
- 11 -

is of course that if the risks are to be borne by the investors, they must see the opportunity

of retaining the supernormal profits from successful ventures.

(23) We have in the last very few years experienced a growing public recognition

of the very large benefits to the economy at large of encouraging major investments by the

telephone companies in what it is now a cliche to refer to as information superhighways-­

requiring very large investments in the digitalization of their networks and conversion to

fiber optic transrnission--while avoiding the imposition of unreasonable burdens on the

subscribers to basic service. These investments--and the public's attitude toward them--have

several characteristics arguing strongly for taking them fully out from under any remaining

elements of traditional rate base/rate of return regulation. First, they are very large and

very risky: their profitability will depend heavily on their ability to deliver new, diversified

services the demand for which is highly uncertain and the offer of which may well be highly

competitive. Second, despite the widespread conception that a modem electronic highway

is likely to have very large external benefits to society at large--in terms of reducing

congestion, saving transportation costs, permitting the superior delivery of such heavily

publicly-funded services as education and health care and contributing powerfully to the

increase of productivity and international competitiveness--there is a great reluctance to

expend large sums of public money on their development. This is so not only because of

the ubiquitous constraints on government budgets but also because of the inevitable

uncertainty, in an environment of constantly changing technology, about the wisdom of

particular investment programs. The third factor is the preoccupation of public policy

makers with keeping the price of basic telephone service low and affordable, so as not to

jeopardize the universality of subscription to it, and so with not permitting these

investments to impose a burden on basic rates.

(24) These considerations lend added weight to the reform of the present LEe

price cap plan that I have already recommended--substitution of a pure price cap on

services for which competition has not fully developed and that we are determined to keep

affordable, regardless of what happens to overall company costs and revenues. Such an

arrangement has the virtue not only of protecting purchasers of the latter services from the

outcomes of these huge new investments and the profitability or unprofitability of the

services that they promise to be able to deliver; it-also has the at least equal virtue of
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placing on the shareholders of the private companies the responsibility and the risks of the

major new investments required, along with the undiluted incentive to assume those risks

because they will profit fully and without dilution to the extent the investments prove

successful.

(25) Pure price cap regulation has the additional great virtue of making it

possible to relax the restrictions on the ability of utility companies to compete and so

mitigates the distortions of competition that those restrictions entail. Under rate of return

regulation--and, to a lesser extent, under price cap schemes that retain elements of rate of

return--there is always at least a theoretical possibility that the utility company, having

reduced the prices of its competitive services, may be able to return to the regulator and

obtain the right to raise prices of its less competitive services, in order to enable it to earn

at the authorized level overall. This danger in turn provides the rationale for regulators

setting floors under the competitive prices, with the enthusiastic support of the utility

companies' rivals, floors typically above incremental cost--in order to make a "fair

contribution" to the company's overall revenue requirements--and therefore at potentially

inefficiently high levels.

(26) This is not to deny the possibility that unregulated companies as well may

engage in predatory pricing. What makes no sense in unregulated markets, however--and

also makes no sense under pure price caps--is cross-subsidization: there is no reason for

unregulated firms not to have set the prices of their less competitive services at profit­

maximizing levels already and firms subject to pure price caps not to have set them at the

most profitable level permitted by the caps: In both situations this leaves no opportunity

for recoupment of net revenue losses flowing from predation. We do not in unregulated

markets guard against possible predation by setting floors under the prices of competitive

services: it is widely recognized that such a practice would be far more likely to suppress

competition, on balance, than to protect it. It is only the presence of rate base/rate of

return regulation that creates the possibility of recoupment and therefore of cross­

subsidization.

(27) The obvious solution to the problem of potential cross-subsidization.

therefore, is not to put floors under the prices or otherwise hamstring the telephone

companies in competitive markets but to abandon any remaining elements of rate base/rate
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of return and substitute for it direct regulation of the prices of monopoly services, in this

way breaking the link between those prices and overall company costs, prices and revenues.

In its pure form, direct price regulation eliminates any entitlement of regulated companies

to recover from monopoly customers any reductions in rate of return resulting from price

cuts in competitive markets. It correspondingly eliminates any incentive of the regulated

companies to shift costs from unregulated or competitive to less competitive services.

Under price caps--or any form of incentive regulation that breaks the link between

observed costs and prices--the LEe is no more able to cross-subsidize than an unregulated

firm: if it invests money in the destruction of its rivals, it will have to absorb that

investment as a reduction in its earnings and hope to recoup its losses later under more

favorable circumstances.

(28) Yet another benefit of adopting pure price caps is that it would free LEes

to pursue economically correct depreciation policies henceforward. Because prices would

no longer be linked to earnings, measured by regulatorily prescribed accounting, the factors

that have historically induced regulators to prescribe (what are widely recognized to have

been) unrealistically slow depreciation policies for such purposes would no longer apply.

Once prices are capped, the adoption of faster depreciation rates thereafter would not

affect prices but would instead come out of reported profits.

8. DerepJation or competitive services

(29) The logic of this reform is so widely acknowledged, it seems superfluous

to do more than mention it; but, clearly, as services become subject to effective

competition, the proper solution is simply to deregulate them and, in so doing, eliminate

all regulatory asymmetries and distortions of competition between the LECs and their

rivals. Moreover, individual services should be removed from regulation as soon as they

become competitive, and should be removed from regulation across whatever geographic

area competition is present. It would be nonsense, for example, to suggest that no service

should be deregulated until all services are competitive or to suggest that a service that is

clearly competitive in one geographic area should not be deregulated in that area because

it may not be competitive in some other geographic area--no matter how distant. This

reform, unexceptionable in principle, may of course raise problems in practice: it can be

very difficult in particular cases to obtain agreement among all interested parties about
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serv'ices are or are not subject to effective competition. It is partly--but only partly--in

recognition of these problems of administering this unexceptionable rule that I strongly

support the following two additional reforms.

C. DereiUlation of all new services

(30) The case for prompt deregulation of all genuinely new services does not

depend on specific prior determinations that the relevant markets are effectively

competitive. The logic of extending the deregulation of all effectively competitive services

to all new services--whether or not subject to effective competition--is straightforward. To

the extent that services are truly new, the conception of monopoly power in their provision

is of dubious meaning or significance. New services offer customers additional alternatives

not available to them previously. In the broader sense, therefore, their introduction is

fundamentally a competitive rather than a monopolistic phenomenon, even though they

may be distinctive and the innovator may be in a position to earn supernormal profits from

them. It is difficult to see any justification, for example, for subjecting Bell Atlantic's

proposed new video dialtone service to price cap regulation--all the more so because it will

compete with the established services of the incumbent cable companies.

(31) As the distinguished economist Joseph A Schumpeter emphasized, the

process of innovation--which he characterized graphically as a "process of creative

destruction"15_-is a profoundly competitive phenomenon, which, at one and the same time,

creates temporary monopolies and destroys preexisting ones. Those temporary monopolies

provide both the necessary incentive and reward for risk-taking innovation, the primary key

to economic progress. There is no reason to deny an innovator the rewards of being first-­

denial would inhibit innovation--and it should not matter whether the innovator is an LEe

or a new entrant.

D. Denp'aUon of all non-eore or discretionaa services

(32) In my firm judgment, the logic of the market and of entrusting the

exploitation oftelecommunications technology to unconstrained entrepreneurialism--subject

only to such economy-wide governmental protections as are embodied in the antitrust laws--

15J. Schumpeter, Capitalism. Socialism and Demogacy. Harper Colophone Books, 3rd Ed. 1975) at 81 (title
of Chapter VII).
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requires taking out of public utility regulation all non-core, non-basic or otheruise

discretionary services--even services of which the telephone company may be the sale

supplier. for the foll,owing reasons:

;. These discretionary services can in no sense be considered essentials or virtual

essentials of life, like electricity or water or basic telephone service, such as have

traditionally been the principal focus and rationalization of rate regulation.

Imposing regulatory constraints on the provision of such services, both new and

old, inhibits entrepreneurialism and innovation. As I have already asserted, the

fullest possible probing of the possibilities inherent in modern

telecommunications technology calls for freeing private enterprises to undertake

fully the risks of innovation--both marketing and technological--with the prospect

of full enjoyment of the rewards of successes, inhibited by neither the need for

regulatory approvals nor the prospect of regulatory recapture of the gains from

them.

So far as existing discretionary services 'are concerned, many of them already have

effective alternatives--answering machines for call-forwarding or E-mail, for

example. For those that do not, opening their provision to the superior

constraints of competition seems imminently possible, as the LECs comply with

the regulatory requirements the Commission has already adopted--such as

comparably efficient interconnection, open network architecture and collocation.

Even with respect to existing non-basic services in the provision of which the

LECs may have monopoly power, what is required is a resolution that continues

to reserve for the benefit of protected customers the profits that have historically

flowed from those services to hold down charges for services that may be

considered essential--particularly the basic monthly charge to residential

customers. This is typically accomplished under rate cap regulation by beginning

the future indexation of the affected rates at the historic level, which already

reflects that contribution. It is not a question, therefore, of freeing the LECs to

reap new and additional monopoly profits from preexisting discretionary services:

they have typically been priced already to maximize the contribution to basic

service. In this way, however, incremental profits or shortfalls that might flow
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from chanies in market circumstances--whether reflecting good or bad luck.

improvements or failures of efficiency. successful or unsuccessful innovation-­

would accrue to investors. as the competitive ideal requires.

VI. CONCLUSION

(33) The ultimate ordering of telecommunications that I enVlSlon in this

testimony, and that I believe the Commission envisions as well, is one in which the

exploitation of the enormous potential of its dynamic technology would be left to the profit­

seeking enterprise of any and all participating and potentially participating suppliers, risking

their own capital in offering whatever services they think may have a profitable market,

constrained only by the competition of others engaged in similar ventures and by a

continuing public commitment to preserving the universality of basic or essential service.

(34) This means, ultimately, freeing not only any and all potential entrants but

also the incumbent LEes: to offer whatever new services they wish, wire-based and radio­

based, both locally and outside their traditional local service areas; to enter whatever

markets they see fit to enter, whether by new investment or by acquisition (the latter

subject only to the scrutiny of the antitrust laws), bearing the full risks of loss from any

unsuccessful ventures, in exchange for the unrestricted right to the full profits from

successful ones; to take such actions without prior regulatory approvals or subsequent

second-guessing; and to compete without restrictions that are not imposed on their

competitors.

(35) This means, in the present proceeding, that the Commission should adopt

a pure price cap regulatory scheme for the LECs, remove one-sided regulatory restraints

that limit their ability to compete and remove from regulation services that are competitive,

new and/or discretionary. Ultimately, this means full deregulation of price, conditions of

service, service offerings and of entry and exit from any and all telecommunications

markets.
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