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a downstream toIl market. In such circumstances, regulatory forbearance would be warranted

in the eurier ICCC&I market. thoulh not necessarily in the toll market.

In addition. Dr. Bernheim's observation that

(.)inee the demand for intermediate services is derived from the demand for
complete IICrViccs, the existence or market power over an intetmediate lel"Vice allO
implles that • firm has effective market power over the fmallel'Vice (Bernheim at
4)

JIIIba no IOnIC to us. A very relevant countcr-aamplo is the marketa for inIet.1Ite carrier access

acrvicca and Interstate toll. At the prelCl1t time. LEes have no market power - or any reasonable

protpeCt of Mlalnina market power _. in the markeu for Interstate long distance services. Even If

)e,i.lation wore to open interLATA toJi markets to former Ben Operatin, Companies. it wouJd take

considerable time (or such LEes to attain control over the market price in those markets and thus

to be in a position to benefit from anticompetitlve access prieing that would require market power

in the retail market to be profitable. The relevant product market for carrier access services is the

let of loop. lWitchina and trlnspon services necessary to originate and terminate caUs at hip-volume

customer locations in a leo.raphic market; market power in that market does not imply - nor is

implied by -- market power in the market for retail 1011 services.

c. Standards for Competitive Intensity.

Dr. Bernheim asserts that imperfcctions in markel definition call for "a more stringent

standard to dctcnnine market competitiveness. -IS However. elsewhere he notes that an

important aspect of carrier access service is tbe fact that it is an Intermediate service. as opposed

to a service purchased by end users for final consumption. 16 One obvious economic

COIIBluence of this observation is that the standard measures of the intenJity of competition

derived from markets (or final services are likely to understate _. not overstate -- tbe actual

inac:nsity of competition in a market for an intermediate service. As we noted in our Comments:

lJ

I' -(t)he propoted applOllCh 10 the definition of rolevMt procIuoc milk. raia. 10 J1IOOIDile tbllt iDdividuai
.-vice COIIIfIGiWItIl are intennedi.ae .crvioas rathor thaD final serviClU- (Bernheim at 4).
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the (intermediate service] natu~ of the carrier access mukcts makes it
unthinkable that a customer would pay a higher price than necessary whenever
a choice was possible.

• Carrier access lel'Yiccs are sold to (etilentillly) three large. lOphisticated

multinational customers that purchase the umc or Jimilar JeJ'Vices in every

.eopaphic market served by the LEe and all other providers. Thus,

exploitation of market power that a LEe milht have in one leolraphic market

where an IXC has no alternative supplier of carrier acceu can be offset by its

purchase decisions in other markets where the IXC has alternatives.

• Carrier access services are homogeneous= there is no reason to prefer LEe to

CAP transport or self-supply at given technical specJneations. Indeed, in these

markets with a small number of selJers and buyers, a buyer can obtain a

competitive advantage •• as well as increased redundancy - by establishin&

relationships with as many sellers as possible.

• Canicr access is a large fraction of the costs of the three JXCs who compete

in retail long distance markets where a small discount in the price paid (or

carrier access would translate into a significant competitive advantage.17

A ICCOnd economic implication overlooked by Dr. Bernheim is self-supply. Conventional

..-aums of market share and market power in the carrier access market ignore the ability of

tile customer (JeneraIly an IXC) to supply part or all of this intermediate service itself. If it

pun:hues access from another IXC or a CAP, ordinary measures of the incumbent LEe's
market power diminish; if it supplies the carrier access service itself, the LEe's measured

market power is unchanged. Thus because this intermediate good is supplied by the Ixes

themleJves, LEe market share (and market power) is overestimated by the fraction of LBC and

CAP carrier access demand served by the LEe.

" SclamaI........T.ylor Commenbl at 30.
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IV. COMPE1I1IVE INTENSITY SHOULD BE MEASURED SIMILARLY FOR ALL
COMPETITORS.

Dr. Bernheim criticizes the Commission's proposed reforms IS -not Io(ing) fu enoulh

in spelling out the criteria nr.cdc:d to assess the intensity of competitionw.1 and sUUcsts six

IIaI of concern, ,enerally focusina on R:UOnS why ordinary criteria uled in other markets to

.... competitive mtensity would fail to detect market power in the carrier access rnarbtI in

question. AI a general observation. his comments - and those of AT&T p- appear to pcrIIin

more to an aueument ofcompetition in the JocaJ exchanac market rather than in the specialized

carrier access markets whole competitive intensity is under examination here. In particular. Dr.

Bernheim endorses AT&rs proposed "melric" criterion that "at least 30 percent of subscribers

in an area are in fact using alternative providers for )oc;aJ "";phone Srvice- (Bernheim at 17,

emphasis supplied). Similarly, AT&T's competitive checklist of necessary steps -to alJow

effective competition to develop in the access and local exchange markets" (AT&T at 6) is

certainly not necessary for effective competition in the carrier access markets alone.

We have two main concerns with Dr. Bernheim's discussion of measuring the competitive

inte8lity of a market: (i) the role of LEC "bottleneck facilities" in the determination of LEe

rnarIcet ))OW« in the carrier access markets and (ii) the quantitative measure of competitive

intensity proposed by Dr. Bernheim.

First, Dr. Bernheim identifies carrier access services as

unusual•••bccaulC...incumbent LEes are uniquely well.equipped to undermine the
development of meaningful competition, even when obvious barriers to entry are
removed. Therefore, it is important to apply a much more demanding standard for
evaluating potential competition for access services than is used in other contexts.
(Bernheim at 12).

He aoes on to identify the presence of -bottleneck- access services - for which he cites residential

local loops as an example -- as the source of this market power. While control over local loopi may

be a aource of market power for local exchange serviCM, it Js not a relevant concern in rntlUurina

the ability of an rxc to orilinate or terminate traffic to a high-volume customer lDCalion.

II Benlheim .. 11.
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carner access lervlcc - u provided by a CAP or Ixe - pnerilly include. the 1oc:aIIoop,

perdcularly for the customer class In question: hlah-volume customer locations. Thus while Dr.

Bernheim II correct. in principle, that a loop could be a LEe bottleneck faciIJty, that fact is

ICCOUIIted for in the USTA propoaed standard for implementlnc mcamllncd or nondominant

n.ulll1on. A customer location would not be counted as baving I c:ompedtlvc alternative to the LEe

unIeJI the JXCI tan reac.:h it without uain. any LEe facilities whatever. Thul when IXC. have

competitive access alternatives to reach 2S or '0 percent of the Il1I1'ket, the dearee to which LEe

loopa are I bottleneck facility is fully accounted for. To arlue that • 'much more demanding

JtIndIrd. abould be applied in the carrier access market bcc:auae some LEC facilillea are bottlenecks

is effectively double counting because the decree to which LEe facilities are bottlenecks in the first

pllCe is measured in the standard. Dr. Bernheim acknowledges thil fact:

Although the LEe would not be able to handicap entrants offering complete. stand­
alone, alternative networks, luch an entry strategy involves enormous sunk costs
and risks, especially if aU of the preconditions fOT entry have not been et'fectiveJy
implemented. (Bernheim at 13).

Such sunk costland risks have been voluntarily assumed by CAPs since the mid-1980s, presumably

Iona before AT&T's proconditlons for entry were effectively implemented.

In addition, the fact that some LEe facUities arc inputs into interstate toll services is

hardly the most significant way in which carrier access services differ from ordinary retail

lCI'Vicei. As described above, the two main FCasons why ordinary market power analysis would

tend to overstate LEe market power in the carrier access market are

• the fact that carrier access is an intermediate homogenous good, sold to a

smaIl number of knowledgeable customers for Which access is a significant

fraction of their cost of business, and

• the fact that lXCs can and do supply all manner of access facilities themselves,

using their own networks."

,. 'I'h1If ATA,... cllIim -LECa' uniT actual COlllpCltitDI1I are oumpaIitiva IICClaIII provi (·CAPa·)·
(ATAT at 1) .. noe &II it iporw.U direct llUIID8Ctiun. belweea IXC. uc1 their cuato w.1l ..
all DeC aetwott upuaion_ that nlduce ca1'rier KCeM charrea.
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The tint fact lmpUa that - for I liven market IItUCQIrc .- price comperition in Ihe carrier acca.

1!*bl win be more vlJorous whUe the lecond implies that ordinary measures of market Itructure

and nrket power - based on CAP ClPACity or mlrket mares - win underswe the true

compeddveneu of the structure of the carrier acceu market.

Second. Dr. Bernheim recognizes the need to establish a simple quantitative test to use

for implementing streamlined or nondominant regulation for LEe carrier access services.20

HoweYer, the standard that he finds to be "insuffICiently demanding" for additional LEe pricing

flexibility -- that It least 30 percent of subscribers in an area UIC aIW'native lupplien for local

exchange Iel'Vice -- is incorrect in principle and unrealistic in maanitude. It is incorrect in

principle because (i) it ignores the fact that the LEe share of addressable c;apaciey, not its share

of current cUSlomen, determines the l.Ee's ability to affect the market price," (ii) the CAP

share of customcR greatly undentatcs thcir share of the market, because a gros"y

disproportionate share of long distance volume is consumed by high-volume busincss customer

locationa, (ill) ignoring JXC self-supply implies that measured LEe market share overstates the

LEe's true share of the market because self-provisioned carrier access demand is never counted

as put of the overall carrier access market, (iv) mar1cet share is not an adequate measure of

market power while use of market share as a standard creates inefficient incentives for the

reJulatal firm, and (v) the markets in question are carrier access markets, not local exchange

markets.

In addition, Dr. Bernheim's -- and AT&T's -- proposed metric is unrealistic and would

prevent LEe pricing flexibility in circumstances where anticompetitive pricing would be

Qtremely unlikely. First, it is imponanl to take into account the history and CWTCIlt level of

LEe carrier access prices in appraising the likelihood of price increases that exploit market

power. At divestiture. the contribution from interstate ton services that previously IUpportcd

..
2'

IIembeim I' 16-17.

Dr. Bomheim repeIU &hi, errgr in hi. dillCUlllli,,,, of tho po......ic porvaai\'CllClll ofcompedtion (Bemhoim
II 11) wbM be noleI that hi. lItIndIrefIt for competition -mull Hilt for 90" of cad·...... wilhin die
...rllflhic ....it 1Mt;' ... 10 der.. abe~I market,- As noted in our euiier Reply Commentl,
ATlt.T ooui...,ly I&I'eIIed the dltrereaee hoIweon mutcet llbare and mubt poww 11IIII &be \lie of
c:.pKit)' u a lIetter _ .. of .rtet eonceftlralion thin output....... See 5ch1lUlIen..-Taylor,
·..,11 CcJaun.1a: M.rb& ADalyaia ..d Pri_ Flexibility for Inte.....e Acceu s.va..• A'........t
10 the United ....T~eAuocialillft Reply Commeala in CC Docket No. 94-1, JUDe 29. 1994.
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loca1 exchanae service was shifted to carrier access services, and - despite a decade of

continuous price decn:tues -- LEe carricr access prices, including substantial contribution in the

form of eCL and RIC, exceed incremental costs. Pricing ftexibility in the future could not

exploit market power in carrier access markets any more thoroU&hly than felulation hu

exploited it in the put.

Second, withholding pricing flexibility for local telephonc customers until It leut 30

perc.:ent of 10caJ exchange customers usc alternative providers is out of step with another market

structure ltandanl used by the Commission and specified in the cablc Act of 1m: that a cable

system wu deemed to face sufficient competition to warrant deregulation -- not merely pricinl

flexibility - whenever a competitor offers service to SO percent and selVes more than IS percent

oC the market. AT&T's proposed metric for LEe pricing flexibility would require twice the

market share of competitive providers as the cable Act requires for complete deregulation. In

addition, of course, cable services are purchased by final consumers, not IXCs, are a small

fraction of consumer expenditure and are far from homogeneous. By way of comparison, the

USTA proposal permits streamlined fCeulation when competitors can addras 2S percent of the

market and nondominant regulation when the market is SO percent addressable.

V. PRICE REGULAnON REQUIRES Lr.s5 DEPENDENCE ON ACCOUNTING

COSTS.

On behalfof the cable industry, Dr. Johnson points to remaining thcorctica1links between

aceounting earninss and the price cap index for LEes and concludes that it is premature to grant

LEes pricin& flexibility and that -- on the contrary -- further accounting-cost safeguards should

be imposed on LEe pricing to prevent cross-subsidization. In our view, both parts of this

_'lUment are wronl: the existence of such links in theory does not imply that price cap

1'eIulation exposes customers to real threats of cross-subsidi7.aUon, and -- even if it did - the

cure or additional reliance on cost accounting is ineffective and exacerbates the disease it

purportS to cure.

First, the theoretical links between accounting losses for competitive services and price

caps for less-competitive services cited by Dr. Johnson are Ienuous, uncertain and incomplete.
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Dr. Jolmaon 11I_ that a priaH:Ip-regulated LEe has an incentive to price competitive services

below COlt because it can offset iu losses by (J) a reduced sharing obligation in the event of

ovenamiDl, Cli) a larger increase in the price cap index in the event of undereaminl, or (iii)

• unaDer futuro productivity offset in the event the price cap plan is renesotiated. However,

wba1 the LEe lets its prices for competitive services, it has no knowledp of ita future

IICCOUfttina emUnls and does not know whether any of these events will occur that would

mitipte its loses from its anticompetitive pricina.22 Thul it would be foolhardy to set

competitive service prices to lose money in the expectation that sharing at the end of the year

- or at the end of a thR'lC or five year review period - would reduce its losses. Even if it knew

witb certainty that it would be sharing eamin~s, it is undeniable that its incentive to cross·

subsidize would be lower than that of an ordinary rate-of·return regulated firm. Under the

current (interim) price cap plan, if earnings happened to exceed an upper sharing threshold, a

LBC that deliberately incurred losses to serve customers with competitive alternatives would still

10Ie at least '0 cents on the dollar plus one or two years' interest on its losses. If earnings fell

below a lower threshold, il would be able to offset losses until its interstace accounting rate of

return reached 10.25 percent; however, further losses would have no effect on its price cap

index.

Second, there is .eneral apeement in the industry that the permanent price cap regulation

plan under consideration at the Commission win further reduce the remaining vestigial backstop

and Iharlng links between accounting earnings and the price cap index. The Commission has

clearly IIatcd • preference for the elimination of sharing, and the USTA proposal to replace a

constIRt productivity offset X with a moving average would provide a self-correcting mechanism

that would eliminate the need for frequent reviews of the ptan.n With sharing and revisions

of X e1imiJWed, the only ~maining link between current earnings and future changes in the

price cap index would be a possible implicit mechanism to ensure continuity of service. Such

a mechanism would not give rise to an incentive to underprice competitive services because (i)

Dr. JohuoD evideally belieYeIl atherwi.: lee p. 12 whew. LEe IlOJecl. its X·faetor -in afder la protect
• hillier rate ()f Ntwn...or 16 pon:anl. -

2J s.e Price Cap PerfOl'llW* Rev... ror LocaIlixchanae Carriers. CC Docket Na. 94·1, PpurIb furtbtr
NoIiopo(Pgoted RulolNki",. rcIeuod: $op\omber 27. 1995.'J 14 and USTA'. Commenll fil.. ia ....t
prooeodiq.
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it would only come into pJay under circumstances in which the entire carrier access market was

10 highly competitive that the LEe could not cam reasonable overall interstate returns, (If) the

LSC would have to anticipate its underesniftls in its pricing decision, and (iii) the lona-term

proIpeCt of pin from anticompetitive pricing in the carrier access market would have to

outweiP the Ihort-tcrm certainty of loss.

lbinI, suppose~ remained a weak and unocrWn relationship between prices and

eaminp in one qment of the curier acc:eas market and the price cap index for other segments

of the carrier access market. Dr. Johnson's proposed cure for that problem is to

continue (FCC] oversight of cost assignments between more competitive and Jess
competitive markets, until both have become effectively competitive. (at 3).

This policy prescription is internany inconsislCnt and would effectively reverse nearJy a decade of

reduced regulatory reliance on artificial accounting cost assi,nments to lovern pricel in marbts

opeaed to competition. It is inconsistent because it would strengthen, not weaken. the link between

ICCOUncJng costs and pricea and increase. not reduce. the ability and incentive of the re,ulaled firm

to 'exploit its remaining market power by misallocatine costs to less-competitive scNicea.

Finally, Dr. Johnson observes that many stales do not use pure price caps to regulate

intrutatc services and thus that

a threat of cross-subsidy would remain as a consequence of potential cost
misallocations between the intrastate and interstate jurisdictions (at 13).

It II certainly true that many ltate. do not practice pure price cap regulation. thou,h the current trend

in Idopdon of Incentive regulation plans clearly favors plans without eamin,. sharing." However,

Dr. Jobnson'. analysis ~- applied to Ole Interstate carrier aeeess markets -- COIIICI to the opposite

conclusion. Expenses and investment are allocated between interstate and intraswe Jurisdictions by

facron which lar&cJy depend on relative usaJc. If a LEe were to expand ita interstate carrier access

demand (or retain demand it would otherwise have 10s( to a competitor) throuJh eross·subsJdization

or any other form of anticompetitive pricing, the effect would be to ~. nol increase. its

SlIM price &lip pi.. adopIed recaIlly (after 1993) tMt do not have an OIImiDI.-bued pnwilion
inciudelJ1inoil. Ohio, P8lUlllyl\lUi•• 0.1..,., Vir,tnia, WilCODSin, Maine lind ...• UI. There Ire

-riDe proviliora in earlier price cap pllllf in California, New JerleY, Oroioa ucl Rho4c 1,land.
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intraIUIC COIU _ prices. I

In aam, while Dr. Johnson raises points that have some theoretical validity. they have

no Ipplicatlon in the interstate carrier aceeu markets at hand. To miti.ate the conIICJueneei of

remaining uncertain links betwfJeIl interstate costs and interstate prices, It makes no lellle: 10

increuc the use of lCCOuntin, costs in determining interstate prices. In general. Dr. Johnson's

stated conc:emu that LEe video diaJtone services might be subsidized by basic local telephone

service i. misplaced in this forum, where the concern is rather that LEes might recSuc:e prices

to IIa'Ve some carrier access customers below cost while increasing carrier access prices to other

CUItOmerI.

VI. CONCWSIONS.

The Commission should move forward to institute the changes in baseline re,uJation now;

a competitive sbowina is not in the interest of the customers or market participant.l. Economic

tbeoly draws no observable briJht lines -- e~1abHshes no numerical standards _r to determine

when a lCI'Vice can be safely regulated by market forces. Even If it did, regulatory judgment

would ItDI be required to match the allowed amount of market power to the appropriate de&ree

of Rlulation for each service to be classified. Moreover, market information is not solely in

the poIseasion of the telephone company and frequently derives from firms not subject to

Commission jurisdiction or is simply unavailable. Finally, market share measurement is

inherently backward-looking, and the results of the competitive assessment must pertain to the

future. Por these reasons, it is eminently sensible to resolve uncertainty by establishing "a

rebuttable presumption of competition based on a simple set of clear, quantitative criteriaw26

and arantin, more symmetric reculation and pricing flexibiJity in markets where a sufficient

fraction of customer demand faces a choice of suppliers. There arc important diSlireements

reprdlng the criteria to be measured (e.g., capacity as opposed to number of customers) and

-My CUDOOnl IteR; is with c:nmpetitive - or put_iiall)' competitive -- lIelViC811 that share inYelltment or
IlCU'rinl upen- wilh .sic local O1chance r.ervic:ea.• (Johnson I' 6).

• ....mItJ7.
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the quutitltive standard for pricina flexibility (e,g., 2S percent addressable by. competitor u

opposed to 75 percent addrcuable Iftd 30 percent competitor mukct share applied to 90 percent

of the customers In a IClOJraphic market).

In our opinion, the volume oC demand in a market that is addressable by multiple IUpplicn

iI the appropriate criterion to be measured to pUle the remainin, decree of market power. The

number of ellltOmc:n addressable by or sublcribcd 10 competilOl'S has no bearing on the abUlty

of the LF.C to raise price profitably above its competitive level, which is the hallmark of market

power. We also believe that special characteristics of the carrier access market - particularly

itlltatus u an intermediate homogenous service and the importance of self-supply - imply that

the lower end of the proposed standards offers sufficient regulatory protection to the (essentially)

three large consumers of carrier access services. Explicit or implicit use of market share (of

customers or addressable capacity) to trigger pricing flexibility would engender a whole new set

of reauJatorily-dJstorted incentives. and the ensuing market outcomes would not ncceuarlJy leave

erad-UICl'S better off.

Them is probably aencral agreement that it is difficult to predict from historical data just

bow firms in a newly competitive telecommunications market will behave in the future. In our

view. 1tlulatory policy would better emulate competitive market outcomes if regulatory

restriction. were lifted sooner, relying on monitoring and the implicit threat of strieter regulation

rather than prediction to ensure that vestigial market power is controlled. Such a process would

be particularly efficient compared with the alternative of retaining strict price regulation for each

service untU the LEe could demonstrate une41uivocalJy •• service by service and market by

market - its inability to increase prices.
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Atlanta, GA 30375

Richard McKenna, HQE03)36
GTE
P.O. Box 152092
Irving, TX 75015

Robert A. Mazer
Nixon, Hargrave, Devans & Doyle
One Thomas Circle, NW
Suite BOO
Washington, DC 20005

David R. Poe
Cherie R. Kiser
LeBoeuf, Lamb, Greene & MacRae
1B75 Connecticut Avenue, NW
Washington, DC 20009

Peter A. Rohrbach
Linda L. oliver
Hogan & Hartson
Columbia Square
555 13th Street, NW
Washington, DC 20004



Henry M. Rivera
Ginsburg, Feldman and Bress,

Chartered
1250 Connecticut Avenue, nW
Washington, DC 20036

Terry L. Murray
Murray and Associates
101 California Street
Suite 4225
San Francisco, CA 94111

Anne U. MacClintock
Southern New England Telephone

Company
227 Church Street
New Haven,CT 06510

Lisa M. Zaina
OPASTCO
21 Dupont Circle, NW
Suite 700
Washington, DC 20036

Frank W. Lloyd
Kecia Boney
Mintz, Levin, Cohn, Ferris,

Glovsky and Popeo, P.c.
701 Pennsylvania Avenue, NW
Suite 900
Washington, DC 20004

International Transcription Service
2100 M Street, NW
Suite 140
Washington, DC 20036

Alan ). Gardner
Jeffrey Sinsheimer
Cal iforn ia Cable Television

Association
4341 Piedmont Avenue
Oakland, CA 94611

David C. Bergmann
Yvonne T. Ranft
Office of the Consumers' Counsel
State of Ohio
77 South High Street
15th Floor
Columbus, OH 43266


