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=gxchange service and interexchange service are intrinsically natural
manopolies. " ‘

Not many econanists disagree. what they question is the degree of
the cost advantage these natural monopolies afford ard whether it is
sufficient to warrant regulatory parriers to entry. let the free market have
its way, they blandly proclaim, and if what you say is true the jinexorable
consequence will be the reestablishment of a single SUp lier market. They do
not acknowledge what surely they know and that is that a camnbination of
regulatory handicapping of the currently ‘daminant' Sup lier and anxieties on
that supplier's part that his response to campetition will be characterized as
anticampetitive altogether precludes the working out of that econamic lesson

in the real world."”

Alvin von Auw

Heritage and Destiny



1. Introduction

There is ge

neral support for the idea that natural monopoly markets

chould be regulated if there are methods of regulation capable of generating

net benefits

(i.e., as long as the cure is not worse than the dise

ase) and

that effectively cmpétitive markets
benefits of regulating a campetitive
and the costs are not (i.e., if

a critical question unanswered: How

should not be regulated since the

market to prevent moncpoly abuse are zero

it ain't broke, don't fix it}. 1/ This leaves

does one determine whether or the extent

to which a market is campetitive or monopolistic?

1/ Opinion about the efficacy of regulation varies considerably.

Williamson (1976, p. 73) observes that:

Oliver

The orthodox attitude among econamists toward regulation

is one of "disdain and contempt.."
reputation is not undeserved. ..
Milton Friedman (1962, pp. 128-129) states that:

There is unfortunately no good solution for technical

monopoly.
private unregulated monopoly,
by the state,

exceedingly difficult to reverse.

There is only a choice among three evils:
private monopoly regulated
and govermment operation...[Tlhe great
disadvantage of either goverrmental regulation or
govermmental operation of monopoly is that it is

In consequence, I am

inclined to urge that the least of the evils is private

unregulated monopoly wherever this is tolerable.

Dynamic changes are highly likely to undermine it and
there is at least same chance that these will be allowed

to have their effect.

And even in the short run, there

is generally a wider range of substitutes than there

seems to be at first blush,

so private enterprises are

fairly narrowly limited in the extent to which it is

profitable to keep prices above ccst.

Moreover, the

regulatory agencies often tend themselves to fall under
the control of the producers and so prices may not be
any lower with regulation than without regulation.



That seems like a simple question to answer, put the simplicity is
deceptive. Counting the canpetitors would, for example, provide one pasis for
an answer. 2/ The problem is that it will often provide an erronecus or
misleading one. The fact that a single fimm operates in a market does not
necessarily make the market a natural monopoly and a candidate for
regulation. Indeed, if the only reason one f£irm operates in the market is
that entry by other firms has been uneconamically restricted 3/ and regulation
is responsible for the restriction, just the opposite conclusion might be
warranted. As alfred Kahn {1971, p- 146) asks in his regulation textbook . “"If
canpetitors want to enter, how natural can monopoly be?"

symmetrically. the fact that several firms operate in a market does not
necessarily mean that the market is not a natural monopoly. Part of the
answer to Kahn's question is that monopoly can be plenty natural if the basis
for competitive entry is inefficient pricing rather than lower costs. The
presence of more than one supplier may indicate the econamic viability of
multiple sources of supply or it may reflect, among other things. inefficient
("politicized") pricing of jndustry inputs and/or outputs and the existence of
what is, in effect, a regulatory cartel. AsS Almarin Phillips (1982, p- 23)
argues:

Through regulation of one kind or another--legislation,

injunctions, consent. decrees, Or regulatory edicts—the
pricing and services of AT&T, the BOCs, and other

non-Bell participants in the switched network can be
arranged so that all are viable. That is, regulations
can be formulated to preserve and protect an inefficient

structure with many firms. Competition, nonetheless, is

2/ Analysis of market shares is merely a sophisticated way of counting.

3/ Harold Demsetz (1982) explains the concept of properly scaled entry
barriers.



just the opposite of this. The idea of campetition is
to have 2 market structure that without regulation,
induces efficient pricing.

Looks can be deceiving. That will be particularly so when the processes
which produce what we' observe differ from the ﬁrocesses which underly and
justify use of the observations as indicia of econanic performance or
competitive gtatus or Sawe other phencamenon. 1n athletics strength—of-
schedule considerations affect evaluation of winning percentage as an index of
ccmparative tean performance. Analogouslys extramarket considerations af fect
evaluation of market data as indicia of effective canpetition in econanic
markets.

»Asymmetric regulation” is the name Richard schmalensee (1984) has given
to the PCC'S current policy of subjecting AT&T to more stringent regulation than
its rivals in the markets for telecammunications services. 4/ This paper
examines the implications of asymmetric regulation for campetition policy
analysis. In particular, it considers how asymmetric regulation affects
interpretation of market share data as evidence of effective competition or
monopoly power. The basic thesis of the paper is that current regulatory

policy substantially weakens what is already a tenuous connection between

4/ The FCC has, for all practical purposes s deregulated ATsT's interexchange
competitors. ATsT is still subjected to the full panoply of regulatory
requirements.



market share and market power. This implies that if decisions about

deregulating AT&T are pased primarily on the size of its market share, the
pace and extent of deregulation are likely to be econcmically nonoptimal in
the sense of "too little-too late" or oo much-too soon” (possibly both).

The paper is orgamzed in the following manner: Section I1 analyzes the
problem of how information relevant to questions about the appropriate extent
of government intervention in the marketplace can be discovered. We consider
three methods for determining whether provision of any or all long-distance
telecammunications services is a patural monopoly: (1) empirical estimation
of industry cost relationships; (2) analysis of market shares; and (3) the
test of open market competition. Our analysis suggests that of the three, the
latter is the only procedure capable of discovering whether the market is a
natural monopoly. Competition provides the test of whether monopoly is
natural: Does only oné fimm survive the camnpetitive process?

Implications for policy are discussed in section III. Our basic
conclusion is that if what the FCC wants to know is whether a camnpetitive
(i.€., self-policing) industry structure is viable and regulation unneeded, it
should vrest-market” actual campetition. Attempts to achieve sawe desired
conf iguration of market shares through regulatory means may serve other ends,
but they invalidate the use of market information as an indicator of
competitive status or comparative efficiency. ToO promote consumer welfare,
the FCC should organize regulation SO that feedback information about market
processes and outcames accurately reflects basic econamic forces of supply and
demand (including the true campetitive capabilities of rival fims), while at
the same time assuring that consumers are protected fram monopoly abuse. Fram

an informational standpoint, the FCC's goal should not be to produce particular



results, but rather a fair test that produces unbiased information. 5/ If an
effectively campetitive market structure proves natural in an open, equal
access envirormment, then deregulation will be warranted. A “campetitive®
industry structure which is merely an artifact of regulatory division of the

market supplies scant basis for prudent policymaking.

II.  Ratural Monopoly: The Problem of Authentication 6/

The defining characteristic of a natural monopoly industry is cost
subadditivity. 7/ Subadditivity implies that costs of supplying a given set
of outputs will be lower if production is carried out by a single firm rather
than by two or more firms, Qost subadditivity may pose a policy dilemma, for

if technically efficient (i.e., least cost) supply requires production by a

5/ The flavor of this policy prescription has been well captured by
Camnissioner Dennis Patrick in remarks before the Federal Camunications Bar
Association. Patrick (1984, p. 7) observes that:

[T)he Cammission cannot create competition: the demand,

supply, and cost characteristics that will support

canpetition either exist or they do not at any given

point in time,
Patrick assumes such conditions do exist in the interexchange market, but he
(1984, pp. 6~7) warns that:

Failure to recognize the impact of our continuing

regulations could lead us to misjudge how campetitive a

market really is absent regulatory intervention. OQur

misjudgment would became apparent only after decontrol,

when the market returned to its natural equilibrium,

undisturbed by our regulatory intervention.

6/ Thamas Sowell (1980) analyzes the characteristics of different processes
of authentication.

J/ The concept of subadditivity is defined and explained in W. Baumol et. al.
{1982).
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single firm, that firm may possess monopoly power. 8/ Regulation may then be
imposed as a means of preventi.rg exploitation of market power: while simultanewsly
obtaining the cost savings associated with single-firm organization.

That, of course, is an idealized portrayal of regulation. Actual
régulat.ion shares the “erait of jmperfection with all other other real econamic
institutions. In particular, the idea that regulation is needed toO prevent
the prices of long—distance telephone services fran exceeding their econamnic
costs ignores that, nistorically. regulation has peen an important reason why

prices have exceeded costs. 9/ The view that regulation and competition are

8/ Market power deperds On the absence of close substitute product s.

9/ Bs John Wenders (1984, P- 20) has argued:
Contrary to what actqally nappened legally, fram the

ATsT was certainly a part. This cartel was made

sible by the industry's rapid technological change
and other fortuitous features of the telecamnmicatiors
market, and evolved over the years for the purpose of
effecting the huge and growing subsidy fram toll to
local relecamunications services. This politically
popular gubsidy not only created huge welfare losseSy
put, as happens with all cartels: also set in motion the
corrective forces of campetition, the defense of which
caused ATST to run afoul of the antitrust laws. This,
of course, was as it should be. Fran the standpoint of
econanic welfare, the campetition vhich is important in
any industry is camnpetition which is directed at
relieving the wonopoly power which distorts econcmic
efficiency...The real monopoly power present in the
telecaunmications industry was created and fostered by
the political process which regulated this industry.



potential substitutes also ignores other important functions that campetition
performs and regulation does not., 10/
schmalensee (1984, pp. 3-4) recamends that:

As a permanent, long-run policy, the Camuission's choice
should be between regulation of a single supplier of
: telecamunications services (if natural monopoly
elements are important) and unregulated competition (if
they are not).

10/ Campetition not only forces prices to reflect costs, but also leads costs
to be minimized. If costs are higher than they need to be, the fact that
prices reflect costs should be of little consolation to consumers or
regulators. Similarly, if products consumers would prefer to buy are not

of fered for sale, the fact that the prices of those that are offered for sale
reflect costs should again of fer little consolation.

It is equally true that regulation may perform certain functions that
campetition does not. For example, regulation may permit political transfers
through price manipulation, what Richard Posner (1971) has described as
wTaxation by Regulation.” Gerald Faulhaber (1975, p. 972) argues that:

If the public authorities desire both subsidizing prices

and economies of scale, then the coercive authority of

the govermment must be employed to restrict or prohibit

entry into the market. Thus, even when the public

enterprise enjoys increasing returns to scale, if the

regulators adopt a pricing policy of subsidization,...

entry rmust be restricted.
The problem with restricting entry is that it means excluding potentially more
efficient suppliers and foregoing the beneficial effects of potential :
campetition. It is possible to achieve social goals without foregoing the
benefits of open entry through a more explicit scheme of taxes and direct
subsidies. As Baumol et al. (1982, pp. 365-366) argue: '

[O)lbjectives not automatically taken into account by

market forces may nevertheless be pursued...by a policy

that relies upon general financial inducements, not

case—by-case intervention and direct controls...The

costs of the pursuit of the special objectives are borne

by society as a whole, not by particular classes of

consurers who have the burden thrust upon them by cross

subsidies either voluntarily adopted by or imposed upon

firms by the authorities.



This presumes that there are practicable methods for determining whether
*natural monopoly elements" are important. We consider three methods for
ascertaining whether the telecammunications industry cost function exhibits
subadditivity: (1) empirical estimation of industry cost relationships;
(2) analysis of market shares; and (3) the test of open market campetition.

A. Empirical Estimation: In principle, one way to detemine whether an

industry cost function displays subadditivity is to measure it directly using
econametric tools. 11/ There are, however, several difficulties with this
approach that preclude its providing a solid foundation for policymaking in
the instant setting. First, the task itself, while describable, is dauntingly
difficult and will usually prove impossible to carry out. As Baumol, Panzar
and Willig (1982, pp. 170-172) note in their boock on contestable markets, an
unfortunate attribute of the subadditivity condition that unavoidably
canplicates empirical tests to determine whether or not it is satisfied is
that it is a "global® not a "local® concept. They (1982, p. 171) explain
that:

[Ulnlike the property of scale econamies at y [scme set
of outputs), subadditivity at y cannot be conclusively
assessed from data about costs only in the vicinity of
y. The cost surface must be scrutinized not merely in
the neighborhood of that point, but also all the way to
the axes and the origin. This is a very demanding task
for empirical work because it is likely to require data
well outside the range of available observations. If in
recent decades a firm has produced no quantities varying
by more than say 25 percent fram its current output,
then there will be no statistical data (except perhaps
for some obsolete figures) that can indicate the shape
of the cost function anywhere near the origin or the
axes. Thus, the data requirements of a statistical test
of subadditivity can be very severe indeed.

11/ Econamists' policy prescriptions generally presume (perhaps without
basis) that cost relations can be (or have been) accurately estimated.



The reason global measurement is required is to test whether many small firms

or medium-sized firms or a carbination of the two can produce more cheaply
than can a single producer.

- The second probldm with econametric authentication processes is that the
state of the relevant art, both in general and specifically in terms of the
instant problem, is not such as to inspire or pemit great confidence in its
findings. On the general merits of using econometric tools to measure

econanic cost relationships, John S. McGee (1974, p. 68 and D. 88) remarks

that:

when 1 began to study econanics, I had high hopes that
statistical analysis would solve these and other
mysteries. Such a hope was naive then; it is naive

now. Apart fram expense, there are intractable problems
involving accounting data; the detemnination and
allocation of administration, planning, and other
crucial costs to the outputs being measured; the
interdependence of costs fran one production period with
those of others; and so on. All in all, such studies
are at least as likely to mislead as to inform. At
best, they would inform only about the irrelevant past.

On my reading of both theory and the evidence,
statistical cost and engineering studies teach us
precious little about even the relationship between
business size and cost. If he likes, an optimist can
await the day when we will have learned a lot about
costs. I think he will have a very long wait.

Even those who are more favorably disposed toward this approach admit that

there are serious difficulties in applying it. 12/

12/ 1In the exchange fram which the McGee quotes are drawn, F.M. Scherer
(1974, p. 97) grants that *the problems in measuring scale economies are
tough.”



in terms of telecamunications cost studies, specifically, Phillips
(1982, p. 11), a close student of the industry who believes there is
conpelling evidence of cost subadditivity, nevertheless disclaims that:
Econcmetric tests are, of course, frought with technical
difficulties. It is indeed questionable whether matters
. of so grave .a concern as the structure of the telecammunications
industry should be based on them alone.

According to D.5. Evans and J.J. Heckman (1983, p. 149):

[Nlone of these studies can provide decisive evidence
that the telephone industry is or is not a natural
monopely. The most reasonable conclusion that can be
made fram the available evidence on the cost
characteristics of the telephone industry is that there
is weak evidence that this industry is not a natural
monopoly. (emphasis added)

These authors subsequently note the possibility that "more sophisticated
studies with better data may reverse our finding that the telephone industry
is not a natural monopoly or may find that particular telephone services can
be provided most efficiently by a single firm."

The third difficulty with econametric ‘authentication arises because
actual estimates conflict. Thus, even if one were willing to rely upon this
method of authentication, there would still be a problem because there is no
consensus in the literature about the answer to the guestion at issue.
Campare Phillips' summation of what the evidence shows with Evans ard
Heckman's.

Phillips (1982, p. 11):

Numerous examinations of ATiT's and Bell Canada's

operating costs are virtually uniform in rejecting the
esis of constant returns to scale. The more

sophisticated of these explain observed costs in temms

of output rates for several telecammunications services

[i.e., they test for econamies of scope], factor and
materials input prices, and one Or more proxy variables
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to capture the effects of technological change. .. [T1here
is remarkable consistency in the overall conclusion that
the scale coefficient significantly exceeds the unity
value associated with constant returns to scale...

[TIhe results of the econametric studies are consistent
with independent engineering and other nonstatistical
estimates of cost functions. In addition to strict

: scale econames, the latter suggest the presence of
econcmies of scope and of econamies of traffic
density. Further they confirm the econametric evidence
that subadditivity in costs pertains to interexchange
transmission as well as to the local exchange services.

gvans and Heckman (1983, pp. 147-148):

Having examined the major Bell System econametric studies
relied upon by Rosse, We conclude that (a) the Vinod studies
rely on an inappropriate statistical technique; (b) the
Christensen study uses an jnvalid and irrelevant aggregate
measure of relecammunications outputs; and (c) none of these
studies provide credible evidence concerning whether a single
firm can provide any Or all telecammunications services more
efficiently than several firms...The most camprehensive of the
Bell Canada studies—-the Fuss ard waverman study—rejects the
hypothesis that there are scale econcmies in private line
service and other telecamunications services. 13/ The most
reasonable conclusion one can make from the studies revi

by Rosse is that, to the extent these studies shed any light
at all on the issue of whether a single firm can operate any
or all telecammnications services more efficiently than
several firms can, they suggest that the provision of
telephone service by a single firm may not be the most
efficient arrangement available to society.

Given pointed conflicts in expert opinion (real ory potentially, fabricated)

and judicial-regulatory—political jnability to judge the merits in technical

13/ Waverman (1975), however, concludes that the industry is a natural
monopoly on the grounds that there are important transactional eff iciencies
associated with single-entity organization. Problems of cost allocation and
recovery have obvicusly been a prime focus of public policymaking under the
new industry organization in telecamunications. Ironically, these problems
would not (or at least need not) exist under integrated monopoly. Indeed,
integration is generally posited as a solution for the kinds of difficulties
now confronted in this area. See Oliver Williamson (1971 and 1979), Roland
McKean (1971) and F.M. scherer (1980, pp-. 300~305).



disputes, there seems little prospect for econometric resolution of the
lexistence of natural moncpoly' question.

B. Analysis of Market Shares: Market share is a freguently cited

measure of market power. If an industry really were a natural moncopoly, the
ifevitable result of uhregulated (i.e., real) campetition would be a single
£irm and that firm would obviously possess a 100 percent market share. It
does not follow that a high market share implies market power or that an
unconcentrated industry structure implies effectively campetitive
performance. High market share may be a necessary but is not a sufficient
condition for market power. 14/

ATiT's market share has been cited as evidence {and as a source) of its
market power and a decline in its share has been suggested by same as a
cordition for deregulation., 15/ The premise that makes loss of market share a
requirement for deregulation is that such a loss signals increased campetition
and reduced need for regulation. That this is actually (or only) the message
share data transmit is by no means obvious.

One possibility is that a fimm may sacrifice market share by simply not
campeting as vigorously as it otherwise might. It would, in fact, have
positive incentives to do that if loss of market share were made a condition
for being freed from regulation. In that case, what is actually reduced

campetition would be interpreted as increased campetition on the basis of

14/ Low market shares may be consistent with market power in the presence of
effective cartelization. Economists generally argue that effective
cartelization in a large-mumbers (low market share) setting is unlikely
without government involvement.

15/ See Comments of MCI in AT&T Deregulation Inquiry (Docket
No. 83-1147).



market share data and (ironically) a signal to deregulate. That kind of
perverse outcame stemming fram strategic responses to judgmental criteria is
what econcomists refer to as a signaling problem. 16/

Market power is the ability to raise prices above cCOSts without suffering
serious campetitive consequences. In price theoretic terms, market power is
measured as the inverse of the elasticity of demand a fim confronts. 17/

Market share/concentration ratio measures are simply observable structural
characteristics of markets which indicate in rough temms what a firm's elasticity
of demand would be if it could be directly observed. Most analysts argue that a
large market share is not sufficient to show market power because it does not
take into account the ability of market entrants or other market participants to
of fset monopolistic output restrictions. 18/ Inferences based on current market
shares will generally understate the actual elasticity of demand a firm confronts

and hence overstate the actual extent of its market power.

16/ On the econamics of signaling, see Michael Spence (1974). The specific
disabilities of market share/concentration ratio measures as policy signals
were one of the principal criticisms leveled against the failed industrial
deconcentration legislative proposals of a decade ago. Those proposals called
for the breakup of firms with large market shares in concentrated

industries. Rather than pramote campetition, such laws would have discouraged
it by providing disincentives for fimms to campete and grow. Note also that a
firm's market share (and the industry concentration ratio) is not solely a
matter of its own doing, depending also on the behavior of its rivals as well
as the govermment in the case of regulated industries. That point is relevant
to our discussion as well.

17/ Elasticity is a measure of demand sensitivity. If demand is very
sensitive to price changes (because of the availability of substitute
products), elasticity is large and its inverse is small.

18/ William Landis and Richard Posner (1981, p. 947) note that "market share
alone is misleading” and that there are pitfalls in mechanically using market
share data to measure market power. They argue that an appropriate measure of
market power "will attempt to capture the influence of market demand and
supply elasicity.”
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A more fundamental criticism of the market share approach is that it
infers ineffective campetition on the basis of a measure that may in fact
reflect effectively competitive behavior. As Landis and Posner (1981, p. 976)
note:

- The firm that by dint of cutting costs and price obtains
a large market share should not be condemned as an
unlawful monopolist. 1t should always be open to a
defendant in an antitrust case to rebut an inference of

market power pased on market share by showing that its
market share is the result of low prices.

In modern econamic analysis, focus has shifted fram the number of actual
competitors in a market as a determinant of industry performance to conditions
of entry and the presence {or absence) of size econanies as determinants of
industry structure. 19/ Relationships between industry structure, fim
behavior and performance are reciprocal, but modern analysis suggests that
absent unwarranted parriers to campetition, industries will tend to be
structured in the manner that maximizes efficiency. In the absence 6f
protection fram campetition, large firm size is not a demerit but should be
taken as evidence of efficiency. Fimms that do a good job satisfying consumer
preferences tend to grow and became large or, in more value-laden terminology.
“daminant.”

In unregulated markets, the econamic meaning of a large market share is
ambiguous. A large market share may jmply the presence of monopoly power.
Alternatively, a large market share may reflect provision of good service,
indicating effectively campetitive behavior and no problem of monopoly. In

regulated markets, the significance of market share as a measure of either

19/ - see Harold pemsetz (1974) and M. Smirlock et. al. (1984).



market power or campetitive effectiveness is attenuated. Regulation renders
market share data less meaningful in either sense.

Suppose a market is effectively monopolized and effectively regulated.
In that case the incumbent will have a 100 percent market share ard no power
to raise prices above «competitive levels. Suppose that instead of limiting a
monopolist's price to the campetitive level, regulation requires rate~
averaging, that is, that the incumbent charge uniform prices in different
market segments despite different costs of serving the segments. Under that
arrangement, prices will exceed marginal costs in some areas and marginal
costs will exceed prices in others. In the latter areas, below-cost pricing
deters entry so that the incumbent again has a 100 percent share but again
possesses no market power. 20/ In other areas, above-cost pricing attracts
entry so that the incumbent's market share in these areas will decline. That
decline is, however, of limited significance since it is merely a byproduct of
economically inefficient pricing. Indeed, what causes the decline in one set
of markets is precisely what prevents it in the other set. In this regard,
note the inconsistency in requiring loss of market share for deregulation in

the face of pricing policies that prevent such a loss fram occurring. 21/

20/ As Landis and Posner (1981, p. 976) note:
In this case the causality between market share and
price is reversed. Instead of a large market share
leading to a high price, a low price leads to a large
market share; and it would be improper to infer market
power simply fram observing the large market share.

21/ A similar inconsistency is entailed in requiring ex ante cost reductions
to justify price reductions that lead to ex post cost reductions because of
fixed cost spreading. To require, as a precondition for price cutting, the
cost savings price cutting induces is obviously to preclude such cuts.



Regulatory handicapping works in similar fashion. If one firm is forced
to bear higher costs than others (e.g., through differential *loading" of
fixed costs) or is forced to meet regulatory requirements that put it at a
competitive disadvantage vis a vis its rivals, it may lose market share and
its rivals may gain share. These changes are again of limited significance
since they reflect the effects of regulation rather than canpetitive
performance. They do verify the ability of campetitors to enter and
successfully exploit market opportunities presented by inefficient pricing.

It is, of course, perfectly legitimate to argue that entrants would have
entered and prospered without asymmetric regulation, but the point is that
that cannot really be known or is at least less convincingly known in the
presence of such regulation. Baumol et. al. (1982, p. 351) define an industry
to be a natural monopoly if the cost-minimizing industry structure is a single
firm. Competition provides the market test of whether a monopoly enterprise
is actually a natural monopoly-—Can it succeed in remaining alone in an open
market? If competition is restricted, there can be no such test. Thus, a 100
percent share is of little probative significance if entry is blockaded.
Simiiarly, an industry with a “campetitive" structure may not be all that
competitive if competition had little to do with the determination of that
structure and regulation had a lot to do with it. Replacing a regulated
monopoly with a regulatory cartel would place the telephone industry
approximately where the airline industry was prior to deregulation.

Regulatory attempts to create a »preferred” market structure spoil the

market test. Econamic history suggests they are unnecessary and regulatory
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history suggests they are likely to be costly and j11 conceived. 22/ The merger -

movement in the 1890's and the subsequent experience of the resulting

consolidations have several lessons to offer to proponents of regulatory market

share management. Most of the large mergers of that era consolidated more than

50 percent of the capacity in their respective ipdustries into a simgle fimm.
George Stigler (1968, p- 102) reports that:

... [Tlhe mean share of the market controlled by the
mergers studied by the Industrial Canmission was 71
percent (one in the 25 to 50 percent rangés 11 in the 50
to 75 percent randé, and 10 in the 75 to 100 percent
range). In the ninety-two large mergers studied by

similar: seventy-e ight controlled 50 percent or more of
the output of the jndustry; fifty-seven controlled 60
percent or WOI'€j and twenty-six controlled 80 percent Or
more.

yale Brozen (1982) has studied the perishability of the market shares of
these dominant firms. He (1982, p- 217 and P» 219) concludes that:

Turn-of-the-century cawbinations were often created in
order to monopolize and, less often, to econcmize and
improve service to custamers. Where managements tried
to use daminant positions to extract supracanpetitive
prices, however, the consolidations did not lorg remain
daminant OF viable. Only where they quickly gave up
monopolizing and price-raisirg activities and turned
their attention O improving efficiency. product

22/ John Meyer et, al. (1980, P« 184) note that:
The concept of *regulation creating a better market
structure” relies, at its base, on the assumption that
regulation has the capability to modify and create the

market structure it seeks. This inevitably raises the
question of whether regulation can, in the long run:

industries other than telecarmmications. there is
considerable evidence that attempts to modify market
structure through regulation have often failed.

For an econamic critique of FCC attempts to create a preferred industry
structure in proadcasting, see R Noll et. al. (1973},



quality, product design, and marketing, and succeeded in
matching or exceeding actual and would-be campetitors,
did they endure.

Same leading firms with large market shares have
believed that they could behave monopolistically. The

“ market infommed them of their error and, frequently too
late for the health of their enterprises, taught them
and other businessmen that the attempt to monopolize is
more often the road to losses than to profits, absent
the government as an ally.

Analysis of market share data often provides the starting point for an
econowic evaluation of market competition. Traditional antitrust enforcement
still relies heavily upon market share data and related information. Modern
analysis strongly sugyests that one cannot unambigucusly equate declining market
shares with improved industry performance, particularly when market shares are
determined in whole or part by regulation (or strategic responses to regulation)

rather than by campetition.

C. "Campetition as a Discovery Procedure" 23/: The theory of perfect

campetition posits a market in which there are a large number of buyers and
sellers trading a homogeneous good, in which knowledge about consumer tastes,
production techniques and trade opportunities is camplete, and in which there
are no restraints on the movement of prices and resources. lack of realism in |
a scientific model is not necessarily a vice and can be a virtue. 24/ There

are purposes for which the theory of perfect campetition supplies a useful

23/ See Friedrich A. Hayek (1978). This subsection draws heavily on Hayek's
work.

24/ See Milton Friedman (1971).



tool of analysis. 1t defines a type of market equilibrium that provides a
pasis for predicting the effects of changes in supply and gemand in
comparative static terms. 25/

There are other purposes for which this type of model is unsuited and,
therefore, inadequate for purposes of explanation and understanding. 26/ One
such is the idea that it provides useful benchmarks against which real markets
can be campared to gauge their "canpetitivenﬁs." As William Allen (1982, p-
43) observes:

[Tlhere are fatal difficulties in using abstract
conceptualizat ion of a never-never world of atomistic,
equilibrated uniformity as guide in grading and possibly
circumventing and constraining the ever—evolving, adjusting
real worlg——a world of risk and uncertainty. experimentation
and research, disequilibrium and change, sweat and strain. 1In
such a world, it is naive to suppose that we have available a
simple neat measuring rod of market pehavior and influence,
enabling us readily t jdentify the bad and the beautiful,
distinguishing wgonopolists® fram campetitors.”

The basic shortcaning of the theory of perfect canpetition as a theory of
rivalry or competitive process (as opposed to market equili.brimn) is that it
assumes what it should explain. The productive capabilities of producers
(including their ability to persuade consumers to buy what they are trying to
sell) and the wishes and desires of consumers (including what kinds of
products and services they want to puy and how much they are willing t© pay)

wcannot properly be regarded as given facts put ought rather to be regarded as

25/ See Paul Samuelson (1947).

26/ On the importance of appropriate model selection for campetition policy
analysis, see Richard Schmalensee (1979).
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problems to be solved by the process of campetition." 27/ It is only through

the process of campetition that these facts will be discovered.

In his famous essay on "The Use of Knowledge in Society,"” Hayek (1948A,

p. 77) explains that:

1f we posses's all the relevant infommation, if we can start
out from a given system of preferences, and if we cammand
canplete knowledge of available means, the problem which
remains is purely one of logic. That is, the answer to the
question of what is the best use of the available means is
implicit in our assumptions...This, however, is emphatically
not the econamic problem which society faces...The econamic
problem of society is not merely a problem of how to allocate
»given" resources—-if "given" is taken to mean given to a
single mind which deliberately solves the problem set by these
"data." It is rather a problem of how to secure the best use
of resources known to any of the members of society, for ends
whose relative importance only these individuals know. Or, to
put it briefly, it is a problem of the utilization of
knowledge which is not given to anyone in its totality.
(emphasis in original)

It clearly makes little sense to evaluate the econamic organization of an

industry on the basis of how well it camports with a theoretical ideal, which

is ideal only in temms of solving a problem different fram the one we actually

face and are really interested in solving.

A related but distinct line of criticism is that of Joseph Schumpeter,

who argues that, in the long run, it is product rather than price canpetition

(narrowly construed) that is of primary importance for expanding consumer

27/ See Hayek (1948B, p. 96).



welfare. 28/ In Schumpeterian terms, sthe problem that is usually being
visualized is how capitalism administers existing structures, whereas the
relevant problem is how it creates and destroys them." 29/ Be (1950,

p. 84) argues that:

* {1)n capitalist reality as distinguished fram its
textbook picture,...the camnpetition which counts is
that. ..from the nev canmodity, the nev technology, the

new source of supply, the new organization {the largest-
scale unit of control for irstance)--cmpetition which
canrands a gecisive cost or quality advantagé and which
strikes not at the margins of the profits and the
outputs of the existing firms but at their foundations
and their very lives. That kind of campetition is as
much more effective than the other as a bambardment is
in camparison with forcing a 4oor, and so much more
important that it becames a matter of camparative
indifference whether campetition in the ordinary senseé
functions more Or less pramptly; the powerful lever that
in the long run expands output and brings down prices is
in any case made of other stuff.

on both the Hayekian and Schumpeterian views, campetition is an
evolutionary process of discovery and selection, rather than simply a method
for allocating given means among known ends. An important implication of the
idea that campetition is a discovery procedure is that closed nonopoly (or its
less efficient first-cousin, the regulatory cartel) is a procedure for
remaining ignorant. No single organization can poSsess all the knowledge and
skill that are relevant for production of any but the simplest goods and

services. Restricting campetition, particularly by restricting market entry

28/ Product campetition itself frequently possesses an important price
dimension. For illustration, suppose a f£irm produces a windshield wiper that
lasts twice as long as its rivals', but is only half again more expensive.
That product innovation ef fectively lowers the price of the service (ViZ.,
windshield wiping). :

29/ See schumpeter {1950, P- 84).



by new firms, reduces the chance that better products or lower—-cost methods of
production will be discovered and subjected to a market test.

Phillips (1982, p. 22) argues that:

S0 long as a natural mongpoly with scale, scope and

density econamies has the incentive to offer new,

technologically possible services, it is always more

efficient to have the services provided by that

moncpoly—--subject to reasonably effective regulation—
than to have the same services carried by new entrants.

The problem with that argument is, first, that regulation itself may operate to
inhibit technical innovation by removing the profit incentive to innovate. 30/
if a fim's profits are restricted, its incentives to lower costs will be
reduced. And the nore effective regulation is, the more it will work to

reduce such incentives. Second, actual pricing under regulated mongpoly in
telecamunicat ions cannot be defended on efficiency grounds, including the
efficiency with which politically inspired cross-subsidies are carried out. 3y
Phillips himself explains attempts to enter the industry in part on the basis of
faulty incentives provided by pricing decisions under the regulated monopoly
regime. These are, as he argues, properly “regulatory issues," but if the
efficacy of closed mongpoly depends on the existence of “reasonably effective
regulation,” poor regulatory performance in practice weakens the case for

closed monopoly. Phillips' policy prescription amounts to an argument that if -

30/ Regulated firms may nevertheless do same innovating if utility
maximization in the presence of a profit constraint leads managers to
substitute technical innovation for profits.

31/ James Griffin estimates the econcmic welfare losses associated with
current inefficient pricing practices to be on the order of $1 billion per
year. He (1982, p. 66) concludes that "the existing degree of cross
subsidization of local service by long~distance service cannct be justified by
welfare econamics.”
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we knew we had a natural monopolY (which we do not know) and if a natural
moncpoly had adequate incentives to innovate (which it may not, given
effective profit regulation) and if a regulated monopoly could be relied upon
to price efficiently (which historically it did not), then regulated (and in
agme cases closed) monopoly would be more efficient than alternative modes of
organization.

Econanists have shown that in certain cases costs can pe subadditive
(i.e., an industry can actually be 2 natural monopoly)s but there may
nevertheless be no set of prices sustainable against entry. 3 Phillips
{1982, pp- 22-23) concludes that “where prices are not sustainable...barriers to
entry must be included within the regulatory set." 33/ For unsustainability to
justify restraints upon econanic freedam, empirical estimates of cost
parameters showing that 1possible’ ciramstances are vactual' circumstances
are necessary. if such a demonstration is virtually impossible given
impoe?:sible-to—fulfill data requirements, the limited power of existing
econametric £ools. the nature of govermental processes of authentication and,
in particular, the potential for obfuscatory exploitation of camplexity
abounding therein, unsustainable natural monopoly can never succeed as a
policy rationale.

without empirical support, the unsustainable natural moncpoly rationale

for entry restrictions assumes the gquality of religious argurent for it

33/ Ina recent paper., Richard Zerbé (1984) proffers the same advice.



requires that one take on faith the existence of certain cost relations and
discount any potentially salutary effects of actual or potential

competition. Absence of evidence implies that a policy of free entry also
rests on faith, but as Baumol et. al. (1982, p. 222) aver, "“cases in which
entry may lead to samg social inefficiency should not be taken to tilt the
scales against the presumption that freedam of entry is socially beneficial.”
The burden of proof should always be on those who would restrain such freedam.
The advantages of the campetitive approach have been well summarized by Baumol
et. al. (1982, p. 222) as follows:

(F)reedam of entry, indeed the mere threat of incursions
by entrants into the market, may effectively discipline
the moncpolist, even if entry is never successful. It
can force the monopolist to curb his avarice and forgo
profits he might otherwise have enjoyed...Potential
campetition can also force the monopolist to produce
with maximal efficiency, and to hunt down and utilize
fully every opportunity for innovation. Perhaps most
surprising of all, it can induce the monopolist to
institute those (Ramsey) prices which welfare theory has
shown to be requisites of Pareto optimality under a
profit constraint. In short, the threat of entry can
force virtuous behavior upon the moncpolist, for if he
behaves badly his monopoly becames vulnerable. In our
analysis, it is freedam of entry alone that is capable
of accamplishing all these things. (emphasis in
original)

Assuning what a real theory of campetition would explain, the theory of
perfect campetition analyzes how well a particular (generally infeasible) form |
of market organization solves a problem different fran the one we actually
face. The same criticism can be made about the theory of regulated
moncpoly. That theory purports to demonstrate how regulation can protect
consumers fram monopoly exploitation given all the information about consumer

preferences and producer costs that is similarly taken as given in the theory
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of perfect canpetition. 34/ 1t that information were truly given or could be
costlessly produced, the question of appropriate industry organization would
be a matter of 1ittle consequence. 1t is precisely because knowledge is a
soarce good that econanic organization matters and that interesting problems
of comparative jnstitutional choice arise.

The actual performance of regulation is nothing to write home about. On the
view espoused here, regulatory failure is not the result of econamic illiteracy
or faulty bureaucratic incentives, although those would certainly need to be
included on any list of important contributing factors. 35/ The real source
of failure is that without the presence or threat of canpetition, 2 regulator
cannot know what needs to be known for regulation to work in even a mediocre
way, or, for that matter, to determine whether regulation js even needed.

The telecammunications industry (or parts of it) may be a natural
monopoly, but ultimately the only way of determining whether that is sO {or
continues to be SO in the future) is to allow free competition. Free competition
_is campetition which permits firms to succeed O fail primarily on the basis of
consumer judgments expressed directly in the marketplace, rather than, say.
govermmental judgments which mainly reflect the legal pleadings and political
1cbbying of industry participants and the structure of incentives confronting

regulators and politicians.

34/ That theory also takes as a given the campetence of the state to achieve
desired goals. that is, it assumes that the structure of incentives
confronting regulators will lead them to pehave in ways that pramote desired
goals. See G. Stigler {1975).

35/ See Roger Noll (1971).



Phillips may be right--campetition in telecamunications may be an
impossibility, but, paradoxically, the only way of discovering whether that is
so is to permit campetition. Hayek (1978, p. 180) advises that:

[Clampetition is valuable only because, ard so far as
its results are unpredictable and on the whole different
fram those which anyone has, or could have, deliberately
aimed at...The market leaves the particular camnbination
of goods, and its distribution among individuals,
largely to unforeseeable circumstances—and, in this
sense to accident. It is, as Adam Smith already
understood, as if we had agreed to play a game, partly
of skill and partly of chance. This canpetitive game,
at the price of leaving the share of each individual in
same measure to accident, ensures that the real
equivalent of whatever his share turns out to be, is as
large as we know how to make it. (emphasis in original)

s

III. Policy Implications

Our conclusion is that the best way of discovering whether canpetition
works is to try it. The ultimate proof of whether a self-policing industry
structure is viable lies in the pudding of free campetition. Allen (1982,

p. 44) suggests that:

It is entirely sensible to look at market performance rather
than market structure, to assess real productive results of
real market behavior rather than market organization on the
basis of static and bloodless criteria.

One advantage of an approach that focuses on performance rather than
structure is that plausible strategic responses lead to greater campetition
rather than less (viz., lower prices rather than higher). As noted earlier,
one disadvantage of utilizing market share as an indicator of market
campetitiveness is that less actual campetition can lead to incorrect
inferences of increased campetition. For illustration, suppose AT&T judges
that to be freed fram regulation it needs to l1ose 30 share points. One way to

achieve that goal would be to adopt an urbrella pricing scheme that provides
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an opportunity for its rivals to grow. 36/ That strategy implies higher
prices for consumers, but it ljeads to a fall in ATsT's market share and the
incorrect inference that the market is in sane meaningful sense more
effectively campetitive. 3

» In contrast, strategic gaming of judgmental criteria that focus on
canpetitive performance would lead to greater camnpetition. 1f AT&T wanted to
behave strategically., the way to do so if campetitive performance were the
decisionmaking criterion for deregulation would be to campete like crazy. But
that is precisely what is needed to detemmine if a self-policing industry
structure is viable. 1If such a structure were not viable, surely it would be
better to discover that before giving AT&T freedam to raise prices at its

discretion.

A. Test—MarkeMtition: The practical policy question is how to

arrange a market experiment that provides a relatively unbiased test for the
presence of natural monopoly elements, while gimultaneocusly protecting
consumers fram any monopoly fallout. In switched services, @ meaningful
experiment and valid test results probably require widespread availability of

so-called "equal access™ and, just as importantly, an end to access cost

36/ Govermment. agencies with an institutional stake in the survival of
particular f£irms may not object to such behavior. They may well seek to
instigate it.

37/ Wenders (1984, p. 35) suggests that:
No one concerned with econamic welfare in the
telecawanications market can logically argue
that...toll rates should be kept high and that the
States and the FCC should practice handicapped
regulation and umbrella pricing in toll markets.



nandicapping. 38/ Current access pricing is not cost-based, but rather
subsidizes certain interexchange carriers whose network access is technically
inferior and certain local telephone services. 39/ On the assumption that no
carrier would buy inferior access at a price reflecting what it actually costs
to produce (because no consumer would}., the nature of campetitive rivalry
under equal access conditions will differ significantly fran that which exists
now. 40/ That suggests the limited significance of current market data, on the
one hard, and & logical starting point for the test-marketing of campetition,

on the other.

38/ In other areas (e.g. private lines), equal access is not an issue.

39/ Access pricing through regulatory and political processes has proven
susceptible to exploitation through prinkmanship. The gcverment's
cammitments to campetition and universal service have proven irresistible
targets for such tactics. Few with the power to hold those cammi grents
hostage have failed to try to exercise it. And few who have tried have failed
to make gains as a result, thereby encouraging others to try. A fundamental
problem is, as the NTIA has observed in it camrents in the AT&T deregulation
inquiry, that the FCC, perhaps through no fault of its own, may be incapable
of mollifying all the contesting interests. 1t is not clear what it would
prove if it could. The purpose of regulatory refom is presumably not to
custain a cartel of certain producers and consumers with the FCC as a cartel
manager. It is to provide an institutional framework that allows buyers and
sellers in the marketplace to play the major role in determining an
appropriate allocation of resources within the industry. Phillips (1983,
p. 292} suggests thats

In brief, and on a piecemeal basis at that, the FCC——ard

even more so the Department of Justice—seems to be

seeking rates that will sustain the emerging and

increasingly inefficient organizational structure of the

telecanmunications industry. They should be doing just

the opposite. They should be looking for an efficient

organizational structure so that ef ficient rates could

be developed.

_42/ See Brian Sullivan (1983).



The basic outline of a test-marketing experiment is clear, having been
undertaken in other industry settings., most notably in air transportation. 41/
The experiment would involve establishing a zone of reasonableness within
which ATST would be free to act without Commission approval. 42/ The zone
would provide for relief fram regulations which require approval for pricing
changes, nevw service offerings and new facilities construction. The zone
could expand if competition thrives or it could contract if a monopoly

industry structure proves natural in a contestable, equal access envirorment.

B. Downward Versus Upward Pricing Flexibility: A zone of

reasonableness can provide for greater downward than upward pricing
flexibility if fears of monopoly pricing so warrant. This would need to be
carefully considered since anamalies in the current structure of rates make
marked upward revisions in rates for some services econcmically desirable. If
those anamalies were removed or dealt with separately, there would appear to
be several advantages in a zone of reasonableness$ for pricing decisions that
provides only for gownward pricing flexibility.

suppose the upper boundary of a zone of reasonableness for pricing
decisions were set at current rates with provision for adjustments to reflect
changes in the purchasing power of the dollar and in direct assigmment of
access costs. Noteé, first, that under this approach AT&T's ability to exploit
its market power by raising prices would be limited. ANY real (as opposed to

naninal) rate increases would require FCC approval and presunably plausible

41/ See Elizabeth Bailey et. al. (1984).

42/ Kahn (1984) and the Department of Justice (1984) have of fered specific
proposals.



cost justification. Furthermore, if rate ceilings were indexed to direct
assigrment of access costs, AIST would be prevented fram exercising any market
power by simply not lowering rates when access costs are directly assigrged
(i~e., when such costsfare no longer borne by AT&T).

The principal fear of deregulation is that AT&T will be able to raise
rates and not suffer sufficiently immediate adverse consequences in terms of
loss of business. There is no reason why deregulation cannot proceed in
phases with upward pricing flexibility deferred until a canpetitive track
record is established. Sequential decisionmaking avoids the problem of having
to describe all possible contingencies and appropriate adaptations in
advance. Events are allowed to unfold and policy responses are keyed to what
actually happens. A ceiling approach insures that consumers are made no worse
off as a result of deregulation since what is being deregulated is price
cutting not price gouging. This also has important implications for the
guestion of rate deaveraging.

Effective campetition leads prices to reflect costs. This implies that a
regime of averaged rates may not be sustainable in the face of campetition.
The reason is simply that consumers who confront rates that exceed costs will
tend to migrate to lower-priced canpetitive alternatives and that may make it
difficult to maintain below-cost rates. Competition may be incanpatible with
broadly averaged rates. Assuming the upper boundary of a zone of
reasonableness for pricing decisions were periodically adjusted to reflect
changes in the purchasing power of the dollar, gradual rate deaveraging could
occur without trauma. As time passes, it is likely that technical advance and
fixed cost spreading will generate cost reductions. With downward pricing

flexibility, ATsT would thus be able to deaverage its rates by lowering prices



selectively rather than by raising them selectively. Downward deaveraging,
like downward pricing flexibility, leaves no one worse off relative to their
current position.-

A zone of reasonableness with no upward pricing flexibility would also

discourage predatory pricing, the topic to which we now turn.

C. Downward Pricing Flexibility and the Question of Predation: When

there is a nontrivial probability that natural monopoly elements are
important, standards of fair competition assume special significance because
of the possibility that firms may fail naturally as a result of effective
canpetition rather than unnaturally as a result of unfair exclusionary
behavior. 43/ Optimal standards of fair pricing should seek to balance the
costs of two different types of errors-—costs associated with reductions in
competition resulting fram a failure to discern predation when it is really
occurring and costs associated with reductions in campetition resulting fram a
finding of predation when it is not really occurring. The costs of Type I

errors are the higher prices that result because campetitors have been driven

43/ Gary Becker (1971, p. 95) notes that:
For at least the last 200 years, econanists have been
trying to understand why same industries are campetitive
and others monopolistic. And for almost an equally long
period, two campeting explanations have been offered:
one stresses the technological conditions that make
monopoly inevitable, the other stresses the incentives
to collude and suppress campetition.
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fram the market. The costs of Type Il errors are the higher prices that
result because campetitive rivalry has been stifled. 44/

In modern econamic analysis the success of a predatory strategy is
posited to depend on the credibility of the predator's threat to rivals.
Because predatory pricing does not, in general, pose a crédible threat in
strategic terms, most econamists reject predatory pricing as a likely
exclusionary strategy. 45/ It has been suggested that a predatory pricing
threat may be more credible if the would=be predator operates fram a protected
monopoly position for that may provide a means for offsetting losses incurred
fram below-cost pricing. If a firm lacks such a protected position, it is
logically precluded fram using it to acguire or sustain other monopoly

positions.

44/ 1In his exchange with Professors Areeda and Turner on predatory pricing
policy, F.M. Scherer (1976, p. 874 and p. 902} supplies these illustrative
warnings:

1t can think of no surer way to encaurage passive

noncampetitive behavior on the part of firms with market

power than to adopt a rule leaving open only those

responses to new entry that are ineffective or self-

defeating. A "deterrer challenged must yield" rule

would undoubtedly engender repetitions (for different

reasons, to be sure) of the Canadian cement industry

experience, where passivity by the daminant firm in the

face of new entry lead to a 55 percent capacity

utilization rate during the late 1960's.

...67 years of sluggishness, as in the American steel
industry would be an appalling price to pay for a policy
that encouraged passivity by the daminant firm...The
United States Steel Corporation was organized in 1901
but did not begin defending its position with noticeable
vigor until 1968.

45/ See, for example, John S. McGee (1980), Roland Koller I (1971) and
Richard Posner (1976).
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In OPP Working Paper #8, Daniel Kelly (1982} suggests that telecammnications
markets may exhibit characteristics that make predatory behavior profitable,
but that divestiture solves most of these problems. The MFJ stripped AT&T of
its protected position./by vesting control of the Bell System's local exchange
("bottleneck") facilities with the new regional holding canpanies. In his
recent decision sustaining the FCC's imposition of separate subsidiary
requiraments on the BOC's, 46/ Circuit Judge Richard Posner found that:

The basic source of ATAT's monopoly power was not the
manufacture of telecawmnications equipment or even the
ownership of the nation's long-distance lines; it was
the operating campanies' control of access to the

telecammunicat ions network. The inheritors of the Bell
monopoly are the operating canpanies rather than AT&T.

Kelly recamends that transitional deregulatory measures identify the
potential for anticampetitive conduct and take steps to limit such behavior if
the benefits exceed the costs. Given AT&T'S desire to be freed fram
regulation, it would appear to lack incentive to engage in predatory
behavior. Indeed, it has a strong interest in avoiding predatory behavior.
This view is shared by William McGowan, Chairman of MCI. 1In a recent New York
Times interview (12 Feb 84), he is quoted as saying that:

There's roam for a lot of people in this business.

There's roam for them. There's roam for us. No one is
caning in with the idea of losing money.

46/ See I1linois Bell Telephone et. al. v. FCC, Nos. 84-1145,
84-1382, B4-1475, slip opinion at %g ;;th Circuit, Jue 29, 1984).
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The article reports that Mr. McGowan »icn't even afraid of ATST" and "feels
ATST's aggressiveness will be limited, especially since the one way AT&T will
became unregulated is by reducing its market share." As Mr. McGowan puts it:

Why would they lower prices to regain a moncpoly when
they are trying to get out from under regulation?
. ,

Note that deregulation providing for no upward pricing flexibility
discourages predatory pricing by removing the prospect of a payoff to below-
cost pricing. It would be econamically irrational to suffer losses with no
prospect of gains. 47/ The presence of regulatory constraints on
discretionary price increases (price ceilings) mutes the question of how
rapidly competitive pressure can be brought to bear in the unlikely event that
unwarranted price increases are attempted in open markets.

ATsT currently possesses a large share of the interexchange market, but
that market is one which, as a result of divestiture and removal of regulatory
barriers to entry, may now be contested by many different firms. This implies
that if ATsT were to attempt to lever its current position in the
interexchange market into dominant positions in other markets, it would (more)
quickly lose its daminance in the interexchange market. One might well
question the wisdam and 1ikelihood of a business strategy whose success is
improbable in any event given the large number, size and econanic stature of
prospective prey and, moreover, whose execution leads, necessarily, to its
failure. Cross-subsidization attempts by AT&T would constitute tremendous

strategic business opportunities for its rivals. Saddling AT&T with below-

47/ This is the basis for Baumol's (1979) proposal that price reductions by a
monopolist in the face of entry be made gquasi-permanent.



cost business and attacking where it tries to make up the difference has been
one of the factors accounting for ATAT's rivals' rapid growth to date. Cross-
subsidization represents an econamically irrational business tactic in open
markets.

D. Standards for Downward Pricing Flexibility: In the law and

econamics literature, a marginal cost standard for fair pricing has achieved
some currency. 48/ A marginal cost test does a reasonably good job of
balancing the costs of possible decision errors described earlier. In
addition, prices that cover relevant marginal costs will generally not exclude
equally efficient rivals and they are incaompatible with cross-subsidization
attempts. No subsidy can occur as lorg as the price of a product exceeds the
costs directly attributable to its production. To the contrary, when prices
exceed marginal costs, a surplus is generated which can contribute to recovery
of otherwise nonallocable costs.

In econamic discussions of fair pricing, second-best considerations (in
particular, problems of fixed cost recovery) are generally submerged to
simplify analysis. 1In telecammunications, problems of fixed cost recovery
loom large. Implementation of econamically efficient pricing has proven
politically infeasible in the short run and the long-term prospects for a
full-blown system of flat fee access charges remain unclear. This implies
that conventional fair pricing stamdards need to be adjusted to reflect the

existence of a cost recovery constraint and be capable of drawing relevant

48/ See McGee (1980).



econamic distinctions when confronted with pricing proposals that are
necessarily more camplex than regulators are used to seeing (or may wish to
see).

Posner (1977) is highly critical of regulatory policy for its historical
failure to draw econamic distinctions which should be drawn. Awong other
things, he faults regulation's tendency to equate discrimination with a
difference in rates and nondiscrimination with rate wniformity, as well as its
failure to distinguish multipart pricing fram price discrimination. He
conjectures that part of the reason for regulatory suspicion of price
differences is that they are often triggered by the threat or actuality of
competition in a subset of relevant business segments. They “"look like" a
discriminatory response to campetition, although they may be easily
rationalized in terms of the economics of supply and demand. Other factors
the same, an increase in supply relative to demand (associated with, say, new
entry) implies a lower equilibrium price. In that circumstance it would be a
mistake to characterize the incumbent's price reduction as predatory. 1In
econamic terms what may actually be happening is that the new fimm's addition
to supply is driving down the best price available to the incumbent. Rate
differences which arise fram the need to meet campetition in contested market
segments {or to anticipate it in potentially contested segments) are neither
unreasonably discriminatory nor predatory. They are campetitive.

Posner {1977, p. 261-262) remarks that:

Multipart pricing resembles but must be distinguished
fram price discrimination. Under price discrimination,
price varies with willingness to pay. But the purpose
of price discrimination is not to enable fixed costs to
be recauped in a manner that permits marginal purchasers
to be served; it is to maximize the excess of revenues

over costs. Multipart pricing is designed to maximize
output consistently with avoiding a deficit; price
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discrimination is designed to maximize profits
regardless of output consequences.

Multipart tariff proposals that result in increased contribution to overhead
cost recovery improve the econamic welfare of all consumers, not just those
wﬁo take advantage of .the price cuts. That sugéests the wisdom of adopting an
increased contribution standard for judging whether such tariffs serve the

public interest.
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