s plan, and then can rise up to
double initial rate. All other retail rates flexibly
priced. To authorize an exemption or
establish alternative regulatory requirements
with respect to basic local exchange service,
the commission shall find that there are no
barriers to entry.

Oklahoma

SBC has all services under nonindexed caps.
Regulators in July 2005 approved new
regulation plan that would let SBC set retail
rates anywhere above cost floor—except in
rural areas, where local rate increases are
limited to $2 per year. Other incumbents are
under streamlined form of rate-of-return.
CLEC rates presumed competitive.

Oregon

Legislative
SB 600

Allows the commission to exempt from
regulation services that are deemed to be
competitive. The commission may require
utilities to file price lists for essential or
nonessential services in areas deemed to be
competitive. The commission may re-regulate
a service previously deemed competitive.

Pennsylvania

Legislative
Act 183 of 2004
(HB 30)

Allows a LEC to declare a service competitive
(not subject to rate regulation), but allows third
parties to petition the commission to reclassify
the service as noncompetitive.
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State

Services /
Business
Residential

Regulatory /
Legislative

Summary

Rhode Island

Residential/
Business

Regulatory
Docket 3445

Alternative regulation for Verizon includes (1)
the elimination of an inflation-minus-X annual
adjustment to the price cap index, (2) pricing
flexibility for business services, including
business basic exchange service, subject only
to a long run incremental cost price floor, (3) a
maximum increase each year of $1 per month
in basic residential prices for two years with an
option for a third year, and (4) an annual
maximum price change for non-basic
residential services, ranging from 5 to 15
percent.

South Carolina

Legislative
HB 3633

Bill proposes deregulation of all local
telephone services. Vote by legislature is
pending. Prices for service bundles
deregulated for companies under alternative
form of regulation. Bellsouth, Sprint, and
Verizon are subject to price caps for basic
service with other services flexibly priced.
CLEC rates are not reviewed.

South Dakota

Retail

Regulatory
Notice of Entry
TC03-057

The PUC agreed that Qwest’s retail local
exchange services are fully competitive.
Flexible prices for local exchange services
were permitted, with the exception of a
transitional cost-based price floor.

Tennessee

Legislative
SB 182

Removes regulation of the retail offering of
bundled products or services. Allows for price
discrimination.

Texas

Legislative
SB5

Provides for deregulation of residential basic
exchange service in a markets with population
greater than 100,000, independent of
competitors’ footprint. [Business services
previously deregulated under prior legislation.]
Deregulated companies cannot raise rates for
basic service until September 1, 2007, and
must apply rates evenly across a market,
consistent with pricing flexibility that was
available in August 2005.

Utah

Legislative
SB 108

Removes residential rate cap in competitive
exchanges, although ILECs serving fewer than
30,000 customers must petition for
deregulation. ILEC basic service rates capped
through 2007 elsewhere.

Vermont

Legislative
HB 495

All services subject to non-indexed caps
initialized at September 2005 levels.
Legislation would eliminate most regulation of
carriers that serve fewer than ten percent of
subscriber lines statewide and has been
designated an eligible carrier in a service area
where a competitive eligible carrier has also
been designated.
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Services /
Business
Residential

Regulatory /
Legislative

State

Summary

Virginia Regulatory

Verizon’s basic service rates capped at 1994
levels, adjusted annually for inflation.
Nonbasic rates can rise up to 10% the first
year and 1% more each succeeding year the
program runs. Revenue-neutral price changes
can be sought any time if at least a year has
passed since the last rate increase. Price cuts
are subject to cost floor. CLECs must obtain
state certificate and file tariffs. Rates of
telephone cooperatives deregulated.

Washington Regulatory
Docket UT-

030614

The Commission determined that analog
business services (including local exchange
service) were effectively competitive
statewide. Competitive services priced
flexibly.

West Virginia

Allows for Verizon and Frontier a form of
Incentive Regulation, with basic rates under
nonindexed caps, vertical services allowed to
rise by rate of inflation, and competitive
service rates deregulated. Other incumbents
remain under fully-tariffed rate-of-return
regulation. CLEC rates presumed competitive
and are flexibly regulated.

Wisconsin Business Regulatory
Case 6720-Tl-

173

Price flexibility and deregulation given to all
business services. SBC’s noncompetitive
services under caps indexed to GDP-PI minus
3%. Competitive services flexibly priced.

Wyoming Regulatory

Mechanisms in place to ensure that Qwest’s
local market in Wyoming remains open to
competition. All incumbents free to set rates
for retail services at any level above TSLRIC
cost floor. Incumbents that price basic service
above state-wide benchmark rate of $23.10
subject to review of universal service support.
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APPENDIX B—STATUS OF FORBEARANCE IN CANADA

In Telecom Public Notice CRTC 2005-2,?"5 the Com-
mission initiated a proceeding to develop a framework
for forbearance from regulation of residential and busi-
ness local exchange services.

The Commission considers that there is a need
to establish a framework for local forbearance,
including clear criteria that it can use to deter-
mine when it is appropriate to forbear from

regulating local exchange services.?'®

The Commission is primarily interested in developing a
bright-line test that delineates sufficient conditions for
forbearance to take place. The Commission framed this

proceeding around seven key questions.

1. What local exchange services should be within

the scope of this proceeding?

2. What is/are the appropriate relevant market(s)
for forbearance from the regulation of local ex-
change services, taking into consideration both

services and geographic areas?

3. What are the appropriate criteria to be applied
to determine whether the relevant market(s) is/

are sufficiently competitive for forbearance?

4. What Commission powers and duties should be
forborne?

5. What post-forbearance criteria and conditions

should apply and why?

6. What is the appropriate process for future ap-
plications for forbearance from the regulation

of local exchange services?

7. Should there be a transitional regime that pro-
vides ILECs with more regulatory flexibility
prior to forbearance?

This proceeding was motivated in part by a forbear-
ance application received from Alliant Telecom Inc. on
April 7, 2004. In this application, Alliant requested for-
bearance from the regulation of specified residential

wireline local services in 32 exchanges. The company
cited substantial competition in these exchanges as the
reason for its request. In its application, Alliant also re-
quested expedited relief from various competitive safe-
guards, including (i) removal of the 12-month no contact
restriction under the winback rules; (ii) suspension of the
moratorium on promotions involving wireline services;
(iii) reinstatement of the ex parte filing of tariff applica-
tions for promotions; and (iv) waiver of service charges

from residential local winbacks in the 32 exchanges.

Evidence in the proceeding was filed in June of 2005
and public hearings were held in September 2005. A
decision in this docket is expected in the Spring/Sum-
mer of 20006.
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that “The first step is the identification of the rel-
evant market . . . The definition of the relevant
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the market or that is induced to remain in
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session, of market power. (footnotes
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$100 = 100 x ($5 -$1) - $300.
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ticities.” Journal of Competition Law & Economics,
March 20006, pp. 1-12.
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in demand is 7.69 percent rather than 5.88 per-
cent and the critical price elasticity is 1.538 rather
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everything else held constant.
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are substitutes or complements.
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be one-stop providers of the entire portfolio of tele-
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Ware. “Competition and Diversification Trends in
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and Market Pressures,” Journal of Regulatory Eco-
nomics, Vol. 13(1), January 1998, pp. 59-94.

In the last price cap proceeding in Canada, the
CRTC received numerous letters from customers
indicating a willingness to switch long distance,
wireless, and Internet service providers if local tele-
phone companies increased prices and/or decreased
quality for basic local telephone service. See Cana-
dian Radio-television and Telephone Commission,
Public Notice CRTC 2001-37, Price Cap Review
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The new level of profits for the (de)regulated firm
following the 5 percent price increase for the core
service is $200 = 100 x [1 - 0.04762] x [($5.25 -
$1) + 0.5($2)] - $300.

The computation for the price elasticity is given

by e = -(-4.762)/5 = 0.9524.

Recall from the above discussion that prior to in-
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ciated price elasticity was 1.176.

In addition, to the extent that the digitalization/
packetization of new-generation telecommunica-
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In certain cases, it may not be necessary to esti-
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whether the incumbent provider would have in-
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Canada to establish a “bright-line” test for forbear-
ance, the Competition Bureau took the position
that “the following set of conditions may be suffi-
cient” for forbearance from regulation (i)
Consumers have access to two independent facili-
ties-based service providers offering similar services,
functionalities and quality of access; (ii) The vari-
able costs of the two service providers are similar,
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or the variable costs of the entrant are lower, and
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