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I. INTRODUCTION

A criticism of the current efforts to reduce or end
economic regulation of certain industries is that social
objectives are being sacrificed in the name of competition
for competifion's sake. It is argued that many of the
results of regulated monopoly or regulated competition that
are valued, such as benefits for rural interests, the poor,
or other favored groups, will be lost or that in certain
industries derequlation will make society worse off because
prices and costs will rise instead of fall due to the
inherent.ﬁarket power of particular firms.l/ These concerns
have played a major role in the current common carrier
communications debate.2/

The thesis of this paper is not only that increased
competition in the common carrier communications industry is
compatible with the achievement of social goals, but also
that many of the goals may be unattainable without competi-
tive forces, Itﬂié often said that telephones are not like
airplanes, that the principles of competition that have been
applied to the airline industry will not work in telecom-
munications markets. We believe that unless those competi-
tive deregulatory principles are applied, the dominant
telephone utilities will share the fate of the railroads.
Rate regulation and controls on entry and exit are not
likely to be any more successful at serving social goals in
common carrier communications than they have been at serving

basic transportation goals., Thus, following the airline



deregulation example may be the only way to ensure that
basic telecommunications goals continue to be served.3/

A. Social Goals of Common Carrier Communications

Any assessment of the effects of policies on goals must
begin with 'a discussion of the perceived goals. Congress
set the social goals for common carrier communications in

the Communications Act of 1934, Title I states that the Act

was passed "for the purpose of regglating interstate and
foreign ¢ommerce in communicatioﬁ by wire and radio so as to
make available, so far as possible, to all the people cf the
United States a rapid, efficient, Nation-wide, and world-
wide wife and radio communication service with adequate
facilities at reasonable charges . . ."4/ These broad
goals, together with the general public interest standard,
serve as the basis for the public policies affecting common
carrier communications services.

The goal of making services available to "all the
people of thé Uﬁiped States . . . Nation-wide, . . . at
reasonable chargés . . ." is clearly concerned with prices
consumers pay. It recognizes that a system is more valuable
if more people can be reached. Furthermore, it raises the
possibility that it méy be appropriate, in the name of
equity, to ask one group in society to pay part of the cost
of serving other groups.

The goal of "rapid and efficient”™ communications
services requires an environment that encourages new

technologies that improve service, lower costs, or both.



-

The environment that raises the fewest barriers to testing
new technigues and new services in the marketplace is most
likely to satisfy the goals. In short, the Act calls for an
economically efficient organization of the industry.

B. Achieving the Social Goals

In the past, the gpecific policies that have been
adopted to serve the broad social goals have been based upon
a regulated monopoly industry. Many of the pelicies that
allegedly serve the goal of universal service have at least

implicitly relied upon barring entry and then allowing a

subsidies. These subsidies were supposed to lower the

/

prices that would otherwise have been paid byﬂsgg;ain

regulatedlmonopolist to develop and implement Cross b’ﬂj[

groups, such as rural and poor users.5/ Monopoly power was
supposed to be controlled by rate of return regulation.
Some of the subsidy and regulatory policies have been
imposed directly by regulators, while others have been
instituted by firms with the acguiescence of regulators.6/
It is becoming-ééparent, however, that policies that may
have been acceptable in the past are increasingly inappro-
priate given new technologies and rapid innovation, More-
over, such policies méy serve one of the two broad sets of
goals at the expense of the other. Thus, for example, the

decision to allow long depreciation lives for equipment, a
4____—‘--_-_—-———_

policy that allegedly aids "affordable” rates and universal
SIm A

service by keeping costs down, red i iv

discover and adopt innovations. Underdepreciation in
e




periods of rapid technological innovation subsidizes today’s
consumers at the expense of tomorrow's, and today's consumer
pays more because of the past subsidies. In the process,
the goal of efficient service is sacrificed. More

important, in the long run, rates are higher than they might

——

otherwise have been to the detriment of the goal of

affordable rates as well.

——— 1

The problems caused by long depreciation schedules have

been recognized.7/ There is disagreement, however, about
whether other subsidies should be built into rates, These
other subsidies are of severalrtypes. Some argue that low
income families who might otherwise not subscribe should be
charged lower prices than higher income subscribers (this 1is
related to the "lifeline rate" movement).8/ Others urge
that telecommunications services demanded mostly by high-
income people or businesses should subsidize those purchased
by low-income consumers. An example is requiring users of
long-distance or_rﬁterexchange services to subsgidize local
exchange users, and users of services such as extension
telephones, PRX's, and call forwarding to subsidize basic
interconnection. In another manifestation of this peolicy,
high cost users, such as those in rural areas, are
supposedly subsidized by charging all customers rates based
on average costs for all interexchange service.

A problem with all subsidies built into the price
system is that they distort the price mechanism. Prices

influence innovation and investment. If the price of a



service is artificially low, incentives to seek less costly
ways of providing the service are discouraged. At the same
time, firms are eéncouraged to devote resources to finding
hew ways of providing the overpriced service.9/ Over time,
the subsidized group might have ended up with even lower
prices if cost-reducing innovation had been encouraged by
the proper price signals.10/

A second major problem is that it has been impossible
to determine how large cross subsidies are, what they
accomplish, exactly who receives them, or even whether they
exist at all.ll/ Internal subsidies defy accountability
hoth in practice and in principle. fThe joiﬁt cost nature of
telecommunications service makes it impossible in many cases
to determine subsidy free prices. Moreover, if subsidies
are to exist they require a monopoly, even if technological
conditions do not call for a moncpoly. Thus, entry controls
and other regulatiqn induced distortions are maintained to
protect the subsiéies when consumers would be better off
with no regulation and no subsidies.

Even with the open entry policy adbpted in many tele-
communications markets, some argue that the tools of rate
of return regulation are still needed for carriers that
continue to enjoy large or complete shares of various
communications markets.l12/ Rate of return regulation and
entry controls, however, are inherently unable to reproduce
the results of efficient markets.13/ Moreover, rate of

return regulation distorts investment and innovation



incentives.lﬂ/ These incentives may lead to an increasingly
inefficient telephone system compared with what might have
developed under a more competitive industry structure.
Elimination of entry controls and rate of return
reqgulation for all telecommunications services offers a
Potential solution to the conflict between present policies
designed to foster both universal nationwide service and
efficiency. The remainder of the paper is devoted to
showing that competition is not only sufficient but also
necessary to the attainment of social goals as defined by

the Communications Act of 1934,

C. The Organization of the Paper

A substantial portion of the argument that follows is
devoted to demonstrating that market failures will not occur
if the common carrier communications industry is deregu-
lated. Part II shows that consumption externalities can
be internalized with innovative pricing mechanisms or can
be dealt with using exisiting direct subsidy programs.

Part III shows hqw-to deal with the problem of unrequlated
firms pricing at levels substantially above costs,

Finally, Part IV describes the potential course of the
common carrier communicationg industry if competition is not
allowed to play a major role in determining the price,
quality, and guantity of services. We argue that, absent
derequlation, society may be on the verge of repeating its
response to trucking in the 1930's. Trucking became

regulated, at least in part, in an attempt to contain the



damage to railroads, including the effects that competition
might have on such values as universal railroad service ang
averaged railroad rates.15/ vYet, rate regulation ang entry
controls did not Prevent the wholesale deterioration of the
railroads, the consequences of which are being sufferegd
today. The moral is that new communications technologies
should be allowed to develop unencumbered by any government
interference; the alternative ig clearly worse for both

consumers and existing communications firmg.



II, CONSUMPTION EXTERNALITIES

Economists generally agree that under certain circum-
stances efficiency could be increased through government
intervention to correct externalities —-- situations where
significant costs or benefits are derived by parties other
than those directly involved in marke t transactionstlg/ Two
broad externalities allegedly affect the consumption of
telecommunications services: the external benefits derived
from assuring universal service, and the benefits consumers
receive from having a carrier of last resort who is required
to provide service. These alleged external benefits have
been used to jﬁstify rate of return and entry regulation of
common carrier communications.

In both cases, however, efficient pricing mechanisms
are available that ;re superior to entry and rate regula-
tion. To the extent that either of these externalitieé
remain even with efficient Price structures, they are better
handled by direqt_means without indirect cross—~subsidies in
the price mechanism and without restrictions on competition
or freedom of entry and exit.

A. Universal Service

It can be arqued that regulation is needed to ensure
universal service because an individual's welfare can be
increased when others Purchase telephone service. These
external benefits are of two types, First, the value of an
-individual’'s telephone service depends on the number of

pPeople with whom he or she can communicate, The larger the
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number of people who choose"éb buy service, the more each
pPerson's service is worth to him or her. That is, the
social value of an individual's purchase of telephone
service may exceed the value of that service to the
individual. Second, most people derive benefits from
knowing that other pecple have access to telephone service
in an emergency. If these external benefits are signifi-
cant, then from society's point of view consumers may not
purchase enough service.

Before discussing the role of cross-subsidies in
achieving universal service, it should be noted that in the
1930's, when rural, and even to a large extent, urban
telephone service was considered a luxury, a direct éﬁbsidy
to eliminate the consumption externality may have been
useful, 1In 1980, however, penetration of the service is
very high because telephone service is a necessity for most
households (that is, demand is extremely price and jincome
inelastic). Thérefdre, the social value of adding a
marginal subscriﬁér to the system is low. Moreover, even
substantial price'increases may not deter most of the
population from subscribing. This means that the only
problem may be emergency access for the very poor. 1In the
following discussion, however, we assume that both problems
exist,

The present (regulated) price structure allegedly
contains several internal cross-subsidies that encourage

universal service. There are, for example, two subsidies
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allegedly being paid by users of long distance service: one
to local service (although there is no consensus on the sjize
of the subsidy); and one from Customers on high density
routes to customers on low density routes. These subsidies,
if in fact they do exist, would act to reduce the price of
service in the short-run to isolated rural users, who would
have both their local as well as their long distance service
subsidized. Many interest groups argue that upsetting these
internal cross-subsidies, as a competitive market might,
could significantly raise the prices for local and rural
service, 'Such price rises in turn would discourage poor and
rural users from subscribing to phone servicé and undermine
the benefits of universal service.17/

From the view point of the subscriber, telephone
service can be broken into three basic components: the
ability through'ggyéical connection to use the system; an
instrument that-sefves as the means of use, and actual
usage. Each could.be priced separately. Universal service
objectives are most closely related to the price charged for
connecticn to the teleppone network because it is the
ability to call in an emergency and the ability to reach
others tlat provide the external benefits.

Each component of telephone service imposes different
costs on the telephone company. Providing the ability to
use the telephone system imposes fixed costs that are
independent of usage. The cost of the instrument is also

unrelated to use. The costs of usage, in contrast, depend
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significantly on both the frequency and timing of use,

Providing usagqe requires switches and trunk lines
between switches. These facilities are shared by the users
rather than bezng dedicated to a single user. If each
customer uses the ghared facilities often, more switches and
trunks between switches would be required than if each
customer rarely places calls, assuming the pattern of
calling is evenly'distributed throughout the day. 1If
customers concentrate their calling in a particular time
period, more switches and trunks will be needed to handle
that peak load than if the same amount of calls were evenly
spread throughout the day.

In many jurisdictions, Prices do not reflect the three
aspects of telephone service or the underlying cost charac-
teristics. Instead, users Pay two charges. The first is a
flat rate that covers the right of use, the means of use,
and part, but not éll, of actual use. The second charge is
based on the frequency and timing of use of the long
distance portlon of the system.

Charging flat rates fails to provide incentives for
customers to tailor their usage to mlnimxze the costs they

impose on the system. Indeed, flat rates may provide the

- contrary incentive. Without a charge that makes explicit

the additional system costs of either frequent or peak
bPeriod usage, customers face no reason to limit either.
They place calls in peak periods, and the system must expand

to accommodate that usage.18/
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l. Long distance to local cross subsidy

Under current policy in most jurisdictions, the costs
of providing local service, minus the alleged subsidy, are
recovered by the flat rate. The costs that must be
recovered are larger than necessary because customers have
no incentive to minimize their use of the system. Moreover,
since not all customers use the system equally, low
frequency users face a charge that is more than propor-
tionate to the relative costs they impose on the system.
If telephone rates for local service were unbundled so that
connection'charges were independent of usage charges,
connection charges would properly reflect the lower costs of
providing connection only. Local telephone companies would
still receive sufficient revenues from usage charges to
cover their remaining costs. Thus, the impact on universal
service of eliminating any subsidy from 16ng-distance users

could be reduced by efficient pricing of local serv1ce.

Indeed, w1th eff1c1ent unbundled prices un1versa1

service may be obtainable without any subsidization.
Connection chargeé reflecting actual costs would, most
likely, be low enough to encourage subscription. The
decision to connect may not be absolutely independent of the
charges for using the network, but the desire to reach help
in an emergency, which connection offers, is a very powerful
incentive., Thus, the decision to connect is unlikely to be
highly related to the price of actual usage. Moreover,

competition could lead to an expansion of the potential uses



of the network, making connection even more desirable,

It is possible, however, that in rural areas the costs
of providing connection to isolated users might be so high
~that even with unbundled prices, non-subsidized connection
charges would be sufficiently large to result in decreased
subscription. If levels of rural subscription were judged
inadequate, direct subsidies to rural telephone companies to
lower connection charges would be far more efficient than
indirect subsidies through the price mechanism.

It should be noted that rural telephone service is
already heavily subsidized directly through the Rural Elec-
trification Administration. Since 1949, REA has provided
over 4.6 billion dollars in long term low and reduced
interest loans to rural telephone companies to assist them
in providing service to over 4.1 million customers. With
this help, by 1977, 92 percent of America's farms had
telephone service and all subscribers on systems financed
through REA have dial or touch tone service,19/

Direct subsidies through REA can be increased rather
easily. Similafly, to the extent thgﬁ even an efficient,
unbundled pricing structure leaves low income people unable
to pay connection charges, direct grants to telephone
companies by welfare agencies could be made available.
Welfare agencies currently include the cost of telephone
service in setting payment levels. There is no reason why
welfare programs should exclude expenditures for telephone

service in the future. Maintenance of cross-subsidies in
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the current Price structure simply is not required to
achieve universal service.gg/
2. Nationwide rate-averaging

Under the existing price structure for long distance
services, interstate rates are averaged across the
country. Thus, for eéxample, interstate calls between points
500 miles apart are priced identically ne matter what two
points in the country are connected. 21/ Due to economies of
sharing traffic on trunks, costs over high density routes
pPresumably are lower than over low density routes, There-
fore, nationwide rate-averaging may provide a subsidy from
users along high—density paths to users making calls over
low-density routes.

It is argued that nationwide rate—averaging promotesg
universal service because the Prices facing rural users for
long-distance services are lower than they would otherwise
be.22/ As noted above, however, universal service objec~
tives are more closely related to the cost of connection to
the system than to the cost of actual usage 23/ Because the
cost of connection is incorporated into the flat rates for
local service, subsidizihg the long distance portion at best
has a small impac: on decisions to connect to the system.

To the extent that usadge prices do affect decisions to
connect to the system, pPeople on high density routes face a
disincentive to connect because of the higher prices for
long distance usage. The alleged subsidy woulg facilitafe

universal service only if users along low density routes who
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are encouraged to conneét outnumber the users along high
density paths who are discouraged from connecting.

Even if subsidizing the pPrice of long distance usage
does result in'a net increase in the total number of
subscribers, the size of the subsidy required may be very
small, The National Telecommunications and Information
Administration Preliminarily estimated that the subsidy
required to prevent the prices for calls along low density
routes from rising more than 20 percent above current levels
is only 100 million dollars.24/ fThis is because most calls
originating or terminating in rural areas are routed over
high density trunks for at least some portion 6f the total
distance traveled. It is far from obvious that rate
deaveraging of the magnitude supported in the NTIA study
would have a major effect on the desire of rural consumers
to purchase telephone service. Thus, the price distortions
in the current rate structure may be providing few benefits
in terms of achievind universal service.

Moreover, a higher proportion of rural as compared to
urban calling is probably intrastate toll. In states where
intrastate toll rates are actually higher than equivalent
interstate rates, rural users may be subsidizing themselves,
or even subsidizing urban users.

3. Long Run Implications of Subsidies

Even if subsidies for local service and thin long

distance routes were to increase the desire of consumers to

subscribe and thereby further the goal of universal service,
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such a scheme may be self-defeating in the long run. Subsi-
dizing those services reduces the incentive to develop new
techniques that would lower costs. This is true even if
‘entry is allowed. To estimate the profitability of a new
method for providing service, corporate strategists
necessarily compare the costs of the alternative with the
current price of service. 1f the service is subsidized,
the private gain to the firm from lowering costs is less
than the social gain determined by comparing actual costs.
This discrepancy artifically blunts the incentive to
innovate., The net result is that, over time, the provision
of those services may be more costly than it woula have been
if the price mechanism had reflected the underlying costs.
These higher than necessary costs inevitably mean higher
prices, no matter who actually pays. Higher prices than
necessary in turn tend to diminish incentives to purchase
and use telephone service.

In the long run, higher costs and prices than necessary
increase incentives to invent new systems that avoid using
the existing telephone system altogether. This reflects the
more ¢general incentive io innovate around bottlenecks.
Several firms are working on new distribution system: that
‘bypass the local carriers.25/ Thus, the ultimate effect of
price distortions caused by a subsidy scheme may be
obsolescence of the subsidized service. In brief, cross-
subsidy in order to promote universal service may be ill

concelved.
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Efficient pricing and competition can promote universal
service without reducing the current level of telephone
subscription. More important, efficient pricing and
- competition will send the signals to enccurage research and
development that will ensure universal capability to
communicate efficiently in the future.

B. Carrier of Last Resort

It can be argued that the loss of telephone company
profits due to competition will impair the ability of
telephone companies to stand ready to serve everyone in the
public utiliﬁy sense. Stand-by capacity may be needed in
three types of circumstances. One case relateéugo peak
demand; some customers may want assurance of access at any
time of éay, every day of the year, no matter how many
others are demanding access at the same time. Stand-by
capacity is also important when regular facilities must be
repaired. 1In both of these cases, stand-by capacity
increaées the qualitf‘of gservice, A third source of demand
for stand-by capaéity is to restore or maintain service in
an emergency, such as a'flood or hurricane. This last case
is the only one of the three that necessarily exhibits
externalities, Presumably, all of society gains when
communication with disaster areas is available.

It should be noted that guaranteed connections at peak
periods and disaster communications are not necessarily
available to the average user now. To the extent they are

available, virtually all companies include in the basic



service offering the stand-by capacity that makes them
possible. Thus, those using the system during unusual peak
periods pay the same as users who make no demands on stand-
by capacity. Also, customers rarely are offered any choice
in the degree of system reliability. By building capacity
sufficient to offer all customers a very high probability
that a call will be completed, the telephone companies have
removed from the market the choice of trading off lower
costs for lower quality.

Providing stand-by capacity increases costs. If that
capacity is provided at the same price as capacity that is
used more regularly, customers receive two iﬁcorrect
signals, First, subscribers are encouraged to demand more
stand-by capacity than they would if they bore the full
cost. Second, those who use only regular capacity pay more
for that service than the costs of providing it. The
regular capacity users are paying a particularly excessive
price if there are‘only a few customers who want a very high
degree of serviée reliability. Overpricing regular
telephone service may reduce the number of customers who
will subscribe.

The failure to charge a different price for stand-by
capacity also means that the monopoly telephone company has
a reduced incentive to seek out or choose technology that
could provide that capacity at least cost. Indeed, due to
the desire to expand the rate base caused by rate of return

regulation, telephone companies have perverse incentives to



underprice stand-by capacity in order to increase the demang
for such capacity and to choose capital-intensive methods of
providing it.26/ Perhaps the largest overinvestment occurs,
therefore, because the trade-off between cost and service
quality has not been made in the market. If service
reliability has been set at a level at which the costs
exceed the value consumers place on reliability, all who
subscribe are paying more than necessary for the service,
and some may fail to subscribe because less costly options
are uﬁavailable.

Competition and the entry of new firms undermines the
telephone company price structure for stand-by capacity.
If, once competition is allowed, companies continue to
handle sudden increases in demand at the same price as they
handle normal traffic lcads, they would be susceptible to
substantial losses of customers to competitors who would not
provide assurances of adequate capacity in times of excess
demand., As in ény cpmpetitive market, firms are likely to
respond to prices that exceed costs by entering the market
to provide the overpriced services. Telephone company
customers should not have to pay for spare capacity to serve
surges in demand from customers who have purchased
competitive services in part because such services were
priced lower due to the lack of spare capacity.

This does not mean that demand for stand-by capacity
would be unfulfilled in a competitive marketplace., If

people value guaranteed service and are willing to pay for



it, companies could provide it under flexible pricing
schemes that would cover the extra costs of stand-by
capacity without requiring all who do not use it to help
pay for it., Price differentials reflecting whether or not
service ig interruptible, for example, would efficiently
accommodate demand for guaranteed service. If some
customers require Spare capacity to ensure that calls are
completed even during high demand periods, they could pay
vendors for the necessary facilities. If pecple desire the
option of using telephone company facilities even though
they normally use facilities of competitors, the telephone
companies should be able to devise charges to satisfy such
Option demand that cover the costs. By charging peak
service users the actual cost of providing such service,
some users would be encouraged to switch to other periods,
and companies and competitors would be encouraged to find
less expensive "peaking" blant, thereby increasing the
efficiency of teiephbne operations,

Stand-by capaéity in emergencies, aé noted above,
benefits more peopie than those in the affected region,
Using cross-subsidies to ray for such service, however, may
lead to facilities much more costly than necessary for the
task. Portable facilities may be more economical than
building the entire system to survive earthquakes, fires and
floods.27/ Much existing emergency service ig actually

provided by non-telephone means such as amateur radio,



To encourage the search for and adoption of least-cost
techniques of eémergency communications, stand-by capacity
would best be offered as a separate service to governments,
procured competitively and paid for by tax mechanisms.28/
The cost would be made explicit, and there would be
incentives to seek the least costly means of providing it,
Although it is unlikely, the government may even decide that
the cost of such a service exceeds the benefits of
correcting for the externality. The conclusion then, is
that the carrier of last resort problem can be solved in the

market without resort to cross—~subsidies,



III. RESIDUAL MARKET POWER
The efficient and affordable communications services

called for in Title I of the Communications Act require that

costs be minimized and that prices reflect cost. A common
theme of those who have opposed competition in telecommuni-
cations is that competition will result in higher costs
because of the natural monopoly characteristics of the
market.29/ It can also be argued that the market power of
particular firms will lead to prices that greatly exceed
costs if entry controls and rate of return regulation are
eliminated.’

The argument that competition will lead to higher costs
because of natural monopoly has been discussed at length
elsewhere.30/ Our conclusion is that economies of scale and
scope are largely irrelevant to the question of competition
in telecommunications markets. 1In a dynamic, rapidly
growing market such as telecommunications, competition is
likely to come mainly from two directions. One major source
of competition iéffrom firms developing hew technologies
that dominate exis£ing technologies, The other is from
firms that offer services that cater to market segments
ignored or inefficiently served by existing monopolists.

In either case, the cost conditions under which the monopoly
service is produced are largely irrelevant. Moreover, if
scale economies are large and pervasive, market forces would
lead to single firm supply so production will be effi-

cient, Thus, the remainder of this part of the paper will



deal with the concerns about monopoly pricing rather than
cost conditions.

We noted in Part II that, from the point of view of the
user, telephone service has three components, the right of
‘use, the méans of use, and actual usage. From the point of
view of the telephone companies, however, the industry has
four different components, each of which can be thought of
as a separate market. The means of use -- the telephone
handset, PBX, or data terminal -- is the customer premises
equipment market. The right of use and actual usage are
provided bthhe local exchange, basic interexchange, and
enhanced gervices markets.31l/ Market power questions should
be addressed in the context of these markets.32/

A decision to rely solely on competition to satisfy
society's goals in these markets raises four major
concerns. First, the firms that provide local exchange
service might have the ability to prevent interconnection to
their facilitiés};thus blocking entry. Second, even if
interconnection ;s'assured, the dominant firm might use its
large size to drive out competitors and then raise prices to
monopoly levels. Third, even if a monopoly structure is
avoided, only a few firms might enter and then use oligopoly
pricing to earn monopoly profits. Fourth, while individuals
and businesses located in the largest cities and wishing to
call others similarly situated might receive the benefits of
competition, rural areas and the so-called thin routes to

and between smaller cities would continue to be monopolized.



None of these four problems, interconnection, predatory
pricing, oligopoly supply, and monopoly in smaller markets
provides sufficient justification to maintain traditional
regulation of the telephone industry. Indeed, except
perhaps for thé problem of pricing interconnection, price
and entry controls may make the problems more severe.

A. The Problem of Interconnection

Several firms are both competitors in, and by virtue of
their ownership of monopoly local exchanges, suppliers to,
the basic interexchange, enhanced communications and,
indirectly, the customer premises equipment markets.33/

Such dual roles are not uncommon in industry. 7What creates
a problem in telecommunications, however, is that, at least
in the near term, access to customers may continue to be
effectively moncpolized by those companies. This means that
most entrants into the equipment, enhanced service, and
interexchange markets will have to deal with local exchange
monopolists in order to offer service. 1In other words, the
local exchange firms‘have control over a bottleneck point in
the other marketé.‘

When a firm is both a bottleneck local exchange
monopolist and a participant in the other markets, two
problems arise. The first is providing physical access to
the local exchange facilities to the non-integrated firms.
The second is establishing the price for access.

The problem of ensuring physical interconnection of

competitors' equipment with the local facilities of



integrated firms is fairly straight-forward in the case of
customer premisés eguipment. A ?egulation reguiring such
interconnection} accompanied by technical standards to
ensure the teqhnical compatibility of all parts of the
system are needed. This has been largely accomplished
already.34/ Industry negotiations, the MTS/WATS Inquiry,35/
or an antitrust decree may provide such a system for
interexchange carriers,

It is more difficult to ensure that the prices charged
for interconnection are appropriate., This involves two
questions: are the charges paid by competitors reasonably
equivalent to the charges paid by the inteqrated companies?;
and, are those charges reasonably related to costs?

Ensuring that all competitors, including the integrated
firms, pay the same price for interconnection cannot be
accomplished by the use of costing methodologies or
accounting conventions. As long as a firm is fully
integrated, no reguiatory agency is able to determine what
price it is paying fér interconnection to the local exchange
system. The regﬁlétor can ensure that the same price is
paid by all participants in the market only by prohibiting
jointly owned plant and employees and requiring the firm to
deal with itself on an arms length basis at the interface
between local service and each of the other markets.36/

Two proposals for preventing the local exchange
portions of integraﬁgd companies from discriminating against

unaffiliated firms are requiring the separate activities to



be put into separate subsidiaries or preventing the
bottleneck firm from operating in the other markets, The
former method is the one that has been advocated in the

various billslto amend the Communications Act and by the

Federal Communications Commission in its Tentative Decision

in the Second Computer Inquiry.37/ The latter approach is

equivalent to the divestiture that is advocated by the
Justice Department in its suit against AT&T.

A problem involved any time regqulators or others inter-
fere with the methods businessmen use to organize their
activities is that efficiencies of integration may be
lest., In non-regulated sectors of the economy it can
generally be assumed that businessmen have sought cut and
implemented the most efficient structure, Thus, government
mandated changes are likely to involve costs. 1In the
regulated sector, however, it is likely that cost-plus
pricing reduces incentives to seek ocut the most efficient
organization. At £he same time, a desire to increase the
rate base and the‘bpportunity to shift profits from
regulated to unregulated markets may lead regulated firms to
enter entire lines of business that non-regulated firms
would not enter.38/ Moreover, a cost-benefit analysis
taking long~run dynamic effects into account may show that
the benefits of having many suppliers outweigh the short-run
costs of lost economies of integration.39/

It might seem that price controls of the kind contem-

plated by the tariffing process would be the answer to the



problem of keeping charges for interconnection reasonably
close to actual costs. Relying exclusively on the tariffing
process, however, is unlikely to offer much help in solving
the problem. While rate of return regulation undoubtedly
affects the prices a firm might charge, the problems of
collecting sufficient data in the relevant time period make
it impossible for a regulatory body to know that the tariffs
are actually related to costs.40/

Dealing with the problem by reguiring the other parts
of the integrated companies to pay the same price for
interconnection as their competitors do, on the other hand,
may offer‘sohe hope of keeping the price close to the cost
of providing interconnection. If interconnection is priced
too low, all firms would receive the subsidy; If it is too
high, all firms including the integrated one would suffer
from the loss of users brought about by the higher prices
for the interconnected service.

Without advqcating the superiority of divestiture over
separate subsidiaries or vice versa, it is assumed in the
following discusSién that eguipment compefitors are given
access to local exchanges at terms that do not disadvantage
them Eig_g_gig_the inteérated firms.

B. The Problem of predatory Pricing

one fear is that a dominant firm could drive its
smaller, weaker competitors out of business by predatory
pricing, even if competitors have access to local exchanges

on the same basis. The argument is that if a firm is very
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large and participates in many product and/or geographic
markets, it can afford to underprice its rivals and wait for
their bankruptcy.

The subject of predatory conduct has generated a great
deal of controversy within the economics profession. There
is a school of thought that holds that predatory pricing is
an irrational business strategy that very seldom, if ever,
occurs.41/ A relatively recent group of articles, however,
suggests that dominant firms do have incentives to engage in
predatory conduct in response to, or in anticipation of,
entry.42/

If predatory pricing is a potential problem, the
guestion is how to deal with it. One alternative is to
continue the full panoply of price and entry regulations

contained in Title Ii1 of the Communications Act on the

dominant carrier while ending regulation of all other
carriers.43/ Others have urged the adoption of conduct
rules.44/ Neither Qf:these proposals, however, seems
likely to provide net benefits beyond the structural changes
advocated above.

Relying on continuea Title II regulation seems more
likely to encourage than prevent predatory pricing, and is
likely to discourage rapid technological development as
well, The view that predatory pricing is irrational does
not necessarily apply to rate of return regulated firms.

Effective rate base regulation provides incentives for the



regulated firm to engage in interservice cross-subsi-
dies.45/ Moreover, this incentive is so strong that the
regulated firm would be willing to capture business in
these new markets by pricing below its costs, even over
the long-run if necessary, as long as prices can be raised
in monopoly markets to cover the losses in competitive
markets. Thus, to the extent regulation succeeds in
constraining the prices of dominant firms, interservice
cross-subsidies by those firms become profitable. Because
of joint costs, these cross-subsidies will be difficult to
detect regardless of the accounting used.46/

Moreover, continued rate of return regulation may be
unfair to the dominant firm to the extent it prevents
profitable exploitation of new technology or legitimate
welfare enhancing responses to competition. Regulatory lag
may discourage the regulated firm from engaging in high-risk
business ventures that require high returns. High cost
entry by competitors may not be deterred if the regulated
firm is not allowed‘to meet the competition.

The conducf fules that have been developed differ from,
but offer little or no improvement over, Title II regula-
tion. One such rule would allow the dominant firm to charge
any price in any market as long as costs, appropriately
defined, are covered.47/ The major problem with this rule
is the same as with Title II regulation: the difficulty of

determining costs in a timely fashion.48/



An alternative or supplementary rule would operate
directly on prices: dominant firm price reductions would
become "quasi-permanent ," rising only as costs rise; prices
could not rise in the dominant firm's other markets.49/ It
is alleged that below cost pricing would be deterred since
there would be a continuing drain on firm profits. Unless
the dominant firm is forced to undergo structural
separation, however, this rule would also require complex
knowledge of costs in order to be effective.

Moreover, each of these rules can have unintended
consequences, some of which may be worse than the original
problem. Rules that limit dominant firm pricing flexibility
by preventing legitimate price reductions, for instance, may
serve as an umbrella protecting inefficient entrants.
Indeed, the rules may stimulate inefficient entry. In the
long-run, consumers might be better off paying a monopoly
price based on efficient technology than a "competitive"
price based on high cost production that is wasteful of
resources.

Arguing against either the continuation of Title II
pricing regulation or the imposition of the antitrust
pricing rules does not necessarily mean, however, that
nothing can be done to limit the possibility of predatory
pricing. First, if integrated firms are required to make
appropriate separations of their activities in the four
market segments and affiliates must deal with one another in

the same way competitors do, the integrated firms will have



lost much of their ability to engage in predatory
conduct.50/

Second, requiring dominant firms to allow resale of all
offerings would reduce even further the likely success of
any attempt tolengage in cross-subsidized predatory
pricing. Because unlimited resale acts as a form of
arbitrage among similar services, firms that attempt to
engage in predatory behavior would suffer a large drain on
profits. Thus, for example, if prices for MTS were raised
substantially, resellers could compete away significant
amounts of MTS business by making WATS services available to
residential customers.

The third deterrent to predatory pricing is the threat
of antitrust actions, either by the government Or by
disadvantaged competitors.51/ The government could ask for
further restructuring while competitors could seek treble
damages. By requiring restructuring, predatory conduct
would become more transparent and thus easier to dete&t and

prosecute.



C. Oligopoly Pricing

Even if predatory conduct is eliminated, some markets,
perhaps the basic interexchange or enhanced communications
markets, may develop into an oligopoly, a market dominated
by only a few firms, Some may argue that if this is the
case, performance will approximate that of a monopoly so
rate of return regulation will be necessary. Even should
the market become oligopolistic, however, economic goals
would be better served by unregulated than regulated
oligopoly.

Many studies have attempted to measure the effect of
oligopoly structure on industry profits. The consensus
seems to be that higher concentration leads to slightly
higher profits, where concentration, usually measured by the
market share of the four leading firms, is the measure of
oligopoly.52/ But the results cannot be interpreted
unambiguously. Concentration ratios are very poor measures
of competition. While oligopely prices and profits may be
higher on average‘than they would be if there were more
competitors, particular oligopoly markets may well exhibit
competitive prices, Moreover, it may be true that profits
are only temporarily higher in some oligopoly industries
because of recent technological change or increases in
demand that have not yet been subject to inevitable competi-
tive forces.53/

The ambiguous results of the statistical studies are

due to the nature of oligopoly. Since there are many kinds,



it is difficult to generalize. Although economists have not
developed a single theory of oligopoly pricing, it is
generally accepted that the keys to raising price are the
ability of the firms to agree not to undercut one another's
prices and enfry barriers. If entry barriers are low, or if
agreement cannot be reached and maintained effectively, then
prices will not exceed comﬁetitive levels.

Even if barriers are high, agreement is not automa-
tic. The easiest way to reach agreement, simple out-right
price fixing, is per se illegal. This often prevents
agreement altogether since the alternative of tacit collu-
sion may not work satisfactorily. In particular, where
transactions are complicated, as in uniquely-designed
services, or where costs and demands change frequently, it
is difficult to agree tacitly on prices and difficult to
detect cheating on the agreement even if one is attempted.
If prices are above costs in these situations, there are
strong incentives.for one firm to increase business and thus
profits by cheatinQIOn the explicit or tacit agreement, thus
eroding its effectiveness.

All of this is not to say that oligopolists never
manage to form tacit or explicit agreements that result in
non-competitive pricing. They sometimes do.54/ The point
is that such agreements are not inevitable and many
oligopoly industries price more like competitive firms than
monopolies. Moreover, if price competition is dampened by

agreement, rivalry may lead to other forms of competition,
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some of which may be productive. Oligopolists who refrain
from price competition, for example, may try to enhance
market share and profits by engaging in research that leads
to new and better products or less expensive methods of
production.

The discussion to this point has focused on the short-
run aspects of oligopoly pricing assuming the existence of
entry barriers. Over longer periods of time, entry bharriers
tend to be eroded. Consistently high prices tend to spur
research on the part of those outside the industry
(customers or firms in related markets) to develop substi-
tutes for the high-price product or methods to enter more
cheaply. One pricing strategy that might be adopted by
oligopolists is to avoid pricing their products at levels
that stimulate this sort of activity.55/ The conclusion to
be drawn is that oligopolists do not necessarily have market
power, and even if they do, natural market forces are likely
to limit or erode this power over time.

Thus, unregulated oligopoly does not necessarily
prevent realization of overall economic goals. Regulation
of oligopoly may adversély affect those goals.56/ First,
when oligopolists are unable to charge high prices by
themselves, regulation often provides the mechanisms that
allows them to do so by providing a cartel manager.57/
Second, even when prices are already high, regulation may
act. to maintain rather than reduce prices and may cause

distortions that lead to increased costs of production.58/



Finally, the very process of regulation consumes the
resources of both the taxpaying public and regulated firms
(and, through the firms, of the ratepayers). The conclusion
is that where there are competitors, no matter how few,
ﬁarket forces have a chance to work at least over the long
run. Requlation is only likely to increase costs, if not in
the short run, then surely, in the long run.

D. Monopoly Pricing

Most observers expect that, for some time to come,
local service will be a monopoly. Moreover, even assuming
that nondiscriminatory interconnection has been assured
and that there are no dangers of predatory or -oligopoly
pricing, some believe that small users, particularly rural
users, may have access to only one supplier of interexchange
services. The possibility of such monopolies leads to calls
for continuation of rate of return regulation, at least for
these portions of the common carrier communications
industry.59/

1. Thin Interexchénge Routes

Even small tan and rural users could be served by more
than one interexchange supplier. Competitors do not need
facilities to serve a given area. I1f resale were allowed,
for example, In-Wats service could be used to allow
customers in small towns to reach the networks of the
competitors.

Even if there were only one carrier on a given route,

the threat of potential competition could serve to keep
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prices at a reasonable level. The microwave technology
competitors use obviously presents much lower barriers to
entry than does cable. Moreover, new technologies that
allow cost effective transmission of small numbers of
circuits may be developed. If orbital slot capacity,
spectrum availability, and continued satellite technology
improvements allow, satellite competitors will have access
to central offices of even the smallest towns. As long as
competitors have access to local distribution facilities,
the new technologies would allow competition. As noted
elsewhere in this paper, subsidizing the thin routes will
have the effect of reducing the innovative activity needed
to develop the competitive technologies,

In sum, the customers who live along the less dense
routes will not necessarily be subjected to monopoly
pricing. If costs are higher along these routes, however,
then these customers will be paying higher prices. This
should not be confdsed with monopely pricing. 1In the
unlikely event these prices conflict with the universal
service goal discussed in Part II, the direct subsidy
mechanisms discussed tﬁere could be used.

2. Local Exchange Service

Economic regulation of local telephone service
franchise monopolies has existed since shortly after the
invention of the telephone. Local telephone service remains
a monopoly and the conventional wisdom is that it is still a

natural monopoly. There is no reason, however, why open



entry should not apply to this service. 1In particular, new
radio technologies may at some not too distant point in the
future provide a cost-effective alternative to traditional
service.

One company has already requested the FCC to allocate
spectrum for multiple electronic.mail systems that would
provide electronic local distribution.60/ Technology
currently in use in the land mobile bands, such as trunked
land mobile, might be competitive with local distribution
service if spectrum allocations or regulatory policies were
changed. A new citizen's band service at 800 MHz that would
allow a user to signal the desired receiver and block all
other use of that channel for the duration of the
conversation has been discussed. Such a service would be
the equivalent of a telephone system with the switching
capability in the handset.

All of the potentially competitive technelogies involve
bringing to local_distribution service the same technical
innovations that‘have opened up interexchange service to
competition, namely substitution of spectrum for wire as the
transmission medium, and'digital computer technology for
mechanical switching and routing equipment. Sufficient
spectrum for some of these systems may not be available in
urban areas, but could provide welcome relief from high
costs in rural areas., Another potential substitute for
rural distribution may lie in civilian applications of

spread spectrum technology.
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Many of these techniques, particularly those developed
in the computer field have been known for some time and
could have been developed to improve telephone service, and
yet have not been., A major reason is that the incentive
structure that a rate of return regulated local exchange
monopolist faces discourages the deployment of new
technologies.6l/

1f new technologies, which offer consumers service
advantages as well as potentially lower costs, are to be
rapidly implemented, controls on entry should be ended.
However much regulators want to encourage technology and
competition, the procedural requirements of entry controls
delay the introduction of new firms and new technology both
directly and indirectly. The direct effects are the delays
and legal costs inherent in the requlatory process.62/ The
indirect effects are worse. New firms are required to
expose both their marketing plans and their new technologies
to the existing firms before they can enter. The existing
firms can often bloék entrants by moving to serve the
potential customérs or by adopting the new technologies
themselves.é}/ As a result, entrepreneurs become reluctant
to apply for entry without the prospect of very substantial
gains. Small changes in technology, ones that entrepreneurs
in unregulated markets would exploit, go unused in regulated
markets.

As noted above, regulation also discourages existing

firms from implementing new technology.64/ Both the firm



and the regulators have incentives to depreciate eguipment
over long periods. New improvements often are introduced
only as old equipment is replaced. Moreover, if an existing
firm is threatened with entry, regulators become concerned

- about the ability of the existing firm to recover its sunk
costs.65/

Arguments in favor of eliminating local exchange
regulation do not necessarily depend on a high probability
of new, competitive technologies developing. If fiber
optics or new local digital switching and transmission
techniques give existing monopolists cost advantages over
alternatives, those alternatives will still provide a "back-
stop" or limit that will constrain monopoly pricing.
Moreover, the end of regulation may have the effect of
inducing meonopolists to implement the new, lower cost
technology more rapidly. Consumers may be better off with a
monopoly price based on efficient technology rather than a
regulated price based on obsolete facility costs.

The discussion thus far has implicitly assumed that the
institution of rate of return regulation is indeed capable
of keeping local exchange prices close to costs., While this
is subject to investigation, it is particularly questionable
whether state public utility commissions have the resources
to achieve that result. The resources devoted to state
regulators are typically small and the burdens large. Given
the distortions caused by such regulation and the inability

of the regulators to counteract them (in part because they



never have the information they need), prices might not rise
with deregulation.

There is enormous reluctance to abandon rate of return
regulation of the local portion of the system. Given the
high cost in lost technological change at the local level,
however, we believe society would be better served if a
transition cut of economic regulation were achieved.
Monopoly local exchanges are the bottlenecks on which the
monopoly structure of all telecommunications was built, so

their replacement by competitive technolecgies would provide

enormous benefits.
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IV, CONCLUSIONS: TELEPHONES, TRAINS, TRUCKS, AND PLANES

The theme of this paper is that society's basic
objectives for common carrier communications services, as

set out in Title I of the Communications Act, no longer

appear to be served by requlated monopoly. We have
discussed in some detail the basic goals of the Act, the
major policies that have been developed tc serve those goals
before and since 1934, and the consequences of following
these pelicies.

The policy recommended here is the complete elimina-
tion, for all telecommunications products and services, of
rate of return regulation as well as the elimination of the
price and entry controls that accompany rate of return
regulation. This recommendation is based on our belief that
rate of return regulation does not effectively control
monopoly power and that, in the long run, such regulation
only serves to perpetuate monopoly at the expense of cost-
reducing and service-improving innovation. Other social
controls over the‘industry such as structural safeguards
must remain, howevér, to assure that social objectives will
be met.

A, Where Common Carrier Communications is Today

The preceding analysis leads to several basic conclu-
sicns about the present and possible futures of common
carrier communications services. Two conclusions about the
present are fairly simple. First, the long period of

monopoly control that saw monopoly profits in some services



while stifling innovation in others may be coming to an
end. Second, if that period is ending, it is because
society is recognizing that regulation sacrified too much
efficiency in‘its attempts to provide for social goals by
means of internal subsidies and an over-reliance on rate of
return regulation.

The success of competitive entry into equipment, basic
services, and enhanced services are events that are already
recognized and are unlikely to be stopped., Less well
understood, perhaps, are the gathering signs that innova-
tion, begun in the interexchange portion of the ﬁarket, may
now be coming to local loop services. Such new technology
is coming only in small doses from the established wireline
carriers. Most of the signals of future innovative
competition are coming from potential entrants. Plans for
all radio distribution for electronic mail services, as
advocated by Xerox and SBS, are one such signal. New and
better radio systems for a variety of applications, such as
trunked land mobile} possible service features of new
citizens band sérvice, cellular mobile radio, and even some
potential spread spectrum applications all signal techno-
logical changes that could lessen user dependence on
existing systems.

The acknowledged competition in interexchange services
and the approaching competition in exchange services
highlight the underlying reason for the demise of monopoly

control, namely the failure to serve society's basic goal of



the best service at lowest cost over the long run. That

goal requires elimination of barriers to innovation. The
decisions to serve society's other basic goals by using
internal subsidies, however well-intentioned, posed
increasingly large barriers to the search for and deployment
of new techniques. Ultimately, those barriers posed larger
costs than any gains to society from the internal subsidies.
It is possible, of course, that some competition being
observed today is an attempt to avoid paying the subsidies
rather than implementation of better technology per se. To
the extent this is true, even more resources are being
wasted and the case for ending regulation and the internal
subsidies that go along with it is even more urgent.

B. Transition Needs

1. Consumption Externality Problems

In Part II it was suggested that the manner in which
exchange operators charge for service might have to change
to solve consumption externality problems., Overt
interference is pfobably unnecessary to promote this type of
pricing. There is already movement to usage sensitive
pricing by telephone utilities.66/ With usage sensitive
prices revenues automatically increase as the economy
grows. Thus, this movement is based, in part, on the desire
of firms to avoid general rate increase requests
necessitated by rapid inflation.

Ending rate of return regulation is likely to

accelerate rather than reduce this trend., The current
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bundled rates were encouraged by regulation in the days
before double digit inflation. There was little incentive
to cut peak period use as long as the increased capital
costs could be used to justify rate increases. With an
end to distortions induced by regulation, firms will have
an incentive to charge people for the costs they impose on
the system and, more important, to reduce capital expendi-
tures. Moreover, the desire to reduce costs will be
strengthened further because subsidies from the users of
interexchange services will no longer be possible.

It is possible that some users will face large price
increases so Congress and state legislatures may wish to add
to the direct subsidies of REA and other welfare programs in
anticipation of deregulation. Another necessary change is
to establish a government program to identify and provide
stand-by capacity that is needed beyond what the carriers
would provide.

2. Market Power

There are some substantial transitional problems in
deregulating 1ocal:ahd interexchange service. As noted in
Part III of this papér, the primary prerequisite to solving
any market power problem is providing for the restructing of
exchange carriers that operate in other markets., At a mini-
mum, subsidiaries must be established for terminal eguipment
and for interexchange offerings of firms that are affiliated
with local exchange carriers in order to prevent Cross-—

subsidies. This restructuring, plus requiring all parts of
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these newly structured companies to deal on an arms—length
basis and ensuring unlimited resale of service offerings are
more effective tools against abuse of monopoly power than
rate of return regulation.

In the transition from regulated to unregulated
communications, it will also be necessary to allow carriers
an opportunity to develop the access charge system that will
replace the current system that is used to reimburse local
exchange carriers for interconnection with and use of their
facilities. Finally, a third transition and implementation
problem that must be resolved is determining the extent to
which established regulated carrier plant is underdepre-
ciated and making the necessary adjustments.,

It is not our intent to underestimate the magnitude of
the transition and implementation problems. Some of these
changes may require legislation. Wholesale changes in the
way firms do business take time. But, if the benefits of
competition are to be realized, the process should begin.
The time has come tc.look carefully at the choice between
following the ai;line or the railroad model.

C. Future Trends

How events will mové in the future is partially
determined by the state of affairs today. As noted above,
competition around substantial fringes of local distribution
is already visible on the horizon. What is not yet set,
however, is what direction that competition will take. Will

all competition to existing local distribution systems be
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complete substitute systems (so-called stand-alone networks)
such as the system proposed by Xerox, or will new innova-
tions be marginal changes and improvements to the existing
systems? The answer will depend in good measure on the

. competitive policies, including the peclicies adopted to deal
with potential anticompetitive behavior by the present
monopolists, discussed in Part III of this paper. It is
here that the analogies to railroads, trucks and airlines
become instructive.

The new technologies beginning to crowd in upon local
distribution service offer the promise of consumers being
able to freély alter where a message originates, how it is
routed, and where it ends. This differs significantly from
wireline service, where the fixed nature of the facilities
prevents such flexibility. This situation has some striking
similarities to the advantages trucks offered to customers
who had until then been limited largely to railrcads for
carrying freight.67/ Railroads were subjected to rate of
return requlation iﬁ 1887.68/ Along with regulation came

the same basic social goals that are expressed in the

Communications Act, which is patterned after the Interstate

Commerce Act.

The advent of trucks posed a threat to the ability of
railroads to provide for social goals by using internal
subsidies. The response was to impose the same regulatory

regime (and social goals) upon the trucking industry.69/



Subsequently, Congress also regulated water carriers for
much the same reason.70/

Déspite applying regulation to the competitors,
railrcads are in sorry shape. 1Inflexible rates cause key
equipment shortages during peak times and discourage
investment in new capital. Innovation is biased and
retarded by the inability of firms to price in a manner that
would generate business for new kinds of equipment,

Existing controls prevent abandonment of unprofitable
business, which leads to cross-subsidies that can only cause
more traffic diversion from profitable services.7l/ For
some time society has been facing periodic railroad
bankruptcies and miles of abandoned track. Track remaining
in use is in very poor shape, which in turn means slow
movement and frequent accidents. The conclusion is that
regulating the competition will not protect the internal
subsidies. At best, it only holds off the day when society
faces the facts of overinvestment and the problem of what to
do with the-uﬁneeded plant and equipment.

The same.choices may soon face society with respect to
common carrier communications services. As a society we
have a chance either to replicate the railroad experience or
to avoid it. The potential railroads of tomorrow may be the
local telephone companies of today.

To avoid making these companies into tomorrow's
railroads, several steps need to be taken. First, internal

subsidies as a means of serving social goals should be



abandoned. Prices closely tied to costs coupled with direct
subsidies to the end user better serve these goals; internal
subsidies carry with them the inhibitions for innovation.

Second, competitors should not be subjected to
regqulation. Rate of return regulation, however well carried
out, does not serve society well,72/ It neither protects
customers against abuses of monopoly or ol igopoly power, nor
prevents predatory pricing in non-monopoly situations.
Competitors should be allowed to enter and exit freely,
offer whatever services they wish to offer, at whatever
price. They should not be regquired to make financial
"contributions" to any other part of the system in the name
of any so;ial goal.

Third, existing telephone companies need to participate
fully in the competitive market. It is not in society's
best interest to abandon the vast amount of plant and
equipment in place if it can be reconfigured to provide
desired services. Tq‘free those carriers, society must deal
with the potential for anticompetitive behavior by means
other than rate of return regulation and entry barriers into
markets that are merging with communications. Instead,
necessary interconnection and unlimited resale need to be
assured.

In sum, society today has a choice of paths to follow
for telephone service. While it is trivially true that
telephones are not like airlines, in a broader sense society

now faces the choice of governing them like airlines or like
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railroads. We hope society will see that the competitive

environment it created for airlines is the better model to

follow.
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