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D. Dc.and Growth

A second possible consequence of competition for interstate toll services was growth in

demand. While changes in the units of measurement make it difficult to compue pre- ud post-divestiture

iIIterstate toU growtb rates, the evidence suggests tbat toU demand grew more rapidly ill the post-divestiture

period. Between 1962 and 1982, annual growth in interstate minutes of use averaged 10.5 percent:'

From 1984 to 1991, interstate switched access minutes of use grew at an annual rate of 11.81 percent,12

and this measure of demand probably understates demand growth, as it ignores demand served by bypass

services, including WATS and MEGACOM-lype services. Competition is sometimes alleged to have caused

this increase in demand through reducing prices and also through increasing marketing activities (such as

advertising) and the introduction of new services. Indeed, in its Notice of Proposed Rulemakina in CC

Docket 91-141. the Commission cites overall traffic growth as a reason why a loss of muket shue to

competitors need not result in higher prices for remaining customers:3

While intcrstate toll demand did grow at an unprecedented rate after competitive entry, the

growth was not due to additional new services, advertising, consumer awareness, etc. The change in the

grov.1h rate is completely explained by changes in price, income and population. In Exhibit 3, we predict

toll demand based on observed price, income and population and subtract the predicted value from the

actual observed value. The rate of growth of this unexplained component of demand measures the rate

at which the demand curve shifted outward, due to such non-price factors as marketing and advertising

efforts. From the data, we observe that unexplained demand grew approximately 1.91 percentage points

more slowly after divestiture: that is, changes in price, income and population more than explain the

increase in the rate of growth of interstate toll demand after divestiture. 14

IIAT&T. "Long Lines Statis\lcs. 1960-1982."

12Federal Communications CommiS$ion, "Trends in Telephone Service." Feb",a!')', 1992, Table 24.

13~. paral'lph 66.

14Jr one believes competition bepn in the 19'705, this comparison of pre and poIt~iYeltiture powth rates may Kem
inappropriate. NonethelCS5, if the ume comparison is done before and after 1978, the lime result appealS: unexplained demand
crew approximately 1.82 percentale points more ,lowly in the 1979-91 poIloCompetitive period than in the 1972-1978 period. See
Exhibit 3. Table lA.
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One explanation for this slowdown in the rate of growth of toU demud is bypass: toll -demud

ma)' have expanded due to c:ompetition but the proportion of toU demud measured by switched access

miDules of use may have faUen. To examine this possible expluation, we took the LEC estimates of

traffic lost to bypass filed with the FCC as part of its Monitoring Report ud added them to the switched

access demand measurements. Using the sum of bypass and switched access minutes to measure toll

growth from 1984 to 1991, we still observe slower growth of unexplained demand in both the post­

competition period and the post-divestiture period, See Exhibit 3.

The same point was made in the recent price cap proceeding (CC Docket 87-313), where the

Commission staff requested estimates of the demand stimulation for interstate toll service stemming from

the implementation of subscriber !iDe charges and other exogenous cost changes in LEC access charge

filings. As shown in Exhibit 4, the measure of demand stimulation deemed "reasonable" by the

Commission in its .Qrsk!;~ accounts fuUy for the demand stimulation actually observed over the period.

E. Conclusions

Consumers have benefitted enormously from lower interstate toll prices and expanded interstate

toll demand. However, competition in the interstate taU marker is not responsible for either of those

benefits. Reductions in the carrier access charges paid by AT&T outweigh AT&T's toll price reductions,

and the increase in toU demand is more than explained by changes in toU prices, income and population,

I'Serond Repon .nd Order. CC Darke! 87·3]3. releued October 4, 1990. Appendix C, pa~pph 30.
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THE REDUCTION IN AT&T'S ACCESS CHARGES EXCEEDS
THE REDUCTION IN ITS TOLL PRICES

In Table I, we list each date on which a substantial access charge cbaDge or AT&T price

change occurred, the doUar amount of the access cost reduction experienced by AT&T:' and the doUar

amount of revenue change forecasted by AT&T as a result of its price change. All data through 9/17/88

were taken from FCC and AT&T filings in the price cap docket.17 The 7/1/89 and 7/1/90 data were

taken from the FCC's report on AT&T's performance under price capS.11 The 1/1/90 and 1/1/91 data

are taken from AT&T filings, as reported by Victor Glass of the National Exchange Carrier Association.

The remaining access charge and price changes are taken from AT&T price cap mings.19

It is unlikely that every AT&T price change or access charge change since AT&T went under

price caps on July I, 1989 is accounted for in Table 1. However, we can check our work by calculating

the total AT&T price reduction directly from AT&T's actual price index (API) reported in their latest

(May 15, 1992) price cap filing. Table 1A gives the total percentage and dollar annual rate reductions

implemented by AT&T since January 1989, July 1989, and July 1990. Evaluated at 1992 demand levels,

AT&T price reductions since January 1989 totalled $1,193.0 minion per year; our calculation in Table I,

where each price reduction is evaluated at current demand, shows a total annual rate reduction over the

period of $1,239 million. The sma]) difference in these estimates is due to (i) additional AT&T price

changes other than those listed in Table 1 and (ii) the different revenue bases used to evaluate the

changes in price. Table] shows that during that period, AT&T experienced annual access charge

reductions totalling approximately $2,118 million, evaluated at the concurrent level of demand.

"At fORcasted demand levels that include stimulation from anticipated AT&T nte Rductions.

I7FCC. Appendix C, ~rd Funher Notice. CC Doc:ket 87.31?, 4/17/89, Ind AT&T, ."RelfOlpeClive Analysis of AT&T's
Productivity Growth. 1984-88. AT&T Comments on Funher Notice of Proposed Rulemakmg. CC Docket 87·313, AppendIX D.
7/2IJ/88.

IIFCC. Common Carrier BURlu, "AT&T's Performlnce Under Price Cap Replltion," Repon to the Subcommittee on
Telecommunicltions Ind Finance. Committee on Energy Ind Commerce. U.S. HolllC of Repraentatives, October, 1990, Chin II-B.

l"The 7/1/91 COlt and nte thanle dati wen: liken from AT&T's May 17, 1991 Annual ActeIS Chaflt Filing and
Tnnsmitlll No. 3142. filed June 29, 1991. The 12/]9/91 dall was liken from AT&T Tnnsmittal No. 3734. filed 12/]9/9]. The
7/1/92 data tomC5 from AT&T's 1992 AnnUlI Price Cap filing dlted 5/15/92.
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C"'DIfl Aa AT&T ID&entate Toll Rates

($ Milliou)

EXHIBIT 1
Page 2 of 3

Datr Ac:c:ess Otber Cu.ulative AT&T Price Cumulative
C......r Exopaous COlt COlt C......es AT&T Price
Cbaalr CIaa.rs CIaaqa Cballles

1/1/84 $0 $0 SO $0 SO

5/25/84 (Sl,400) (SI,400) (SI,400) (51,400)

1/15/85 5274 (SI,I26) (SI,400)

4/2h/85 (SI,l26) S303 (SI,097)

6/1/85 (SI,157) (S2,283) (51,157) ($2,254)

10/1/85 (5525) ($2,808) (52,254)

1/1/86 ($2,808) ($135) (52,389)

1/11/86 $25 ($2,783) $248 (52,141)

2/28/86 ($2,783) S18 (52,123)

4/15/86 ($2,783) S72 (S2,051)

6/1/86 (S2,000) ($4,783) (S2,OOO) ($4,051)

1/1/87 (51,865) (S6,648) (Sl,865) (55,916)

3/13/87 (S6,648) S18 (S5,898)

7/1/87 ($593) ($7,241) (5593) ($6,491)

12/1/87 ($7,241) 577 ($6,414)

1/1/88 (S772) (S524) ($8,537) (S772) (S7,186)

6/17/88 ($8,537) $28 (57,158)

9/17/88 ($8,537) $174 (S6,984)

7/1/89 ($776) ($9,313) ($785) ($7,769)

1/1/90 (5385) (5141) (59,839) (52h7) ($8,036)

7/1/90 (5482) (5143) ($10,464) ($192) ($8,228)

1/1/91 SO ($1) ($10,595) (584) ($8,312)

7/1/91 ($251) ($9) (SI0,855) 518 ($8,294)

12/19/91 S97 (S25) (S10,783) S71 ($8,223)

7/1/92 (S191) S110 ($10,864) $0 ($8,223)

TOTAL (510,131) ($733) ($10,864) ($8,223) ($8,223)
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1991 API 7/1/90 API 7/1/89 API 1/1/89 API

BASKET 1 0.943 0.943 0.984 1.000

BASKET 2 0.939 0.928 0.973 1.000

BASKET 3 0.979 0.931 0.970 1.000

199% BASE 7/1/90 7/1/89 1/1/89
REVENUE

BASKET 1 511,162 $0 (5146) (51,012)

BASKET 2 52,935 535 (5102) (5119)

BASKET 3 596 55 51 ($2)

TOTAL 520,793 S40 ($841) (51,193)

PERCENT 100.00% 0.19% -4.01% -5.14%

SOURCE: FCC: 10/90 PRICE CAPS REPORT
AT&T: 5/15/92 PRlCE CAPS FlLlNG
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REAL INTERSTATE TOLL RATES (NET OF ACCESS CHARGES) FELL FASTER
BEFORE DIVESTmJRE THAN AfTER

Absent changes in access charges, Exhibit 1 sbows that interstate toU rates would bave risen

in Dominal terms from 1984 to 1991. In real terms, tben, interstate toU rates would have fallen at less

tban 3.70 percent per year (net of access charge cbanges), since tbe GNP·PI for all commodities grew at

an annual rate of 3.70 percent from 1984 to 1991.

Tbis rate of decline o( real toll rates (net of access charges) is low compared with tbe 19705.

According to the Bureau o( Labor Statistics producer price index, real interstate toU rates feU at about

2.6 percent annually (rom 1972 to 1983, which was a period in which interstate costs were increasing due

to changes in separations generated by the Ozark formula. If we beld the interstate NTS allocation fIXed

at its 1972 level, real interstate revenues would have grown 3.68 percentage points more slowly (per year)

(rom 1972 to 1983.21 Tbus, adjusting (or the change in tbe interstate NTS allocation, we fmd tbat real

interstate toll rates would have fallen at an annual rate of 6.28 percent (6.28 = 2.6 + 3.68) from 1972

to 1983. Since divestiture, real interstate toll rates (net of access cbarge changes) bave declined at less

than an annual rate of 3.70 percent •• about half the annual rate at which they declined in the decade

prior to divestiture.

»ace-en 1972 and 1982. the iubsidy from interslate toll for the Bell System (in the form of non-traffic iCuitive COil
allocatiOM) increucd from SI.5'1O billion 10 S7.690 billion. (C.L. WeinhallS and A.G. OcUinpr, Bebind the Telephone Debltes.
Norwood, New JerKy: Ablex Publiihinl Corporation, 1918. p. 81.) At the ume time. Bell System intentate ~nues incrcucd
from $6.493 billion to S21.8 billion. (FCC. Form M (Montbly Report No.1). various years) If the intentate f'lI'S allocation had
been beld COMtlnl bee-en 1972 and 1982. inlerstate revenues would have incrcued from $6.493 billion to SI5.68 billion (where
15.68 • 21.8 • 7.690 + 1.570). Annual powth in intentate rcwnues thllS .. 12.88 percent, Ind Innual powth in inlerstlle
revenue net of NIS lilocalion chanles .. 9.22 percent. Ibe difrerencc in the Innull powth rate of revenue lca:ounted for by
the chinas in NIS COil allocation .. thus 3.68 percentlge points.
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GRO\\TH IN DEMAND DUE TO COMPETITION

We compare the decade before divestiture (1972-1982) with the period after divestiture (1984·

1988).21 In each period, we divide actual demand growth into two parts:

1. predicted growth: a part due to changes in prices, income, and
population and

2. unexplained growth: a (residuaUy-measured) part due to other changes··
changes in taste, changes in the market place (such as competitive entry)
etc.

If competition shifts the demand curve outward due to advertising, the availability of new products or

services, or a heightened awareness of the possibility of telephone service, we would expect to see that

shift as an increase in unexplained growth.

Using conventional measures of the responsiveness of demand to changes in price, income,

and population, we calculate the rate of growth of unexplained demand. In the 1972·82 period, demand

was predicted to grow at an annual rate of 4.04 percent. Actual demand growth averaged 8.92 percent,

leaving a growth rate of unexplained demand of 4.88 percent. In the 1984-91 period, demand growth was

predicted to average 8.83 percent and actual demand growth averaged 11.81 percent. Thus the growth rate

of unexplained demand in the 1984-91 period averaged 2.97 percent. Growth in demand unexplained by

changes in price, income, and population averaged 1.91 percentage points~ in the 1984-91 period

compared with the ]972-82 period. See Table 2. Table 2A provides the same analysis, comparing the

pre-ENFIA period with the post-ENFIA period (1972-78 with 1979-91) and obtains the same qualitative

result.

One explanation of this reduction in the growth rate of unexplained demand after divestiture

is the growth of bypass. Interstate toll demand is measured as interstate switched access demand after

divestiture, and the growth of bypass demand--including MEGACOM and WATS-type serviccs·-would mask

21Apin. we lrelt Ihe JlOII-divalilure period Ii Ihe competitive period. althoup the lime anll)'lil u that dCKribcd below
yields the 5&me qUllllalive reiuhs if applied to the 1972-78, 1979-1990 periods. To judee the effects of competilion on demand
powth, il is useful 10 note lhal MCl and Sprinl advenilinl WIS lea than SS million in 1980 compared wilh $45 million for AT&T
(measured in 1986 dollars). Between 1983 and 1984. tOlal annual advenilinl for AT&T, MCI and Sprinl inereased from aboul
$100 million to aboul $150 million (in 1986 dolllrs). See Michael Poner, Jm..£il. Figure 23.



EXHIBIT 3
Page 2 of 5

growtb in toll demand after divestiture. To adjust our results for the possibility of bypass, we estimate

iDterstate bypass usage from 1984 through 1991 and add tbat usage to our measure of switched access

demand. Calculation of the bypass adjustment is outlined below. The results are SbOWD iD Table 2, where

it is evident tbat adjusting for bypass growth does Dot reverse our earlier finding: growth in interstate

toU demand (adjusted for bypass) unexplained by economic factors averaged 0.81 perccDtage points~

in the 1984-91 period than in tbe 1972-82 period.
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')'MIS VoIumcs; 1914·91

Total (intrastate plus interstate) bypass minutes were estimated by the RBOCs ad GTE in

five surveys conducted by the FCC. The results ue reported in the FCC MonjtQrjD& Report, (July, 1991),

Tables 6.1 and 6.3. We mulliply those minutes of use by lIIe fractiQD of minutes which ue interstate

(1/{1 +0.368) c 0.73) frQm lIIe Huber Report) to

obtain interstate switched access minutes of use which

ue bypassed for the years 1988, 1889, and 1990. An

estimate for 1984 is calculated by observing the

grQwth rate in special access lines (from the FCC

Statistics of Communication CQmmon Carriers, 1984-

1991) and assuming the growth rates of special access

lines and bypass minutes between 1984 and 1990 are

the same. An estimate for 1991 is obtained by

extrapolating from the 1990 estimate using the 1988-90

growth rate. See Table 3.=

We then add to the bypass minutes the

interstate switched access minutes as reported in the

Table 3
Growth iD Special Access UDes

Special Access
Lines

1984 1,128,924

1985 1,320,228

1986 1,760,741

1987 1,995,739

1988 3,192,682

1989 3,037,268

1990 4,035,297

GrQwth 23.7%

FCC Trends in Telephone Service (February 1992), Table 24, to obtain tQtal switched access minutes of

use (including bypass minutes). See Tables 2 and 2A.

%ZSourre: FCC. SlltistiC5 of Communicllions Common Clrricn.
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DEMAND STIMULATION FROM SUBSCRIBER LINE CHARGES
AND EXOGENOUS COST CHANGES

LEe interstate revenue requirements recovered from IXCs fell sharply after divestiture due

to the increase in subscriber line charges and to the implementatioD of several exogenous cost changes.

Table 4 shows LEe interstate revenue with and without these exogenous changes.%)

Table 4
Carrier Switched Access Revenue Cbanps

(SOOO)

Period eel + TS e_lIIaIin e...... e...... ePE SLC eeL + TSR.._ Exoaeest AudIoriMd .....WR.. R~
R.._

fR.) e...... Rate of ... R,
Rthan

19M-IS SI4.464,181 so so so (SI,296,I04) S15,76O,285

1915-16 S14.955,910 (5206.574) so ($627,112) ($4,484,658) $20,274,255

1"'" 513.669,242 (SS09.107) (5191,916) (SI,836,941) (S3,646,949) S19,8S4,155

1911 SI3.68O,660 (Sl,()90.281 ) ($343,170) (S1,821,257) ($4.563,679) $21,499,046

1919 SI2,713.833 (51.345.326) (S352,751) (SI,973,689) (15.676.620) S22,062,219
(....12)

1990-91 SI2.148,199 (S1.744,907) (5339,278) (S2.409,425) ($6,069,004) $22,710,813

These reductions in revenue requirements caused interstate carrier access prices to fall and,

in turn, caused interstate toll prices to faJl. The demand stimulation resulting from the reduction in

interstate toll prices can be calculated if the price elasticity of demand for interstate toll service and the

%)Soun:e: United Statu Telephone Association, Ex rarte in ee Docket 87·313, riled 8/6/09. Table' 2 and 5.
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fraction of IXC cost represented by access charges are known. For simplicity, we assume the demand

function for LEC interstate switcbed access usage bas I constant elasticity given by ~. so that

9, • Ap~ (i· 1,0 ) ,

and

R, • P, 9, • P, X Api' • Apt • I

It tben fonows that:

so tbat

Thus the price change required to obtain a 10 percent revenue change differs from 10 percent. Rather

than using a percentage price change calculated in this manner to calculate demand response, we can

directly solve for the quantity ql wbich would result from imposing a price increase of tbe magnitude

necessary to increase revenues from ~ to R,:

:: ·[~J ·[~1~
so tbat

I ],R T:"T
91 " ~ X 90 •

The decrease in carrier access revenue due to the reduction in switched access prices caused by the

recovery of SLC revenue from end users and the implementation of exogenous cost changes thus causes
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an iIlterstate usage iIlcrease from Qo to q.. We will take the difference Qo - q. as our measure of

iIlterstate switched access demand stimulation caused by the implementation of SLCs and exogenous cost

cbaages. Using data from the recent price cap filings, we see that demand stimulation from SLCs and

exogeDous cost changes accounts for about 4.8 perceDtage points of annuaJ growth since 1984. See Table

5.)4 Annua) interstate toU growth averaged about 10.5 perceDt before divestiture (1962-82) and 11.8

Table 5
DemaDd StimulatiOD From S1£. aDd Ex••ous COlt ella...s

BASELINE CL ESTIMATED PERCENT ES'I'IMATED CL ANNUAL
DEMAND CL STIM CL STIM UNSTIM GROWTH DlfT

(l) (2) (3) (4) DUE TO STIM
(5)

1984 160.139.810 6,493,672 4.069& 153,646,138

19B8 244,467,327 47,892,584 19,59% 196,574,743

1989 281.422.7S6 65,700,270 23.3S% 215,722,486

1990-91 319,437,082 83,216,292 26.05% 236,220,790

GROWlll:I984-

19B8 11.16% 6.35% 4.80%

1989 11.94% 7.02% 4.91%

1990 12.20% 7.43% 4.77%

percent after divestiture (1984-91).25 Approximately 8 percentage poillts of the post-divestiture demand

growth were due to carrier access charge reductions (stemming from SLCs and exogenous cost changes).

Hence regulatory actions by the FCC explain more than the difference ill demand growth before and after

divestiture.

:MSouftCl: (I) 7/27/90 USTA Ex Pane. CC Dcxket 87-313. Table I; (2) 1/6/90 Ex Pane, Tlble I; (3) (2)/(1); (4) (1)-(3);
and (5) (1 )-(4).

25AT"T, • Lone Lines Statiltics, 1960-1982," and FCC, "TJench in Telephone Service," February 1992.
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TIlE NECESSARY CONDITIONS OF EFFECI'IVE COMPETITION

FOR LOCAL TRANSPORT

Alfred E. Kahn"

I. INTRODUCfION AND SUMMARY

1. My name is Alfred E. Kahn. I am the Robert Julius Thome Professor

of Political Economy, Emeritus, at Cornell University and Special Consultant to

National Economic Research Associates, Inc. My business address is 308 North Cayuga

Street, Ithaca, New York 14850. The experience of mine most pertinent to my

submission in this proceeding is that I was Chairman of the New York State Public

Service Commission between 1974 and 1977 and of the Civil Aeronautics Board

between 1977 and 1978; I am the author of the two-volume The Economics of

Re&Ulation, published originally by John Wiley & Sons in 1970 and 1971 and reprinted

in 1988 by The MIT Press; I have written and testified extensively on the subject of

telecommunications regulatory policy and published a book and numerous articles on

antitrust policy: I was a member of the Attorney General's National Committee to

Study the Antitrust Laws and the National Commission for the Review of Antitrust

Laws and Procedures. I attach a copy of my full resume.

"This affidavit was prepared in collaboration with Drs. Timothy J. Tardiff and William E. Taylor,
of National Economic Research Associates, Inc.
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2. The Commission has proposed to liberalize its interconnection policies,

in order to permit increased competition with the local exchange carriers (LECs) in

the provision of special access services. It also asks whether it should adopt similar

measures affecting switched access services.1 The purpose of this affidavit is to

comment on the merits of these proposals, spelling out in particular the accompanying

conditions necessary if they are to promote the interest of consumers collectively.

3. While I will devote most of my attention to the proposed rules affecting

special access services, I emphasize at the outset that the effects of adopting them will

not be confined to those services, but will instead have repercussions on the demand

for switched services as well, on the much larger revenues that they generate, on the

viability of the equal charge rules affecting switched access and therefore on the

conditions under which interexchange services generally are provided. The reason for

this is that there is some cross-elasticity of demand between switched and special

access. Since the proposed rules are likely to make available to a wider range of

customers services that bypass the switched access services of the LECs, they threaten

ultimately to diminish the ability of the LECs to generate the net revenues from

switched access necessary to cover their common costs and contribute to other public

policy objectives.

4. The Commission believes that this extension of competition into the LEC

network will increase economic welfare in much the same way as competitive entry

into interstate toll services. I do not disagree. The latter experience strongly suggests,

lExpanded Interconnection with Local Telephone Company Facilities, CC Docket No. 91·141, Notice
of Proposed Rulemaking and Notice of Inquiry (released May 6, 1991) ("NPRM" or "NOI").
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however, that unless the Commission accompanies its efforts to encourage competitive

entry into the provision of access services with changes in the ways it regulates the

challenged LECs, not only will the benefits of the competition be very limited, there

is a high degree of likelihood it will end up, on balance, doing more harm than good.

The reason this danger is so great is that the prices of LEC access services, under

current regulation, depart widely from economic costs, and therefore give rise to large

opportunities for inefficient entry into the provision of overpriced services and pose

corresponding artificial obstacles to entry into competition for underpriced ones.

5. My major conclusion, therefore, is that if the proposed changes are to

achieve their purpose, it is essential that the Commission adapt its regulatory policies

to eliminate the competitive distortions that would otherwise arise, and ensure that the

consequent intensified competition is on the basis of the relative efficiencies of the

various contending parties. Specifically, it would be necessary for the Commission to

provide not only for (1) open entry for all interested parties but also (2) LEC pricing

of the pertinent interconnections at incremental cost plus a contribution element, (3)

pricing flexibility for the LECs between a rate cap and an incremental cost-based price

floor and (4) reciprocity in interconnection and resale between the LECs and the

interconnecting parties.

II. ECONOMIC CONSEQUENCES OF COMPETITION FOR ACCESS TRANSPORT

6. Economists are close to unanimous in believing that wherever it is

feasible, effective competition produces results superior to those of comprehensive

economic regulation. The potential benefits of introducing competition into regulated



- 4 -

markets generally, and into the provision of special access services specifically, are,

essentially, of two major kinds: moving prices into closer correspondence with costs,

and dynamic improvements in productive efficiency and in product or service offerings.

7. The regulated rates for special access services are at present based on

fully distributed costs, averaged over services and transactions whose true economic

costs differ very substantially from one another; as a result, these prices differ widely

from marginal or incremental costs. Competition will concentrate on the services

whose prices are held above those levels and tend to drive those prices .dmm to the

economically proper levels.

8. Competition also tends-unless it is distorted by regulation-to improve

the efficiency with which services are provided, by weeding high-cost firms out of the

market and by the pressures that it exerts on the survivors, including pressures to

improve the quality of their offerings and to be innovative in developing and offering

new services and service combinations.

9. It does not follow, however, that piecemeal introduction of competition

into the provision of services whose incumbent suppliers remain in substantial respects

regulated will necessarily have the same beneficent consequences. The net effect will

depend heavily on the nature of the residual constraints on those incumbents and

whether, therefore, the enhanced competition is on the basis of the relative efficiencies

of the competing parties or is distorted by asymmetrical regulatory restraints on them.

I have, therefore, found myself moving in recent years from an earlier opinion that any

introduction of competition into regulated industries would probably be beneficial to

a recognition that "regulated competition"-which I have referred to elsewhere as "the
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uneasy marriage of regulation and competition1l2-might actually combine the worst

features of both: the familiar evils of cost-plus regulated monopoly, on the one hand,

and the inefficient distribution of production among rival suppliers without regard to

their relative efficiencies characteristic of competition under cartelization.3

A. The unfavorable effects of piecemeal entO' under asymmetrical remlation

10. When free entry is permitted but the incumbents (alone) remain subject

to regulatory restrictions, there are almost certain to be unfavorable consequences,

offsetting the favorable ones, with the result that economic welfare may well be

injured, on balance, rather than improved. While competitive entry may contribute to

improvements in productive efficiency, as I have already observed, it may also result

in decreases, to the extent that continued regulation prevents the incumbents from

lowering prices of the services in which they face competition towards their incremental

costs: that makes it possible for entrants with higher costs but lower prices to take

over some portion of the market.

11. The asymmetrical regulation of incumbent firms that has these inefficient

results takes a variety of forms. The most prominent among these are (a) the

requirement that they sell their services, competitive and non-competitive alike, under

posted tariffs, which cannot be altered without regulatory approval, typically only with

a substantial delay; (b) the requirement that their rates be based on average system-

2See my article with this title in TeJematics, September 1984, pp. 1-17.

3See my "Cartels and Trade Associations," Encyclopedia of the SociaJ Sciences (New York:
Macmillan, 1968) Vol. 2, pp. 320-25; also my The Economics of Regulation (2 volumes), John Wiley, 1970
and 1971, reprinted by the MIT Press, 1988, pp. xxxiv-xxxvi and Vol. 2, pp. 28-30, 189, 209.
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wide costs, which has the effect of making some services improperly vulnerable to entry

while potential efficient entrants are excluded from the opportunity to supply the

underpriced services; (c) the regulatory prescription of prices in such a way as to

recover historic or book costs, which, because of their failure to recognize possibly very

large differences between true economic and regulatorily-prescribed depreciation, may

differ widely from marginal costs; (d) the prescription of rates based on fully-distributed

rather than marginal costs; and (e) requirements upon only the incumbent to provide

backup service for its competitors without compensation.4

12. The effects of competitive entry on the structure of prices are not

necessarily efficient. Where the prevailing pricing structure involves rate averaging,

with the effect of above-marginal-cost pricing of some services offset by below-marginal-

cost pricing of others, competition for the former services is unequivocally beneficial:

it moderates the tendencies of the former prices inefficiently to discourage consumption

and of the latter inefficiently to encourage it. Where, however, prices of all services

are typically above marginal cost, in order to pennit the regulated companies to

recover their total costs in situations in which marginal costs are typically below

average costs, the tendencies of selective competition to reduce the one and pennit or

require raising the other are offsetting, in so far as their effects on economic welfare

are concerned.S

4See my The Economics of RelJUlation, pp. xxxv-xxxvi.

SSee .ihid., Vol I, pp. 169-72; Sylvester Damus, "Ramsey Pricing by U.S. Railroads, Can it Exist?"
Journal of Transport Economics and Policy, January 1984, pp. 51·61.
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13. This last example of the distortion introduced into relative prices by the
I

selective introduction of competition is a specific manifestation of a more general

problem that economists refer to as "second-best." Particularly where prices of various

goods or services are interdependent-most obviously, for example, if one is a

substitute for the other-movement toward apparently optimal prices (i.e., toward

marginal cost) for one mayor may not increase social welfare. In the situation before

us, the economically significant market is end-to-end interexchange services: switched

and special access are only alternative ways of providing parts of those services. While

intensified competition in the provision of special access will tend to bring the prices

of those services closer to marginal cost, the consequent shift in demand from switched

to special access6 may-indeed, considering the way in which the former is priced,

undoubtedly will-be, in important measure, inefficient. In so doing, competition will

aggravate a distortion that already exists under present regulations, which price special

access closer to its marginal costs than switched.'

14. Under thoroughgoing regulation, with entry blocked, there are two threats

to economic efficiency, corresponding to the two potential benefits of competition that

I have already described: inefficient pricing (which results in allocative inefficiency)

and inadequate pressures or incentives for productive efficiency. Incorrect pricing

causes some services to be used too much (beyond the point where the value to the

consumer is at least as great as the cost to society of providing the service) and others

6CoUocation and c~mpetition for special access will lower the price and increase the opportunities
for dedicated access between end users and IXC POPs, thus expanding the reach of such services.

'The record in Docket 78-72 shows that the rates for switched access are several times as great
as for special access facilities of comparable capacities.
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too little; and, as I have pointed out, it is one of the great virtues of competition,

from the economic standpoint, that it tends to undermine such price structures, based

on cost averaging. The allocative inefficiency introduced by this kind of average

pricing, however, imposes costs only at the margin-that is, only on the amount of

usage that is either stimulated or repressed by the inefficient pricing: if the amounts

of service consumers demand were not affected by these departures of price from

marginal costs, the prices would have caused no loss in economic efficiency. In any

event, whatever the elasticity of demand, productive efficiency would be unaffected.s

15. In contrast, the production inefficiencies of regulated monopoly, which

the pressures of competition may remedy, and the production inefficiencies introduced

by competition, if asymmetrical regulation prevents the incumbent firms from

responding, have their effects not just at the margin but over the totality of production:

efficiency is gained or lost on every unit produced or diverted, not just on the units

stimulated or repressed by prices departing from marginal cost. These effects, when

output is not provided by the lowest-cost producer, are frequently referred to as "first-

order" efficiency losses: as Figure 1 shows, they are typically much larger than

allocative efficiency losses, which are for this reason often characterized as "second-

order."

16. This is not an argument against liberalizing the conditions of entry, m

order to make competition possible, one of whose virtues is the promise it offers of

'This is true only as a rust approximation: to the extent demand is responsive to price, excessively
high prices interfere with the fullest exploitation of potential economies of scale in production and
excessively low prices may result in society's incurring diseconomies of scale.
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first-order efficiency .&aim. It is to
Figure 1

Welfare Losses from Inefficient Entry

circumstances, the theoretical benefits

overwhelmed by the inefficiencies

emphasize, however, that continued

becan

In these

entrypermitting

order efficiency losses.

regulation of the incumbent firm in the

presence of entry can also produce first-

from

inherent in regulation preventing victory

in the ensuing competition going to the
Q

most efficient supplier.

17. The Commission evidently believes that by proceeding sequentially,

establishing the conditions for entry only into the smaller market for special access

transport before deciding whether and in what ways to do so with respect to switched

access transport,9 it can minimize the risks of untoward consequences. Before taking

that first step, however, it must take into account the cross-elasticity of demand

between the two: introduction of competition into the one will induce inefficient shifts

by customers from the other; and the repercussions of that shift will be accentuated

by the fact that the net revenues (above incremental costs) earned from the additional

special access business will be considerably smaller than the net revenues lost on

switched access, because, as I have already observed, the markup above incremental

~he NPRM, paragraph 71, notes that special access transport services generate $2.6 billion in
revenues and switched access transport services $4.1 billion for Tier 1 LEes. In contrast, long-distance
services in the aggregate generate over $50 billion annually.
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cost on the latter service is much greater than on the former. Services such as

MEGACOM and MEGACOM 800 already permit large users of switched interexchange

services to circumvent the switched access services of the LECs by using special access

to connect to the IXC POP; by allowing CAPs and IXCs to use the LEC central

office to aggregate and disaggregate traffic for them, then using their own facilities to

transport that traffic to and from the POPs, the proposed rules would make this kind

of bypass available to a wider range of customers.10 The cross-elasticity of demand

between the two kinds of services means that if the Commission takes the first step,

it will confront increasing pressures upon it to take the second step, as well, in order

to halt inefficient migrations of customers from switched to special access. And while

it is true, as the Commission suggests, that the potential benefits from the second

extension of competition will be greater, simply because the switched access business

is larger than the special access, the potential inefficiencies will likewise be greater, if

the LECs are restricted in their ability to respond. Moreover, for the reason I have

already given, the rate rebalancing that would be necessitated by the entry of

competition into switched access will be much larger, both per dollar of sales (because

of the larger markup on switched than special access) and in the aggregate (because

of the greater size of that business), and so, correspondingly, will be the effects-both

lGrhe physical similarity between switched and special access, with collocation, will contribute to this
migration from the former service to the latter. The alternative providers clearly intend to compete for
both services with essentially the same facilities. Once the alternative transport facilities are in place, the
distinction between switched and special traffic is simply whether a switching capability is provided, either
by the LEC, an IXC, or the new entrant itself. The transition of MCI from a specialized private line
provider to a full scale long distance company during the 1970s strongly suggests that artificial boundaries
between these services are impossible to maintain.


