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I. QUALIFICATIONS AND PURPOSE OF TESTIMONY -

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is David L. Kaserman. My business address is the Department
of Economics, College of Business, 415 West Magnolia -- Room 203.

Auburn University, Auburn, Alabama, 36849-5242.

WHAT IS YOUR OCCUPATION?
I am an economist. My current position is Torchmark Professor of

Economics at Auburn University.

WOULD YOU PLEASE SUMMARIZE YOUR QUALIFICATIONS?
Yes. [ hold a Ph.D. degree in Economics from the University of Flonda.
My principal field of interest is industrial organization, which
encompasses the areas of antitrust economics and the economics of
regulation. I have over twenty years of experience as a professional
economist and have held positions both in government agencies (e.g., the
UJ.S. Federal Trade Commission) and in academic institutions. In
addition, I have consulted on and testified in numerous antitrust cases and
regulatory hearings. My primary research interest is in the application of
microeconomic analysis to public policy issues, and that interest is

reflected in my publications.
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Over the past twelve years, I have focused much of my research on public
policy issues surrounding the telecommuni;:ations industry, particularly
those issues created by the emergence of competition in the various
markets that comprise that industry. That research has resulted in the
publication of more than a dozen papers on this subject, with several more
papers currently in progress. I have also published a textbook, co-
authored with Professor John W. Mayo at Georgetown University, dealing
with the economics of antitrust and regulation. In addition, over this same
period, I have testified on telecommunications policy issues in more than

fifteen states and before the Federal Communications Commission.

HAVE YOU PREPARED A VITA THAT DESCRIBES YOUR
EDUCATION, PUBLICATIONS, TESTIMONIES, AND
EMPLOYMENT HISTORY?

Yes. A copy of my most recent vita is attached as Exhibit 1.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

I have been asked by MCI Telecommunications Corporation (“MCI”) and
AT&T Communications of the Southern States, Inc. ("AT&T”) to respond
to several of the economic arguments presented by Mr. Alphonse Varner,
of BellSouth Telecommunications, Inc., in his direct testimony in this
proceeding. In that testirﬁony, Mr. Vamer attempts to support BellSouth's

2



10

11

12

13

14

15

16

17

18

19

20

21

application to enter the interLATA long-distance market within Florida
under the provisions of Section 271 of the Telecommunications Act of
1996. This Section of the Act establishes the criteria under which the
Regional Bell Operating Companies (RBOCs) will be allowed to enter (or,
more accurately, reenter) the in-region interLATA market." Specifically,
under the 271 provisions, an RBOC's reintegration within its certificated
geographic territory is made contingent upon the satisfaction of four

necessary preconditions.’

First, the RBOC must be able to demonstrate that it is providing
interconnection to competitive local exchange providers (at least one of
which is predominantly a facilities-based carrier). Moreover, the terms
and conditions under which the RBOC offers interconnection must
conform to the standards established by a "competitive checklist"

contained in the Act.

Second, the RBOC seeking approval to reintegrate must comply with the
Act's nondiscrimination and structural separation requirements.
Importantly, the Federal Communications Commission (FCC) has
interpreted these provisions to mean that not only must the RBOC refrain

from discriminating among third parties, but regulators must also be able
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to establish that the RBOC does not discriminate between itself (or its

subsidiaries) and third party providers.?

Third, the Act requires the FCC to seek advice from the U.S. Department
of Justice (DOJ) concerning each RBOC application. In conducting its
evaluation of a 271 application, the latter agency may apply any standard
that it deems appropriate. Although the resulting DOJ recommendation is
not binding on the FCC's decision, the Act requires that "substantial

weight" be given to it.

Finally and importantly, the Act explicitly instructs the FCC to deny the
application unless it finds that the requested reentry is consistent with the
"public interest." From an economic standpoint, such a determination
would appear to require that the benefits accruing to telecommunications

consumers exceed any potential harm to those consumers as a result of the

reintegration.

The above criteria are clearly intended to establish some threshold level of
competition in local exchange markets as a prerequisite to RBOC reentry
into long distance. The crucial question, then, is what that level of

competition will be. The action taken by this
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Commission on BellSouth's application, along with the actions of the other
regulatory and antitrust agencies involved in the 271 process, will

determine the answer to that question.

HOW IS YOUR REBUTTAL TESTIMONY ORGANIZED?

My testimony is organized in four substantive sections. The first two
sections deal with the current intensity of competition in the interLATA
and local exchange markets, respectively. The question of whether and to
what extent competitive market forces are present in these two markets
largely determines the merits of allowing BellSouth to reintegrate at this
time. In my opinion, Mr. Varner has seriously misstated the status of
competition in Florida's interL ATA market, resulting in an erroneous
conclusion concerning the likely effects of reintegration on the welfare of
the consumers of this state.

The third substantive section then reevaluates Mr. Varner’s

conclusions regarding the likely economic effects of allowing

BellSouth to reintegrate into the interLATA market at this time.

Due to Mr. Varner’s erroneous conclusions regarding the intensity

of competition in the interLATA market and his failure to address

the state of competition in local exchange markets in Florida, his

conclusions concerning the probable consequences of BellSouth

reintegration are also mistaken.
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The fourth substantive section then responds to three additional
economic issues raised in Mr. Vamner’s testimony. These issues
are: (1) the alleged benefits of allowing BellSouth to reenter the
interLATA market to provide consumers bundled service offerings
(the one-stop-shopping argument); (2) the claimed ability of
regulation to successfully safeguard the public (both consumers
and competitors) from any anticompetitive behavior that might be
exhibited by a reintggrated BellSouth; and (3) the allegation that
price cap regulation eliminates incentives for BellSouth to
misallocate its costs in order to cross-subsidize competitive
services in a reintegrated environment. A final section then

summarizes the testimony.

1. COMPETITIVENESS OF THE LONG-DISTANCE MARKET

AT SEVERAL POINTS IN HIS TESTIMONY, MR. VARNER ARGUES

THAT THE LONG-DISTANCE INTERLATA MARKET IS NOT

SUBJECT TO EFFECTIVE COMPETITION (E.G., PP. 6 AND 60-61).

HOW IS THIS ISSUE RELEVANT TO THE SECTION 271

DELIBERATIONS?

The intensity of competition in the interLATA market is relevant to the
decision of whether to approve BellSouth’s 271 application in at least two

respects.’ First, BellSouth argues that the interexchange industry currently
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is characterized by monopoly (or, at least, by the absence of effective
competition) and, therefore, that reintegration by BellSouth will increase
competition and, thereby, enhance consumer welfare. If, alternatively, the
interexchange industry is subject to effective competition, then the market
is already providing virtually all of the consumer benefits possible. In that
event, reintegration will not yield the benefits claimed by Mr. Varner.

Second, if the interLATA market is competitive and local

exchange markets are not, then the very real potential for

monopoly leveraging behavior arises with reintegration. In that
event, it is likely that BellSouth’s reentry into the interLATA
market will actually cause a reduction in the intensity of
competition in this market. As a result, an affirmative case for
RBOC reintegration hinges largely upon the argument that the
interLATA market is not yet subject to effective competition.
Consequently, that argument provides an important cornerstone o

BellSouth's application in this proceeding.

IS THE INTENSITY OF COMPETITION IN BELLSOUTH’'S LOCAL
EXCHANGE MARKETS ALSO RELEVANT TO THIS PROCEEDING?
Yes. If consumers are to benefit from BellSouth’s reintegration into the
in-l;egion interLATA market, effective competition must first prevail in its
local exchange markets. The competitive checklist provided by Section

7
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271 (c)(2)(B) represents a necessary (but not sufficient) condition for such
competition to arise. As a result, it is imperative that the checklist items
be fully implemented, tested, and proven capable of supporting the level of
competition on which these consumer benefits depend. Pro forma
satisfaction of checklist items without actual market experience by
competitors may create the illusion of a market that is “open to
competition” but closed to competitors. Such a level of checklist
enforcement will ultimately harm consumers by forestalling the

development of any real competition.

PLEASE DESCRIBE THE TERM “EFFECTIVE COMPETITION.”
Effective competition connotes an absence of signiticant monopoly power.
Specifically, when effective competition is present, the economic benefits
from public policy intervention in a market are more than offset by the
economic costs of any regulatory efforts designed to mitigate the relatively
small amounts of market imperfections that may exist. While economists
envision a theoretical range of competition, spanning from perfect
competition to pure monopoly, a benchmark for the determination of
public policy attention is the presence or absence of effective competition.
If effective competition is present, consumers are best served by the

unimpeded operation of market forces.
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IS THERE A GENERALLY ACCEPTED METHODOLOGY iN
ECONOMICS FOR EVALUATING THE INTENSITY OF
COMPETITION IN A MARKET?

Yes. The intensity of competition can be gauged by the degree of
monopoly (or market) power present. Where monopoly power is absent or
de minimus, effective competition exists. Monopoly power, in turn, is the
ability to control price and exclude competition. Fortunately, industrial
organization economics provides a framework for determining whether a
firm provides its services under conditions of significant monopoly power
or, alternatively, faces effective competition. In particular, in most
circumstances, one can assess whether a firm possesses significant
monopoly power by examining three underlying structural determinants:
(1) the elasticity (or responsiveness) of the supply of other firms, (2)

market share, and (3) market demand characteristics.’

IS MR. VARNER’S EVALUATION OF THE INTENSITY OF
COMPETITION IN THE INTERLATA MARKET
METHODOLOGICALLY SOUND?

No. Rather than applying the standard, widely-accepted economic criteria
identified above, Mr. Varner simply makes unsupported assertions that

this market is not performing competitively (see, for example, pages 60-61
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of his direct testimony). Such an approach is neither objective nor

analytica). It is a personal opinion, not economic analysis.

IF WE APPLY THE TRADITIONAL ECONOMIC CRITERIA FOR
ASSESSING THE INTENSITY OF COMPETITION TO THE
INTERLATA MARKET, WHAT DOES THE EVIDENCE SHOW?
[t shows unambiguously that this market is subject to fully effective

competition. Consider each of the three criteria described above.®

First, with regard to the elasticity of competing firms’ supply, the data
reveal that the relative ease of entry into and expansion within the
interLATA market result in a high supply elasticity. Exhibit DL.K-3
depicts the number of long-distance firms competing in the interexchange
market. As can be seen, roughly 500 firms are now vying for the

patronage of long-distance customers nationwide.

Moreover, not only have firms entered the interexchange market, but they
have also been aggressive in developing the capacity for future output
expansions. Indeed, as seen in Exhibit DLK-4, both AT&T and its
competitors have been very active in developing fiber optic transmission
networks. The data exhibited here show that miles of fiber in place have
increased in all categories every year since 1984. At the end of 1995,

10
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AT&T had about 1.4 million miles of fiber in place, while other IXCs had
about 1.3 million. Such capacity for future output expansions is important
because capacity limitations facilitate monopolistic price increases on the
part of incumbent firms. That is, any attempt by any incumbent
interexchange carrier, say AT&T, to raise prices to supra-competitive
levels would be aided if the capacity of its rival firms were limited.
Alternatively, where the capacity of rival firms is abundant (and customers
readily demonstrate a willingness to switch to alternative carriers), the
ability of any firm contemplating a supracompetitive price increase is

constrained.

In the case at hand, it is well known that the interexchange industry 1s rife
with capacity. For instance, a recent study found that AT&T's competitors
could readily absorb a significant percentage of AT&T's traffic
immediately and within three months take roughly one-third of all of
AT&T's traffic simply by utilizing spare switch ports and existing

transport facilities.’

Importantly, the distribution of this transmission capacity in the
interexchange industry is spread across a variety of carriers. Indeed, in
Florida, there are at least 28 facilities-based interexchange carriers. 'fhis
presence of alternative carriers with the capability to expand assures that

11
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no interexchange firm has control over any bottleneck facilities that might

aid in attempts to sustain supracompetitive prices.

Not only have firms been aggressive about their expansion of physical
facilities in the interexchange industry, but they have also demonstrated in
incontrovertible terms their willingness and desire to expand output.
Exhibit DLK-5 depicts the growth of output of competitors to AT&T, such
as MCI, in the post-divestiture period. As is readily apparent, these
competitors collectively have exhibited a remarkable growth rate of

roughly twenty percent per year between 1984 and 1996.

Finally. the breadth of interexchange service offerings in Florida also
indicates that there is a high elasticity of supply by rival firms. Not only
do a large number of firms offer long-distance service in this state and
nearly 500 offer service nationwide, but this competition exists across
virtually all product lines within the long-distance market. Every service
offered by AT&T and MCI has competitive alternatives, whether MTS,
Private Line, or high volume inbound services. Also, there has been an
explosion of new service offerings by interexchange carriers in the post-
divestiture pericd. This remarkable proliferation of services provides
objective proof regarding the highly elastic nafu.re of supply in the
interexchange industry. In sum, the data unequivocally reveal that barriers

12
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to entry and expansion are extremely low and, therefore, that the elasticity

of competitive supply is quite high.

DOES THE MARKET SHARE EVIDENCE ALSO INDICATE THE
PRESENCE OF COMPETITION IN THE INTERLATA MARKET?
Yes. At the outset of the post-divestiture period, AT&T had a
preponderance (over 90 percent) of interLATA traffic in the United States.
As seen in Exhibit ‘DLK-6, however, AT&T's minutes-of-use market share
has dropped consistently during the past decade. At the same time, the
output and breadtﬁ of competitors' service offerings has expanded
dramatically. By 1996 (3rd quarter), AT&T's interstate minutes-of-use

market share had fatlen to 52.8 percent.*

Typically, the pattern and level of intrastate intetfLATA minutes-of-use
market shares have followed closely the interstate market share statistics.
The consistent and pronounced declines in AT&T's market share reveal a
vulnerability of AT&T to competitive attacks. Importantly, this observed
decline in market share has come about during a period in which the real
price of long-distance services has fallen by over 30 percent. This decline
in market share in the face of falling prices reveals a pronounced
vulnerability of interexéhange companies to competitive attacks. Clearly,

in the event of any unwarranted attempt to raise prices above competitive
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levels, the resulting market share loss would be devastating. Therefore,
the market share evidence also provides unequivocal support for the

conclusion that the interLATA market is subject to effective competition.

DO DEMAND CHARACTERISTICS ALSO INDICATE THAT THE
INTEREXCHANGE MARKET IS COMPETITIVE?

Yes. The demand characteristics of the interexchange market reinforce the
competitive impact of thé high elasticity of firm supply and the
distribution of market shares in the interLATA market. Several
considerations support this conclusion. First, overall market growth has
been pronounced. Sales of interexchange services have increased
dramatically since the divestiture. This large growth rate has had the
effect of attracting new firms into the market and has mitigated the risk of

failure for prospective new entrants.

Second, the distribution of demand across telecommunication customers
has also contributed to the vulnerability of incumbent firms. Specifically,
a large proportion of consumer demand for interexchange services is
accounted for by a relatively small percentage of customers. That skewed
distribution, together with a pronounced propensity of customers to switch
léng-distance carriers, makes the sales of any particular carrier subject to
potentially large losses in the event of an anticompetitive price increase.

14
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Third, consumer demand in long-distance services is characterized by an
acute tendency to switch carriers. In 1994, some 27 million households
switched long-distance carriers. By 1995, that number had swollen to over

42 million customers (representing some 19 percent of the interexchange

carrier base).’

In the face of such a pronounced willingness and demonstrated ability of
consumers to switch long-distance providers, the high elasticity of other
firms’ supply, and the existing distribution of market shares, it is virtually
inconceivable that the long-distance market is characterized by anything
other than effective competition. In short, buyers have too many choices,
firms have too much capacity, and there is simply too little customer
loyalty to any given carrier for any firm to possess monopoly power or

exploit consumers of long-distance services in Florida.

DOES ECONOMETRIC EVIDENCE EXIST TO SUPPORT THE
CONCLUSION THAT THE INTEREXCHANGE MARKET IS
COMPETITIVE?

Yes. At least two recent studies of the interexchange industry based on
substantially different methodologies and different sources of data have
both concluded that there is very little market power exhibited in the
interexchange industry.

15
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The first study, performed by a staff member of the Federal Trade
Commission, makes use of two data sets -- a time series for interstate
calling that covers the period from July 1986 through August 1991 and a
pooled sample of monthly data that covers the 1988-1991 period for five
states.'"” The study focuses on the small business and residential portion of
the overall interexchange market. The results of the study support the
conclusion that no firm in the interexchange marketplace holds significant
monopoly power. Indeed, the study concludes that the potential economic
welfare loss due to deviations of prices from those that would prevail
under perfect competition are minuscule, ranging from 0.03 percent to

0.36 percent of industry revenues. (See Ward p.61)

The second study to provide an empirical assessment of market power in
the interexchange industry is one conducted by Professors Simran Kahai,
John W. Mayo, and me.!" Based on quarterly observations on interstate
calling volumes and tariffed rates for residential MTS service between the
third quarter of 1984 and the fourth quarter of 1993, we simultaneously
estimate the total market demand and the supply of AT&T's rivals while
controlling for exogenous influences such as the price of carrier access and
the percentage of lines converted to equal access. Based on these
estimates and known values of AT&T's market share (alternatively on a
capacity and minutes-of-use basis), it is possible to measure the degree of
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market power held by AT&T. The results from this second econometric
analysis also indicate that AT&T has very little market power and is
therefore subject to effective competition. Given the relative size of
AT&T in the interexchange market, this conclusion holds a fortiori for

other long-distance carriers, such as MCI.

HAS THE FCC MADE ANY FINDINGS CONCERNING
COMPETITIVE CONDITIONS IN THE INTEREXCHANGE
MARKET?

Yes. For several years, the FCC considered the issue of the status of
competition in the interexchange market with an eye toward whether the
market was sufficiently competitive to end price regulation and the
dominant-carrier status of AT&T. As a consequence of that investigation,
and in the presence of claims by the RBOCs that the market was
insufficiently competitive to warrant a removal of price regulation of
AT&T, the FCC found that the long-distance market was subject to a host
of competitive forces and that, accordingly, AT&T should be reclassified

as a "non-dominant” firm."?

Importantly, that finding was based upon a consideration of the same
structural factors described above. Specifically, with regard to the issue of
supply elasticity, the FCC notes that "AT&T's competitors have enough

17
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readily available excess capacity to constrain AT&T's pricing behavior.""
The FCC also points out that the source of the high supply elasticity
derives not only from MCI and Sprint but from other smaller carriers as
well. In particular, the Commission correctly noted that "[w]e find
unpersuasive the arguments that interexchange carriers other than AT&T,

MCI, and Sprint are too small to exert competitive pressure.”"

On the issue of market demand characteristics, the FCC finds that
"residential customers are highly demand-elastic and will switch to or
from AT&T in order to obtain price reductions and desired feétures." The
Commission also noted that "[t]he largest interexchange carriers
continually promote various discount plans, which meet the needs of
customers with different calling patterns (e.g., volume discounts, calling
circles, postalized rates) and offer cash awards to entice residential

consumers to switch carriers."'*

In light of its consideration of supply elasticity, demand elasticity and the
pronounced decline in AT&T's market share, the FCC concluded that "The

behavior of the market between 1984 and 1994 suggests intense rivalry

among AT&T, MCI, and Sprint."'¢
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Finally, the FCC has recently reaffirmed its position regarding the
intensity of competition in the interLATA market. In its October 31, 1996
Order, the Commission states:
“Thus we believe that market forces will generally insure that the
rates, practices, and classifications are just, reasonable, and not
unjustly or unreasonably discriminatory...We also reject the
unsupported suggestion that the current levels of competition are

inadequate to constrain AT&T’s prices™!’

IS THERE ANY EVIDENCE OF COL'LUSION AMONG
INTEREXCHANGE CARRIERS?
No. In the face of the above overwhelming evidence of no unilateral
market power and as a justification to permit reintegration by the RBOCs
into the interLATA market, some RBOC witnesses have alleged that the
interexchange market is currently subject to tacit collusion. For example,
on page 61 of his testimony, Mr. Varner writes:
“AT&T, MCI, Sprint and WorldCom carry the majority of the
interLATA traffic but maintain a classic oligopoly. Prices move
up in lock-step without regard to decreasing costs; profit margins
are high and rising; and carriers target discounts at high-volume,
price-sensitive customers while charging the majority of callers
inflated basic rates.”

19
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[ have evaluated this claim of non-competitive performance and found it to
be unconvincing and unsupported by any credible evidence. Indeed,

considerable evidence exists that refutes this claim.

The basic idea of tacit collusion is that, under certain well-specified
conditions, rival firms in highly concentrated industries may gravitate
toward the joint profit-maximizing (i.e., monopoly) price and output
without actually emering into an explicit overt agreement to fix prices. As
is widely recognized, however, whether this sort of behavior is likely to
occur is highly dépendent upon the specific characteristics of the market in
question. For tacit collusion to arise, industry conditions must be
favorable to the stable sort of "meeting of the minds" that must occur to

sustain this highly coordinated market conduct.

HAVE YOU EXAMINED THE INTERLATA MARKET TO
DETERMINE WHETHER THESE INDUSTRY CONDITIONS ARE
PRESENT?

Yes. A thorough examination of the structural characteristics of the
interexchange market reveals that the industry is definitely not conducive
to tacit collusion. In a recent article I co-authored with Professor John W.
Mayo, [ evaluated the sfmctural and behavioral characteristics of the
interexchange industry to determine the prospect for tacit collusion.

20
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There, we describe at least seven structural factors that tend to impair the
prospects for tacit collusion in this market:
[1]  The market is characterized by low barriers to entry;
(2] The market is characterized by substantial spare capacity;
[3] The market shares of the largest firms are highly disparate;
[4] The market is characterized by a relatively complex price
structure;
[5]  The market is characterized by rapid product innovation;
[6]  The market is characterized by a highly skewed distribution
of demand; and
(7] The market is characterized by a very large number of
COMmpetitors.
Attachment DLK-2 (pp. 15-18) describes in specific detail how each of
these structural characteristics of the market act to deter the prospects for

tacit ¢ollusion.

Additionally, an examination of the behavioral characteristics of the
industry provides equally compelling evidence that tacit collusion is not
present in the interexchange industry. Specifically, at least four aspects of
observed conduct and performance in the interexchange marketplace are

inconsistent with the claim that tacit collusion is occurring in this market:
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1] The downward trend in prices (both gross and_net of access
charges) o.ver the past dozen years;
[2]  AT&T's market share has exhibited marked instability over
time;
13} The presence of aggressive advertising and marketing
campaigns of the various long-distance firms; and
[4] The consistent propensity and willingness of interexchange
competitors to expand output.
Exhibit DLK-2 (pp. 18-20) explains in detail why each of these behavioral
characteristics of the market are inconsistent with the conclusion that

interexchange firms are engaged in tacit collusion.

DO RECENT INCREASES IN THE BASIC TARIFFED RATES
CHARGED BY AT&T, MCI, AND OTHERS TEND TO SUPPORT THE
HYPOTHESIS OF TACIT COLLUSION IN INTERLATA TOLL
MARKET?

No. Typical RBOC arguments characterize increases in tariffed rates
which occur contemporaneously as tacit collusion. This characterization is
incorrect on several grounds. First, firms in competition with one another
operate in a common environment and therefore face similar changes in
costs, demands, and the like. It would be incredible if the timing and
directions of price changes were unrelated among firms.
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Second, the widespread use of lower priced calling plans makes any
analysis based on “standard” rates suspect. In fact, average rates per
minute paid for long-distance services have continuously declined for

many years.

Third, customers who use undiscounted tariffed rates are often very low
volume users. Further, tHese basic schedule rates do not recover even
direct costs for some low volume users.'* Therefore, changes in some
tariffs are probably best viewed as one facet of a broad movement in rate
restructuring that predominantly leads to price reductions but may result in

some prices (which were below costs under regulation) increasing.

Additionally, and most importantly, claims of tacit collusion by the long
distance carriers are unbelievable when the scope of the alleged conspiracy
is examined in detail. Since deregulation, large users have enjoyed huge
reductions in per minute costs of long- distance services. Small users have
enjoyed smaller reductions than large users but still pay substantially less.
RBOC analysts typically focus on a narrow class of tariffs over a specific
time period (usually, since 1989 or 1991). Accepting this approach, one is
forced to conclude that, if the major IXCs collude, then they do so in a
relatively small, unprofitable market segment while competing more
intensely in larger, higher revenue venues. For example, in 1996, MCI
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obtained less than 4% of its total revenues from residential callers using
undiscounted calling plans. It would be simply nonsensical for a firm to
collude on such a small porticn of its overall business while competing

aggressively on the remainder.

THE RBOCS CLAIM THAT MOST CUSTOMERS DO NOT QUALIFY
FOR DISCOUNT PLANS AND, CONSEQUENTLY, ARE NOT
BENEFICIARIES OF INTEREXCHANGE COMPANY RIVALRY. IS
THIS ALLEGATION CORRECT?

No. While the RBOCs have portrayed competition as only benefitting the
larger long- distance customers, the vast majority of customers have
benefitted from the intense rivalry among the long-distance carriers.
Competition has led to an explosion of new services for residential and
small business customers, improvement in the technical quality of service,
improved customer service, and prices that more accurately reflect cost

than at any other time in the post-divestiture era.

Moreover, it is a gross mischaracterization of the facts for the RBOCs to
allege that residential and small business customers are not able to take
advantage of the rivalry that exists for larger customers. Television,
newspaper and other forms of solicitations are frequently targeted at
exactly these customer groups. The result is that for any consumer willing
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to engage tn a modest amount of shopping, very attractive -- discounted --

rates are available for long-distance consumers even if they are not high

volume customers.

THE RBOCS HAVE ALSO CHARGED THAT THE LONG-DISTANCE
MARKET EVIDENCES PRICE LEADERSHIP AND, THUS, THAT IT
MUST NOT BE COMPETITIVE. HOW DO YOU RESPOND TO THIS
CLAIM?

It is important to recognize at the outset that prices charged by rival firms
routinely move together in competitive markets. Indeed, a hlgh
correlation among the prices charged by rivals is an indication that
consumers view the services provided by these firms as close substitutes.
Thus, the claim of "price leadership” requires far more specification if one
1s to take seriously the allegation that contemporaneous (or nearly

contemporaneous) price changes signal less than competitive performance.

Economic analysis has revealed that price leadership is a routine practice
in the U.S. economy and comes in several, generally innocuous, forms.
For example, "barometric price leadership” occurs when a single firm that
happens to be adept at reading market conditions calls out a price and
other industry members routinely follow that price. This "price
leadership” is thought to occur, for instance, in the automobile industry.
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The "followership" behavior of some industry participants in the case of
barometric price leadership, however, is not in any sense anticompetitive
and will continue only so long as the "leader” firm's prices remain an
accurate bellwether of market conditions. "Follower" firms will surely
depart from the price called out by the "leader” should they see any profit

opportunity from doing so.

Other types of price leadership are similarly innocuous.” It is for this
reason that the United States Supreme Court established that a pattern of
one firm calling out a price while others (in a temporal sense) follow that
price is not evidence of anticompetitive behavior:
the most that can be said as to this, is that many of its competitors
have been accustémed, independently and as a matter of business
expediency, to follow approximately the prices at which it has sold
... [its products). ... And the fact that competitors may see proper,
in the exercise of their own judgment, to follow the prices of
another manufacturer, does not establish any suppression of

competition or show any sinister domination. United States v.

International Harvester Co., 274 U.S. 693, 708-709 (1927)
{emphasis added).
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Only where price leadership promotes collusive, monopolistic prices does
this practice cause any anticompetitive concern. Yet, as I discussed
earlier, numerous structural and behavioral factors in the interexchange
industry indicate that collusive price leadership is not present in this
industry.?® Thus, the RBOCs' claims that the observed "price leadership”
(really, just a correlation of price movements over time) is inconsistent

with competitive market performance is completely unfounded.

TAKEN TOGETHER, WHAT DOES THE ABOVE BODY OF
EVIDENCE INDICATE ABOUT THE LEVEL OF COMPETITION IN
THE INTERLATA MARKET?

Together, this body of evidence unequivocally demonstrates the presence
of effective competition in this market. Consumers have benefitted
tremendously from declining prices, expanded service offerings, and
increased choices resulting from the intense rivalry that permeates that
market. As a result, entry by the RBOCs is unlikely to improve
performance significantly in this market. Indeed, if these firms possess
substantial monopoly poWer in local exchange markets, such entry is

likely to diminish competition.

III. COMPETITIVENESS OF LOCAL EXCHANGE MARKETS
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WHAT IS MR. VARNER’S POSITION REGARDING THE QUESTION
OF THE COMPETITIVENESS OF LOCAL EXCHANGE MARKETS
IN FLORIDA?
Mr. Varner apparently believes that the issue of the intensity of
competition in local exchange markets is irrelevant to Section 271
deliberations. For example, on pages 31-32 of his testimony, Mr. Varner
writes:
“Thus it is clear that Congress debated and explicitly decided to
exclude a specific level of local competition as being a requirement
for interLATA entry.”
And on page 33, he concludes that:
“...BellSouth does not believe the level of local competition should

be a consideration.”

DO YOU AGREE WITH MR. VARNER'’S POSITION ON THIS
ISSUE?

No. If Mr. Varner is offering strictly a legal opinion of the requirements
of the Telecommunications Act, I am not qualified to respond. I am not an

attorney and will not proffer a legal opinion on this issue.
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As an economist, however, I must say that whether such reintegration is
likely to have the beneficial effect claimed by Mr. Varner hinges crucially

upon the intensity of competition in the affected local exchange markets.

ARE LOCAL EXCHANGE MARKETS IN FLORIDA SUBJECT TO
EFFECTIVE COMPETITION ACCORDING TO STANDARDS
GENERALLY ACCEPTED IN ECONOMIC ANALYSIS?

No. These markets exhibit monopoly or near monopoly conditions.
Application of the same criteria discussed above -- the elasticity of other
firms' supply, market shares, and conditions of demand -- reveals that
these local exchange markets are very far from effective competition.
Further, and perversely, the speed at which effective competition can be
expected to emerge in these markets depends critically upon the behavior

of BellSouth and the response of regulatory authorities to this behavior.

Specifically, new firms entering local exchange markets in Florida will, in
all likelihood, be dependent upon the cooperation of BellSouth and other
local exchange companies in providing unbundled network elements,
interconnection, and wholesale services for some time to come.
BellSouth, in turn, has strong economic incentives to impede such entry to
preserve its monopoly position. As a result, a heavy burden falls upon the
regulatory agency to vigorously implement and enforce the provisions of
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the Telecommunications Act to ensure, to the extent possible, that such

entry-forestalling tactics do not succeed.

WHAT ARE THE RELEVANT PRODUCTS AND SERVICES
INCLUDED IN THE CATEGORY OF THE “LOCAL
TELECOMMUNICATIONS MARKET”?

Although we often speak of the “local market,” it is more accurate
economically to view this pdnion of the industry as being segmented into
(at least) three separate product markets. These markets are (1) intralata
toll markets; (2) the market for carrier access; and (3) the market for local
exchange services. The relevant barriers to entry and states of competition
in these three markets differ in important respects, although none is

presently subject to effective competition.

HOW DO BARRIERS TO ENTRY AND COMPETITION VARY
BETWEEN THESE MARKETS?

The technical requirements for competitive provision of these critical
services vary significantly. The degree to which effective entry requires
enforced cooperation by the incumbent local exchange carriers also varies.
As a result, the current prospects for the emergence of competition in these
markets also differs greatly. Those markets where nonregulatory entry
barriers and the necessity of incumbent firm cooperation are lowest have
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seen the greatest degree of competitive entry, although it is inaccurate to
describe any of these markets as effectively competitive today.
Nevertheless, these markets provide a useful object lesson in the
importance of barriers to entry and strategic behavior by the incumbent
local exchange carriers in hindering the emergence of effective

competition in local telecommunications markets generally.

WHAT IS THE CURRENT STATE OF COMPETITION IN THESE
MARKETS?

The intraLATA toll market appears to be the most competitive of the three
markets described above. This result is unsurprising given an economic
evaluation of the entry conditions that characterize this market. It is
probable that intralL ATA toll markets could become effectively
competitive in a very short time if: (1) equal access (i.e., intraLATA
presubscription) were in place (which I understand has been implemented
in BellSouth’s territory); (2) access charges were reformed so that
efficient pricing of access was allowed to prevail; and (3) the RBOCs
could be prevented from exploiting their monopoly in local exchange
markets to stifle competition in intralL ATA toll. The current system is
grossly slanted to the advantage of the incumbent carriers and has the
effect of stifling competition and, thereby, limiting the competitive
benefits realized by consumers.
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Further, the incumbent providers of intralLATA toll have taken extensive
steps to slow the emergence of effective competition in this market by
introducing extended area service programs in response to threats of
competitive entry. Strategic behavior of this sort is fully consistent with
the view that incumbent local exchange companies are monopolies

seeking to hinder entry by whatever means are available.

WHAT IS THE STATE OF COMPETITION IN CARRIER ACCESS
MARKETS IN FLORIDA?

The carrier access market is probably the second most competitive of the
three local exchange markets. Nonetheless, while some limited entry by
"competitive access providers" (CAPs) has occurred, this entry is wholly
ineffective in several important respects. As a result, the market for carrier
access remains highly concentrated and is subject to substantial market

power.

The market for carrier access exhibits lower barriers to entry than do local
exchange markets. CAPs may require connection from an interexchange
company's point of presence (POP) to its local exchange consumers --
generally large volume business customers located in relatively dense
urban areas. In some cases, however, they do not require interconnection
with the local exchange company. In general, then, the extent of
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interconnection required by CAPs is far less than that required by new
entrants into the local exchange markets, Thus, for technical reasons, the
CAPs are likely to be somewhat less vulnerable to strategic harm from
ILEC’s anticompetitive practices. Yet, any examination of this market on
economic grounds strongly implies that effective competition has yet to

emerge.

WHAT EVIDENCE IS THERE THAT THE CAPS HAVE FAILED TO
ESTABLISH EFFECTIVE COMPETITION IN THE MARKETS FOR
CARRIER ACCESS IN FLORIDA?

There is substantial evidence of several kinds. First, the CAPs are quite
specialized, almost "niche" providers. They target large companies, often
located in large buildings. As a result, any competitive impact they may
wield is felt by only a small portion of the overall access market. Second,
CAPs overwhelmingly offer dedicated access services, which, again,
limits their competitive impact. Third, the CAPs are relatively small and
lack the capacity to offer mass marketed services that would provide most
consumers a realistic alternative to the incumbent local exchange

company.?!

While the CAPs have provided some limited competition to the ILECs in
special access services and private lines, it is important to remember that
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few, if any, residential customers have any choice in access provision:
they face monopoly supply conditions. It is thus highly inaccurate to

describe the carrier access market as competitive.

IS THE CAP EXPERIENCE RELEVANT IN DETERMINING THE
LEVEL OF BARRIERS TO ENTRY IN THE CARRIER ACCESS AND
OTHER MARKETS?

Yes. Three important points concerning the CAPs' experience are worth
noting. First, access charges exceed the incremental costs of providing the
access services many times over. Thus, the economic incentive to enter
this market is strong. Second, despite the extraordinarily high level of
these access charges and the longevity of this pricing distortion, CAP
entry has been limited and has targeted only certain classes of users.
Together, these two facts unambiguously demonstrate that significant
nonregulatory barriers to entry exist in this market. And third, it is clear
that these barriers apply a fortior to the local exchange services market.
That is, due fo tremendous sunk costs and the need for interconnection,
whatever barriers to entry exist in the access market are magnified in the

local exchange market.

DOES THE FACT THAT CARRIER ACCESS SERVICES ARE
PRICED FAR ABOVE ECONOMIC COSTS CARRY ANY OTHER
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IMPLICATIONS FOR THE EMERGENCE OF COMPETITION IN
LLOCAL EXCHANGE MARKETS?

Yes. Excessive prices for carrier access services are unwarranted on
economic grounds. Such prices distort market outcomes in at least two
dimensions. First, artificially high access charges raise the costs of
providing long-distance services, thereby dampening consumption in that
market. Moreover, these artificially inflated prices for toll services have,
no doubt, discouraged new and innovative uses of the long-distance
network over time. The economic (social welfare) costs of this distortion

have been quite substantial.

Second, and perhaps more important, is the potential damage that
excessive access charges can do to the emergence of competition in
local exchange markets. These charges provide ILECs a source of
excess revenues that can be used to subsidize anticompetitive
practices of various sorts -- e.g., underpricing of intraLATA toll,
extended area calling plans, and below-cost pricing of certain local
exchange services. Cross-subsidization is the enemy of
competition, and carrier access charges are currently providing the
major source of the revenues required for such cross-subsidies. As

a result, it is unlikely that effective competition will arise
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throughout local exchange markets until these charges are lowered

to cost.

Additionally, if the RBOCs are allowed to reenter the interLATA
market while continuing to receive excess profits from the sale of
access services, the potential for monopoly leveraging behavior
will be expanded significantly. Therefore, access charge reform
(i.e., lowering carrier access charges to their relevant economic
costs) becomes an integral part of the overall process of promoting

competition throughout telecommunications markets.

ARE LOCAL EXCHANGE SERVICE MARKETS IN FLORIDA
COMPETITIVE?

No, these markets are the least competitive of all. For residential

consumers, choice is, for all practical purposes, nonexistent. Incumbent
carrier market shares in local exchange services are generally well above

monopoly levels for antitrust purposes. Indeed, in many local exchange

markets, they are at or near 100 percent. Also, entry barriers are

sufficiently high to allow monopolistic pricing without a substantial threat
of response from potential competitors. Thus, the same criteria applied to

the interLATA market earlier in this testimony clearly reveal the presence

of substantial monopoly power in local exchange markets.

36




10

11

12

13

14

15

16

17

18

19

20

21

22

WHY ARE LOCAL EXCHANGE SERVICE MARKETS SO HIGHLY
CONCENTRATED?

There are several reasons. First, and most importantly, competitive entry
into these markets requires an extremely high level of cooperation by
BellSouth. The Telecommunications Act of 1996 and FCC orders
explicitly recognize this state of affairs. The Act places extensive and
detailed obligations on the ILECs in the areas of sales of unbundled
network elements, their pricing and provision, determination of wholesale

discounts, conditions of interconnection, etc.

These obligations were written into this law because it is abundantly clear
that competition in local services can only arise if incumbents such as
BellSouth can be forced to refrain from anticompetitive practices.
Unfortunatety, competition in these'niarkets is not in the incumbents'
economic interest. Unsurprisingly, they wish to maintain their monopoly
status. Potential entrants, then, are placed in the unenviable position of
being forced to rely upon the cooperation of another party who has every
incentive to be uncooperative. And regulators are placed in the equally

unenviable position of trying to enforce that cooperation.

Cost conditions and investment requirements also severely limit entry into
local exchange services markets, particularly on a facilities-based basis. A

37



10

11

12

13

14

15

16

17

18

19

20

21

substantial portion of local exchange investment appears to represent sunk
costs. Moreover, the dominant position that BellSouth holds interacts with
these cost conditions and investment requirements to discourage entry. In
particular, the high capital costs requirements of facilities-based entry
(virtually all of which are sunk) become particularly prohibitive if
BellSouth is expected to engage in post-entry strategic anticompetitive

practices.

The role of sunk, or unrecoverable, costs attendant on entry in stifling
competition is made worse by the promulgation of high “nonrecurring
charges” (NRCs) for certain unbundled network elements. These charges,
which should be based solely on the minimal, forward looking costs of
provision, represent substantial sunk investments for new entrants. They
are entirely sunk upon entry. As a result, they represent an entry barrier
for firms attempting to enter through the purchase of unbundled network

elements.

Finally, certain local exchange rates may incorporate subsidies (funded by
excessive access charges). If they do, entry is further discouraged. The

level and nature of these subsidies, however, are uncertain at this time.
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IF LOCAL EXCHANGE MARKETS IN FLORIDA ARE NOT
EFFECTIVELY COMPETITIVE, ARE THEY “OPEN TO
COMPETITION"?

The distinction between éffective competition and “openness to
competition” is driven primarily by the desire of some ILECs, such as
BellSouth, to enter in-region interl, ATA toll markets while still retaining
local exchange monopolies. While “open to competition” has no precise
economic meaning, the closest related concepts are market “contestability”
and low barriers to entry. A market with no sunk cost of entry, that further
allows for very rapid entry and zero-cost exit, is called “contestable.” In
such a rarefied market, potential competition would play the same role as
actual competition, limiting the exercise of market power even if the

incumbent is a monopoly-

It is clear that local exchange markets in Florida are neither effectively
competitive nor contestable. High entry barriers and significant sunk costs
have severely limited entry in most important market segments. Retail-
stage entry alone can never impose constraints on BellSouth remotely
similar to those provided by effective competition or contestability. The
experience of CAP entry, discussed above, is strong evidence of

significant nonregulatory entry barriers.
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If, on the other hand, by the term “open to competition” Mr. Varner
simply means that regulatory barriers to entry have been removed and pro
forma satisfaction of checklist items has been achieved, then the term is
economically empty. Consumers cannot benefit from competition that is

legally open but economically closed.

Thus, the argument that BellSouth has opened its markets to competition
because it has satisfied the “competitive checklist” and should, therefore,
be allowed to enter in-region interLATA toll markets while maintaining its
local monopoly position is a purely legal claim - it has no economic

content.

CAN YOU SUMMARIZE YOUR DISCUSSION OF THE STATE OF
COMPETITION IN LOCAL EXCHANGE TELECOMMUNICATIONS
MARKETS?

Yes. Local telecommunications services are best viewed as segmented
into (at least) three distinct product markets: intralLATA toll, carrier
access, and local exchange services. While none of these markets is
highly competitive, intraLATA toll is potentially competitive given equal
access, access charge reforms and effective restraint of monopoly
leveraging behavior. Carrier access and local exchange service markets

are, however, quite concentrated, with BellSouth holding near monopoly
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or monopoly positions. Moreover, these high levels of concentration are
exacerbated by the presence of substantial barriers to entry. And,
perversely, competition in the latter market requires cooperation by
BellSouth via reasonable interconnection agreements, efficient pricing and
provisioning of unbundled network elements, wholesale services, and the
like. Until sufficient facilities-based entry occurs to erode the dominant
position that BellSouth now holds, this firm will continue to possess
substantial monopoly power in both the access and local exchange

markets.

Therefore, regulation has a critical role to play in facilitating competitive
entry into these important markets. In the absence of some regulatory
mechanism to oversee the practices of BellSouth, one cannot credibly
expect that the elimination of regulatory barriers to entry by itself will
produce entry sufficient to render these markets effectively competitive.
There are significant nonregulatory barriers to entry, as the dearth of CAP
capacity in the face of exorbitant access fees shows. To fulfill the promise
of competition in local exchange telecommunications markets, pro-

competitive policies are and will continue to be required.

V. THE LIKELY CONSEQUENCES OF BELLSOUTH REINTEGRATION

T THIS TIME
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WHAT CONCLUSIONS CAN YOU DRAW FROM THE PRECEDING
SECTIONS OF YOUR TESTIMONY?
Two important conclusions flow from the analysis presented above:
1] The interLATA market is subject to effective competition;
and
[2)  Local exchange markets are subject to substantial
moncpoly power.
These conclusions are strongly supported by both economic theory and

empirical evidence.

GIVEN THESE CONCLUSIONS, WHAT ARE THE LIKELY
CONSEQUENCES OF ALLOWING BELLSOUTH TO REINTEGRATE
INTO THE IN-REGION INTERLATA MARKET IN FLORIDA AT
THIS TIME?

If RBOC:s such as BellSouth are permitted to reintegrate into the
interLATA market before effective competition (i.e., the absence of
significant monopoly power) emerges in the local exchange market,
incentives for monopoly leveraging emerge. In addition, once permitted
into the interLATA market, BellSouth will cease even the minimal efforts

that have been exhibited so far to treat interexchange sellers as customers

whose interests they have no incentive to harm. Rather, BellSouth will
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view interexchange firms as competitors that they seek to displace in the

market.

The normal desire to displace competitors is an inherent and typically
healthy effect of competition. If the RBOCs retain significant monopoly
power, however, this incentive to displace rivals is perverted and is likely
to manifest itself in an anticompetitive fashion. In this situation, then,
reintegration by BellSouth prior to the eclipse of significant monopoly
power in its local exchange markets will erode rather than promote
competition in both the interLATA market and the local exchange market.

Such an effect is clearly not in the interest of consumers.

In considering the dangers of the premature reintegration of BellSouth into
the interL. ATA market, it is perhaps apt to recall the adage that "Those
who forget history are deétined to repeat it." The problems presented by
having a firm with monopoly control of bottleneck facilities competing
with unintegrated rivals in adjacent markets were thoroughly documented
in the antitrust suits brought by both the Department of Justice and by

MCI against the Bell System companies in the 1970s.22

‘While some RBOCs have claimed that local exchange is no longer subject
to the significant monopoly power that gave rise to these abuses, a close
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examination of the status of competition in local exchange markets today
reveals otherwise. Moreover, the RBOCs have already demonstrated a
propensity to engage in anticompetitive actions designed to maintain,
extend, and exploit their significant monopoly power in the post-
divestiture period. Such activities fall within the general description of

monopoly leveraging.

IS THERE ANY POST-DIVESTITURE EVIDENCE THAT
MONOPOLY LEVERAGING IS LIKELY TO OCCUR IN THIS
INDUSTRY?

Yes. Divestiture removed the incentive for the RBOCs to engage in
monopoly leveraging behavior with respect to the interLATA market, and
this judicial alteration of the industry's structure has greatly aided the
emergence of healthy competition in that market. On subsequent
occasions, however, the RBOCs have engaged in practices designed to
forestall competition in areas where competitive rivalry has had the
potential to develop. Examples of such behavior abound and are growing

rapidly as competitive threats increase.

The case of Great Western Directories v. S. W, Bell Telephone is
exemplary of the anticompetitive actions that are likely to arise with
premature reintegration. This case arose when two independent publishers
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of yellow pages (Great Western and Canyon), who were operating in
Texas and Oklahoma, charged that Southwestern Bell (SWB) had
orchestrated an affiliation-wide concerted action "to extend the SWB
monopoly of the yellow pages market and to eliminate competition by
raising the costs of doing business as an independent directory ..."
Specifically, Great Western and Canyon charged that SWB had violated
Section 2 of the Sherman Act by "abusing an essential facility and through

market leveraging."

The jury in this case found that:

[1] SWB had monopolized and attempted to monopolize the
alleged relevant markets ... by denying reasonable access to
an essential facility;

2} SWB monopolized the same alleged markets by leveraging
monopoly power; and

(3] SWB attempted to monopolize the alleged markets by
increasing the price of the essential facility while at the

same time substantially reducing [advertising] rates.?’

This case of anticompetitive behavior on the part of SWB stems directly
from the possession of significant monopoly power at one stage in the
vertical structure of the industry. The underlying economics closely
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parallel the situation of a prematurely reintegrated RBOC and should,
therefore, give pause to any prudent policymaker who is contemplating the
risks of anticompetitive behavior in the event of reintegration prior to the

development of effective competition in local exchange markets.

In another case, Pacific Bell was ordered to open its intraLATA toll
market to 10-XXX competition in California. In the wake of the
California Commission’s mandate to open this market to competition -- a
step opposed by the RBOC -- Pacific refused to permit customers to avail
themselves of an automatic routing feature that would have resulted in
intral ATA traffic being directed to their new competitors. A challenge to
this anticompetitive practice led to a preliminary injunction hearing. The
California Public Utilities Commission concluded that "Pacific is
attempting to maintain a monopoly in the intraL ATA market by the means

of such refusal to serve."*

Collectively, these and other actions like them demonstrate that the
RBOCs are motivated and willing to engage in actions that promote their
narrow economic interest over the broader "public interest."? While self-
interested behavior is generally highly correlated with the broader social
interest under competitivé market conditions, the possession of and desire

to retain significant monopoly power creates an incentive to engage in
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actions that are in the profit maximizing self-interest of the firm but are

clearly counter to the broader goal of effective competition.

RBOC claims that they possess neither the incentives nor the wherewithal
to engage in anticompetitive practices if allowed to reintegrate at this time
are transparent, misleading, and self-serving. Vertical integration by a
regulated firm with significant monopoly power at one vertical stage
creates strong economic incentives for the firm to engage in
anticompetitive practices against its unintegrated rivals, and we have seen
ample evidence that these incentives can be borne out in actions despite

the presence of regulations designed to prevent them.

YOU STATED ABOVE THAT PREMATURE REINTEGRATION BY
THE RBOCS WOQULD REDUCE THE INTENSITY OF COMPETITION
NOT ONLY IN THE INTERLATA MARKET BUT IN THE LOCAL
EXCHANGE MARKET AS WELL. CAN YOU EXPLAIN HOW THIS
LATTER MARKET IS AFFECTED BY SUCH EARLY
REINTEGRATION?

Yes. Under the terms of the divestiture agreement, the only incentive the
RBOCs had to facilitate the emergence of effective competition within
their local exchange markets was the promise of being allowed to reenter

the (now competitive) long-distance market. In itself, that promise did not
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provide much incentive. In effect, under Section VIIL.C of the MFJ, the
RBOCs were presented the following offer:
If you will relinquish your monopoly over the local exchange
market, you will be allowed to reenter the competitive

interexchange market.

It is little wonder that that offer was not accepted. Abrogation of
monopoly in return for permission to enter a competitive market is a

distinctly bad deal.

Under the terms of the Telecommunications Act of 1996, that same basic
offer remains in place, with one very important difference. Specifically,
Sections 251 and 252 of the Act create policies designed to facilitate entry
by interexchange carriers and others into local exchange markets on both a
facilities-based and resale basis. As such entry unfolds, the RBOCs' new
competitors will, for the first time since divestiture, be able to offer
customers bundled service packages containing both local and long-
distance services. It is widely believed that consumers will place
considerable value on the convenience of having a single firm provide the
full range of their telecommunications needs. Some preliminary empirical
evidence suggests and many industry observers believe that firms that are

unable or unwilling to offer service bundles including, at 2 minimum, both
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local and long-distance calling will suffer a significant handicap in

competing for customers' patronage in this new environment.?

As a result, successful entry into local exchange markets will greatly
intensify the incentives for the RBOCs to reenter long distance so that
they, too, can provide the bundled service offerings valued by consumers.
In effect, the wilted and unappetizing carrot offered by Section VIII.C of
the MFJ will be transformed into a large and powerful stick with the local
exchange entry envisioned under the Act. With such entry, the RBOCs
will feel considerable pressure to facilitate whatever level of competition

is required under Section 271 to permit their own reintegration.

If that reintegration is allowed to proceed without first experiencing
sufficient entry into local exchange markets, however, that incentive to
facilitate competition will be lost. In fact, with reintegration, the RBOCs'
incentive to maintain their monopoly positions in local exchange markets
will be heightened as profitable opportunities to circumvent the constraints
provided by regulation will be created thereby. Therefore, premature
reintegration -- viz, reintegration that is allowed to occur before local
exchange markets are subject to effective competition -- will jeopardize
competition in both the long-distance and local exchange markets.
Consumers will be doubly harmed if such reintegration is allowed to
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occur. The benefits of competition will be denied or postponed in both

markets.

V. OTHER ISSUES

ON PAGE 63 OF HIS TESTIMONY, MR. VARNER ARGUES THAT
ALLOWING BELLSOUTH TO ENTER THE IN-REGION INTERLATA
MARKET WILL YIELD SUBSTANTIAL CONSUMER BENEFITS BY
PERMITTING BUNDLED SERVICE OFFERINGS. DO YOU AGREE
WITH THIS ARGUMENT?

No. On the contrary, the existence of a demand for bundled service by the
public, if true, highlights an important asymmetry between [XCs
integrating into the local market, and the local monopoly integrating into
interLATA toll. If the ILEC becomes a long-distance provider while
maintaining its local monopoly status, it automatically becomes the
monopoly provider of the bundled service. To the extent it can, it then
extracts the maximum amount of these bundle-created benefits from

consumers through its packaged service pricing and other means.

In contrast, the [XCs are not monopolies in any market. As a resulf, entry
by IXCs into local service will assure that consumers, rather than
producers, receive the full benefits created by offering bundied services. If
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these bundling benefits exist, then, they should be made available to
consumers. Like any product, however, consumers will realize the full
benefits only if the good is competitively provided, not offered by a

monopoly.

Besides the very different consequences of bundled service provision by
competitive firms and monopolies, another important asymmetry exists
with regard to BellSouth entry into interLATA toll markets and IXC entry
into local markets. Uﬂike local markets, the long-distance market
exhibits full equal access and a very level playing field, benefitting
entrants. In contrast, entry into many local markets confronts the potential
competitor with a host of technical and operational difficulties. As a result
of these asymmetries, it is absolutely crucial that local exchange

competition precede RBOC in-region interLATA entry.

AT PAGE 57 OF HIS TESTIMONY, MR. VARNER ARGUES THAT
REGULATORY AND JUDICIAL MECHANISMS EXIST AND ARE
ADEQUATE “...TO ENSURE THAT NO HARM RESULTS TO THE
PUBLIC OR COMPETITION.” ARE SUCH REGULATORY
CONTROLS LIKELY TO SUCCESSFULLY RESOLVE CONCERNS
ABOUT MONOPOLY LEVERAGING BY A REINTEGRATED
BELLSQUTH?
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No, they are not. If BeliSouth were allowed, at this time, to reintegrate
into inregion interLATA markets, circumstances quite similar {if not
identical) to those associated with anticompetitive behavior in the
predivestiture environment would arise again. History clearly reveals that
regulation was incapable of preventing monopoly leveraging behavior in
that environment. Further, entrepreneurial ingenuity can often find a way

around regulatory initiatives aimed at moderating anticompetitive actions.

The structural separation imposed on the then integrated Bell System by
the MFJ was, in large measure, a response to the extreme difficulty
oversight authorities had in policing anticompetitive actions by Bell.”’
Actions by the Bell System prior to the MFJ ran the gamut from
traditional leveraging strategies to outright refusals to deal. In his opinion,
Judge Green noted that, |

“the testimony and documentary evidence adduced by the

government demonstrate that the Bell System has violated antitrust

laws in a number of ways over a lengthy period of time.?

Recent actions by some RBOCs raise similar concerns. A rather extensive

discussion of such cases is offered by Professors Bernheim and Willig .%°
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CAN REGULATORY MECHANISMS SUCH AS PRICE CAPS AND
IMPUTATION TESTS PREVENT LEVERAGING?

No. They may combat leveraging, but they are unlikely to win the war. If
regulatory mechanisms such as imputation tests worked perfectly, they
could presumably prevent some limited forms of leveraging. The
difficulty, though, is that, in practice, such procedures are far from perfect.
As the economist Walter Oi observed, “...the imagination of the greedy
entrepreneur outstrips the analytic ability of the economist.”*® The
inability of regulation (or economists) to “keep up” with the ingenuity of
the regulated firm is the defining rationale for the entire deregulatory
movement. The history of telecommunications itself provides a stellar
example. Yet, history also shows that competition can do what regulation

cannot. Competition is, by far, the best regulator.

AT PAGE 59 OF HIS TESTIMONY, MR. VARNER ARGUES THAT,
BECAUSE BELLSOUTH IS SUBJECT TO PRICE-CAP REGULATION
IN FLORIDA, IT “..WOULD THEREFORE NOT HAVE AN
INCENTIVE TO IMPROPERLY ALLOCATE COSTS.” 18 THIS
ARGUMENT ECONOMICALLY VALID?

This argument would only be valid if two necessary conditions were met.
First, only if BellSouth were subjected to price-cap regulation in its purest
form would the link between its maximum prices and its costs be broken.
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That is, the price caps would have to be set once and never be readjusted

to bring them back into alighment with costs.

That, however, is not how price caps actually work in practice. Observed
price-cap plans frequently provide for periodic true-ups of the applicable
caps to the company’s costs. As a result, real world price caps tend to
work much more like traditional rate-of-return regulation with a fixed
regulatory lag. Consequently, contrary to Mr. Varner’s assertion,

incentives for strategic cost misallocations remain.

More importantly, even in the absence of periodic true-ups, pure price-cap
regulation would still fail to eliminate incentives for cross-subsidization
through cost misallocation in situations where the regulated firm faces the
threat of competitive entry into some of its markets. That is, Mr. Varner’s
argument would hold only under a franchised, entry-protected monopoly.
In an environment where public policy decisions are aimed at fostering
emerging competition, the argument is invalid. Here, the regulated firm
will have incentives to misallocate costs -- not to increase its rate base but,
rather, to preserve its monopoly position. For both of these reasons, Mr.
Varner’s argument fails.

VII. SUMMARY OF TESTIMONY
WOULD YOU PLEASE SUMMARIZE YOUR TESTIMONY?
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Yes. In my opinion, reintegration by Bell South into the interLATA toll
market in Florida at the present time is unwarranted and premature. It is
unwarranted because the consumer benefits that the Company claims will
flow from such reintegration are lacking. Specifically, the interLATA
market is already subject to effective competition. As a result, the
addition of another competitor, even one as large as BellSouth, is unlikely

to alter performance in this market perceptibly.

Moreover, reintegration is premature, because, as is plainly evident from
even a superficial examination of local exchange markets, BellSouth
retains significant monopoly power in the provision of local exchange and
access services. In fact, competition in the market for switched local
exchange services in Florida is virtually nonexistent at the present time.
Consequently, reintegration by this firm raises the specter of monopoly
leveraging behavior, which will result in a lessening of competition in the
long-distance market. Also, by allowing premature reintegration, any
incentive that BellSouth might have to facilitate the growth of competition
in its local exchange markets (or even to acquiesce to the growth of such
competition) will be lost. As a result, competition in these latter markets
will also be harmed by reintegration at this time. Accordingly,

reintegration by BellSouth into the interLATA market is likely to harm
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competition in both markets. Therefore, BellSouth's 271 application

should be denied.
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Telecommunications: An Assessment of the Evidence,” Commlaw Conspectus, Vol. 4 (Winter
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Dominant? An Empirical Analysis of AT&T's Market Power," Journal of I aw and Economiics,
Volume 39, October 1996, pp. 499-51.

12. In the M f Motion of AT&T . Reclassified as a Non-Domin
Docket 95-427, Order, (adopted October 12, 1995).

13.1d. at § 58.

14. Id. at § 62.

15.1d. at § 64.

16. Id. at | 72 (emphasis added).

Policies and Ru oncerning the Interstate. Int h arket, CC Docket No. 96-61,
Second Report and Order, FCC 96-424, pp 21, 22, October 31, 1996.

) ¢ Presentation i fAT&T’ tion for Reclassificatio Non-D
Carrier, CC Docket No. 79-252, April 24, 1995.

19. See, e.g., the discussion of "low-cost price leadership” found in David L. Kaserman and John

W. Mayo Government and Business: The Ecogomics ¢of Antitrust and Regulation, Dryden Press,
1995, pp. 199-200.

20. Indeed, given the numerous times that product innovations, marketing and promotional plans
have been initiated by someone other than AT&T, it is not at all clear that AT&T is most
accurately described as the industry "leader.” Consider, for instance, the well-documented blow
rendered to AT&T by the introduction of MCI'S Friends and Family Program or, more recently,
the introduction of Sprint Sense,
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(1983); and United States v. American Tel. & Tel. Corp., 552 F. Supp. 131 (D.D.C. 1982), aff'd
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"Optimal Franchising” (with Roger D. Blair), Southern Economic Journal, Vol. 48 (October
1982), pp. 494-505.

"A Note on Dual Input Monopoly and Tying" (with Roger D Blair). Economics Letters, Vol. 10
(1982), pp. 145-151

"Franchising: Monopoly by Contract-Comment” (with Roger D. Blar), Southern Economic
Journal, Vol. 48 (Apnl 1982), PP. 1074-1079

"The Impact of the Automatic Adjustment Clause on Fuel Purchase and Utilization Practices in
the U.S. Electric Utility Industry" (with Richard C. Tepel), Southemn Economic Journal, Vol. 48
(January 1982), pp. 687-700.
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"The Albrecht Rule and Consumer Weifare: An Economic Analysis” (with Roger D. Blair),
University of Florida Law Review, Vol. 33 (Summer 1981), pp. 461-484.

"A Note on Predatory Vertical Integration in the U.S. Petroleum Industry” (with Patricia L. Rice),
Journal of Economics and Business, Vol. 33 (Spring/Summer 1981), pp. 262-266.

"Default Risk on Home Mortgage Loans: A Test of Competing Hypotheses™ (with Jerry R.
Jackson), Journal of Risk and Insurance, Vol. 47, (December 1980), pp. 678-690.

"Vertical Control With Variable Proportions: Ownership Integration and Contractual

Equivalents” (with Roger D. Blair), Southern Economic Journal, Vol. 47 (April 1980), pp.
1118-1128.

"Default Risk and the Home Mortgage Insurance Industry: An Uncertainty Approach,” Quarterly
Review of Economics and Business, Vol. 18 (Winter 1978), pp. 55-68.

"A Methodological Note on the Evaluation of New Technologies: The Case of Coal
Gasification," Energy, Vol. 3 (1978), pp. 737-745.

"Theories of Vertical Integration: Implications for Antitrust Policy,” Antitrust Bulletin, Vol. 23
(Fall 1978), pp. 483-510. Reprinted in Economic Analysis of Antitrust, Terry Calvani and John J.
Siegfried, eds., Little-Brown and Company, Boston, Massachusetts, 1979. Also reprinted in
Corporate Counsel's Annual - 1979, Jeremiah J. Spires and Edward . Burchell, eds.. Matthew
Bender, Inc., New York, 1679.

"Uncertainty and the Incentive for Vertical Integration” (with Roger D. Blair), Southern
Economic Journal, Vol. 45 (July 1978), pp. 266-272.

"Vertical Integration, Tying, and Antitrust Policy” (with Roger D. Blair), Amernican Economic
Review, Voli. 68 (June 1978), pp. 266-272.

"Evidence on the Decline of FHA." Journal of Monev, Credit and Banking, Vol. 10 (May 1978),
pp. 194-205.

"Related Market Conditions and Interindustrial Mergers: A Comment” (with John R. Haring),
Amencan Economic Review, Vol 68 (March 1978), pp. 225-227.

"Regional Considerations of the Clean Air Act" (with Roger D Blair and James M. Fesmire),

Growth and Change, Vol. 7 {(October 1976), pp. 3-7

"Market Structure and Costs: An Explanation of the Behavior of the Antitrust Authorities” (with
Roger D Blair), Antitrust Bulletin, Vol 21 (Winter 1976). pp. 691-702.
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Govemmment and Business: The Economics of Antitrust and Regulation (with John W. Mayo),
The Dryden Press, Hinsdale, [llinois, 1995

Antitrust Economics (with Roger D. Blair), Richard D. Irwin, Homewood, Illinois, 1985.

The Law and Economics of Vertical Integration and_ Control (with Roger D. Blair), Academic
Press, New York, 1983,

“The Quest for Universal Telephone Service: The Misfortunes of a Misshapen Policy” (with John

W. Mayo), in Telecommunications Policy: Have Regulators Dialed the Wrong Number? Donald
L. Alexander, ed., Greenwood Publishing Group, Inc., forthcoming.

“Long-Distance Telecommunications: Expectations and Realizations in the Post-Divestiture

Period” (with John W. Mayo), in Incentive Regulation for Public Utilities, Michael A Crew, ed.,
Kluwer Academic Publishers, Boston, MA, 1994

Monopolv Leveraging Theory: Implications for Post-Divestiture Telecommunications Policy
(with John W. Mayo), Center for Business and Economic Research, University of Tennessee,
Knoxwville, Tennessee, March 1993.

T

"Dereg.lation and Marke: Power Criteria: An Evaluation of State Level Telecommunications

Polic'_v"" {with John W. Mavo), in Telecommunications Deregulation; Market Power and Cost
Allocation Issues, John R. Allison, ed., Quorum Books, New York, NY, 1990

"The Economics of Regulation: Theory and Policy in the Postdivestiture Telecommunications
Industry” (with John W. Mayo), in Public Policy Toward Corporations, Arnold Heggestad, ed.,
University of Flonda Press, 1988.

"Tying Arrangements and Uncertainty” (with Roger D. Blair), in Research in Finance:

Management Under Government Intervention, Robert F. Lanzillotti and Yoram C. Peles, eds. JAIL
Press, Greenwich, Connecticut, 1983

"Preservarion of Quality and Sanctions Within the Professions” (with Roger D Blair), n

Regulating the Professions: A Public Policy Symposium, Roger D. Blair and Stephen Rubin eds..
Lexington Books, Lexington, Massachusetts, 1979

"An Economsetric Analysis of the Decline in Federal Mortgage Default Insurance,” in Capital

Markets and the Housing Sector: Perspectives on Financial Reform, R. M. Buckley, J. A
Tuccillo, and K. E. Villani, eds, Ballinger Publishing Company, Cambridge, Massachusetts, 1977
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"The Literature on Incentives” (with Roger D. Blair and Frank A Sloan), Chapter 2 in The

Geographic Distnbution of Nurses and Public Poljcy, Department of HEE. W. Publication No.
(NRA) 75-53, Washington, D.C_, 1975.

Proceedings, Book Reviews and Qthers

Reviewed Managing Business Transactions; Controlling the Cost of Coordinating,
Communicaung, and Decision Making, Paul H. Rubin (New York: The Free Press, 1990),
Journal of Economic Literature, Vol. 30 (June 1992), pp. $00-901.

Reviewed Antitrust Economics: Merger, Contracting and Strategic Behavior, Oliver E.
Williamson (Oxford: Basil Blackwell, 1990) Managerial and Decision Economigs, Vol. 13
(September-October 1992), pp. 457-461.

Reviewed Prvate Antitrust Litigation. New Evidence, New Learning, Lawrence ). White, ed.
(Cambridge, MA: MIT Press, 1988) Journal of Economic Literature, Vol. 29 (June 1991), pp.
636-638.

Reviewed The Antitrust Revolution, John E. Kwoka and Lawrence J. White, eds. (Glenview, JL:

Scott, Foresman/Little Brown, 1989) Review of Industrial Orgamzation, Vol. 4 (Fall 1989), pp.
143-146.

Reviewed New Developments in the Analysis of Market Structure, Joseph E. Stiglitz and G.
Frank Mathewson, eds. (Cambridge, Mass.. The MIT Press, 1986) Antitrust Bulletin, Vol. 34
(Summer 1989), pp. 429-435.

Edited special memornial issue of the Survey of Business, Vol. 20 (Summer 1984) enutled
"Industrial Organization and Antitrust Policy,” in honor of Professor P. David Qualls.

Reviewed Economic Regulation: Essays in Honor of James R. Nelson, Kenneth D. Boyer and
William G. Shepherd, eds. (East Lansing: MSU Public Utilities Paper, 1981) Southern E¢onomic
Journal, Vol. 49 (April 1983), pp. 1197-1198.

"Electricity Demand Modelling as an Input to NRC Licensing Decisions” (with James Van Dyvke),

Energy Modelling 11* The Interface Between Model Builder and Decision Maker Svmposium
Papers, Insttute of Gas Technology, June 1980

"The Relative Quality of Graduate Programs. A More Balanced Econometric Approach” (with

Jerry R. Jackson), American Statistical Association Proceedings of the Business and Economic
Statistics Section, American Statistical Association, Washingion, D.C, 1974.
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“The Forward Exchange Rate: Its Determination and Behavior as a Predictor of the Future Spot

Rate." Amencan Statistical Association Proceedings of the Business and Economic Statistics
Section, American Statistical Association, Washington, D.C., 1974.

VII. Papers in Progress

"Modeling Entry and Barriers to Entry: A Test of Alternative Specifications™ (with Mark L.
Burton and John W. Mayo).

"Open Entry and Local Telephone Rates: The Economics of IntraLATA Toll Competition" (with
John W. Mayo, Larry R. Blank, and Simran Kahai).

"Dominant Firm Pricing with Competitive Entry and Regulation: The Case of IntralL, ATA Toll"
(with Larry R. Blank and John W_ Mayo).

"Regulatory Policies Toward Local Exchange Companies Under Emerging Competition:
Guardrails or Speedbumps on the Information Highway?" (with John W. Mayo).

"Vertical Integration, Regulation, and Sabotage” (with T. Randolph Beard and John W. Mayo).
“A Note on the Symmetry of Vertical Price and Qutput Restraints: The Missing Link."

"The Economic Theory of Regulation: A Graphical Exposition” (with Richard W. Auit and John
W. Mayo).

“Targeted and Untargeted Subsidy Schemes: Evidence from Post-Divestiture Efforts to Promote
Universal Telephone Service” (with Ross Enksson and John W. Mayo).

“Ownership Structure and the Quality of Medical Care: Evidence from the Dialysis Industry”
(with Jon M. Ford).

“Dialysis Treatment Modality and the Quality of Life: Evidence from Suicide Rates” (with Jon M.
Ford)

VIII. Testimony

Arbitration Hearing Between AT&T and BeilSouth Pursuant to Section 252 of the
Telecommunications Act of 1996, Before the Mississippi Public Service Commission, Docket No.
96-UA-0559, February 10, 1997
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Arbitration Hearing Between AT&T and GTE Pursuznt to Section 252 of the

Telecommunications Act of 1996, Before the South Carolina Public Service Commussion, Docket
No. 96-375, February S, 1997,

Arbitration Hearing Between AT&T and BellSouth Pursuant to Section 252 of the

Telecommunications Act of 1996, Before the South Carclina Public Service Commission,
February 3, 1997

Arbitration Hearing Between AT&T and GTE Pursuant :o Section 252 of the

Telecommunications Act of 1996, Before the Kentucky Public Service Commission, Case No. 96-
478, January 13, 1997.

Arbitration Hearing Between AT&T and GTE Pursuant o Section 252 of the

Telecormmunications Act of 1996, Before the Alabama Public Service Commission, December 17,
1996,

Arbitration Hearing Between AT&T and BellSouth Pursuant to Section 252 of the
Telecommunications Act of 1996, Before the Louisiana Public Service Commission, Docket No.
U-22145, December 16, 1996.

Arbitration Hearing Berween AT&T and BellSouth Pursuant to Section 252 of the

Telecommunications Act of 1996, Before the Alabamza Public Service Commussion, December 12,
1996

Arbitration Heaning Between AT&T and GTE Pursuant o Section 252 of the
Telecommunications Act of 1996, Before the State Corporation Commission of the
Commonwealth of Virginia, November 21, 1996.

Arbitration Hearing Between AT& T and BellSouth Pursuant to Section 252 of the

Telecommunications Act of 1996, Before the Georgia Public Service Commission, November 13,
1996.

Arbitration Hearing Between AT&T and GTE Pursuant 10 Section 252 of the
Telecommunications Act of 1996, Before the North Carclina Utilities Commission, Docket No.
P140, SUB 51 (GTE), October 24, 1996

Arbitration Hearing Berween AT&T and BellSouth Pursuant 1o Section 252 of the
Telecommunications Act of 1996, Before the Tennessee Regulatory Authority, Docket No. 96-
01152, October 23, 1996.

In the Matter of the Interconnection Contract Negotizticns Between AT&T Communications of
the Midwest, Inc., and GTE Communications, Inc. Purscant to U.S.C. Section 252, Before the
Minnesota Public Utilities Commission, Docket No. P—+22,407/M-96-939, October 22, 1996
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AT&T Communications of llinois, Inc., Petition for Arbitration of Interconnection Terms,
Conditions and Prices from GTE North Incorporated and GTE South Incorporated, in their

respective service areas, Before the Illinois Commerce Commission, Docket No. 96-AB-005,
October 21, 1996.

In the Matter of the Interconnection Contract Negotiations Between AT&T and GTE Midwest
Incorporated Pursuant to 47 U.S.C. Section 252, Before the State of lowa, Department of
Commerce, Utilities Board, Docket No. ARB-96-3, October 15, 1996.

In the Matter of the Interconnection Contract Negotiations Between AT&T Communications of
the Midwest, Inc., and USWest Communications, Inc., Pursuant to 47 U.S.C. Section 252,

Before the Minnesota Public Utilities Commission, Docket No. P-442 421/M-96-855, October
14, 1996.

Arbitration Hearing Between AT&T and BellSouth Pursuant to Section 2352 of the
Telecommunications Act of 1996, Before the Florida Public Service Commuission, Docket No.
960833-TP, October 9, 1996.

Arbitration Hearing Between AT&T and BellSouth Pursuant to Section 252 of the
Telecommunications Act of 1996, Before the North Carolina Utilities Commussion, Docket No.
P-140, SUB 50, October 1, 1996,

In the Matter of the Interconnection Contract Negotiations Between AT&T and USWest
Communications, Inc. Pursuant to 47 U.S.C. Section 252, Before the State of lowa, Department
of Commerce, Utilities Board, September 25, 1996.

In Re: Petition of AT&T Communications of the South Central States, Inc. for Exemption of
Services Pursuant to T C A § 65-5-209(b), Docket No. 96-0650, Before the Tennessee Pubhic
Service Commission, May, 1996

In Re: U S West Communications, Inc., Docket No. RPU-95-11, Before the Department of
Commerce Utilities Board, State of lowa, March, 1996.

In Re: An Inquiry into Local Competition, Universal Service, and the Non-Traffic Sensitive
Access Rate, Admunistrative Case No. 355, Before the Kentucky Public Service Commussion,
February, 1996

In the Matter of Application of GTE South Incorporated for, and Election cf, Price Regulation,
Docket No P-19, SUB 277, Before the North Carolina Utilities Comnussion, February, 1996,

In the Matter of Petition of Carolina Telephone and Telegraph Company and Central Telephone
Company for Approval of Price Reguiation Plan Pursuant to G.S. 62-133.%. Docket Nos. P-7,
SUB 825, and P-10, SUB 479, Before the North Carolina Utilities Commuission, January, 1996.
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In the Matter of Application of BellSouth Telecommunications, Inc. for, and Election of, Price

Regulation, Docket No. P-55, SUB 1013, Before the North Carolina Utilities Commission,
January, 1996,

In Re: AT&T Communications of Illinois, Inc.’s Petition for a Total Local Exchange Wholesale
Service Tanff from Illinois Bell Telephone Company d/b/a Ameritech Illinois and Central
Telephone Company Pursuant to Section 13-505.5 of the Illinois Public Utilities Act, Docket
Nos. 95-0458 and 95-0531, Before the Illinois Commerce Commission, December, 1995.

In Re: U S West Communications, Inc., Docket No. RPU-95-10. Before the Department of
Commerce Ultilities Board, State of Iowa, November, 1995.

Application of BellSouth Telecommunications, Inc., D/B/A South Central Bell Telephone
Company for a Price Regulation Plan, Docket No. 95-02614, Before the Tennessee Public
Service Commission, November, 1995.

Request of AT&T of the Southern States for Approval of an Alternative Regulation Plan for
Certain Services, Docket No. 95-661-C, Before the Public Service Commission of South
Carolina, June, 1995.

Order of the Mississippi Public Service Commission Establishing an Inquiry into Whether
Regulation of South Central Bell Should Be Changed from Incentive Regulation to Price
Regulation and Related Issues, Docket No. 94-UA-536, Before the Mississippi Public Service
Commussion, May, 1953,

Investigation Into IntralL AT A Interconnection Arrangements (Presubscription), Docket No.
1-00940034, Before the Pennsylvania Public Utility Commission. March, 1995.

Ex Parte Presentation to the Staff of the Federal Communications Commission Regarding
Competitiveness of the Long-Distance Market, March, 1995.

Application of Contel of Virginia, Inc. D/B/A GTE Virginia to Implement Community Calling
Plans in Various GTE Virginia Exchanges Within the Richmond and Lynchburg LATAs, Case
No. PUC930035, Before the Virginia State Corporation Commission. October, 1994

City of Tuscaloosa, et al. vs. Harcros Chemicals, Inc , et al . Case No. CV-92-G-1614-§,
Northern District of Alabama. Retained by three of the defendants in a bid-rigging case in the
repackaged chlorine industry. Deposition taken in August, 1994

Ex-Parte: In the Matter of Investigating Telephone Regulatory Methods Pursuant to Virgina

Code, Section 56-235 5, et cetera, Case No. PUC930036, Befora the Virginia State Corporation
Commission. March, 1994,
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In the Matter of Investigation to Consider Whether Competitive Intrastate Offerings of Long
Distance Telephone Service Should be Aliowed in North Carolina and What Rules and
Regulations Should be Applicable to Such Competition if Authorized, Docket No. P-100, SUB
72, Before the North Carolina Utilities Commission, July, 1993.

Tariff Filing by South Central Bell Telephone Company for Presumptively Valid Regulation for
New Optional Services and for Rate Reductions in Existing Services (Tariff 93-039), Docket No.
93-03038, Before the Tennessee Public Service Commission, April, 1993

Petition of AT&T of the South Central States, Inc. for Reduced Regulation of Intrastate
Telecommunications Services, Case No. 92-297, Before the Pubiic Service Commission,
Commonwealth of Kentucky, January, 1993.

Order of the Mississippi Public Service Commission Initiating Hearings Concerning (1)
IntraLATA Competition in the Telecommunication Industry and (2) Payment of Compensation by
Interexchange Telecommunication Carriers and Resellers to Local Exchange Companies in
Addition to Access Charges, Docket No. 90-UA-0280, Before the Mississippi Public Service
Commuission, May, 1991.

AT&T Communications of the South Central States, Inc.--Application for Limited IntraLATA
Telecommunications Certificate of Public Convenience and Necessity, Docket No. 89-11063,
Before the Tennessee Public Service Commission, March, 1991.

Inquiry of the General Counsel into the Reasonableness of the Rates and Services of
Southwestern Bell Telephone Company, Docket No. 8585, Public Utility Commission of Texas,
March-April, 1990.

In the Matter of the Application of AT&T Communications of the Southwest, Inc., to Institute
Flexible Price Cap Regulation of Its Intrastate Services, Docket No. 167, 493-U, 90-AT&T-19-R,
Before the State Corporation Commission of the State of Kansas, February, 1990.

In the Matter of. An Inquiry into IntralL ATA Toll Competition and Appropriate Compensation
Scheme for Completion of IntralLATA Calls by Interexchange Carriers and WATS
Junisdictionality, Administrative Case No. 323, Phase I, Before the Public Service Commission,
Commonwealth of Kentucky, February, 1990.

In Re Investigation of the Revenue Reguirements, Rate Structures, Charges, Services, Rate of
Return and Construction Program of AT& T Communications of the South Central States, Inc. in
its Louisiana Intrastate Operations, Appropnate Level of Access Charges and All Matters
Relevant to the Rates and Services Rendered by the Company, Docket No. U-17970, Before the
Louisiana Public Service Commission, June, 1989

In the Matter of the Investigation for the Purpose of Determining the Classification of the _
Services Provided by Interexchange Telecommunications Companies within the State of Missoun,
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Case No. TO-88-142, Before the Public Service Commission of the State of Missouri, F ebruan.
[989

In the Marter of the Petition of the General Counsel for an Evidentiary Proceeding to Determine
Market Dominance Among Interexchange Telecommunications Carriers, Docket No. 7790,
Before the Public Utility Commission of Texas, June 1988.

In the Matter of Alternative Regulatory Frameworks for Local Exchange Carriers, Docket
[.87-11-033, Before the Public Utilities Commission of the State of California, January 1988

The Review of Private Line Services, Case No. 6633, Before the Public Utilities Commission of
the State of Colorado, September, 1987.

Testified before the Texas State Legislature (committees in both the House and the Senate)

concerning appropriate regulatory policy in the post divestiture long-distance telecommunicatiors
industry, March, 1987.

In the Matter of the Petition of AT& T Communications of the Pacific Northwest, Inc. for
Classification as a Competitive Telecommunications Company, Cause No. U-86-113, Before the
Washington Ultilities and Transportation Commission, November, 1986.

Performed a complete damage study for the City of Chartanooga in a bid-rigging case in the
sewer construction industry. Testified by deposition, July, 1986,

Testified by affidavit in Federal Court in Columbus, Georgia, on behalf of Royal Crown Cola.
Temporary restraining order hearing against the Coca- Cola/Dr. Pepper and the Pepsico/7-Up
mergers.

In the Matter of Occidental Petroleum Corporation and Tenneco Plastics Corporation (Merger
Case-Preliminary Injunction Hearing in Federal District Court, Washington, D.C.), March 1936.

Petition of General Counsel for Initiation of an Evidentiary Proceeding to Establish
Telecommunications Submarkets, Docket No. 6264, Before the Public Utility Commission of
Texas, September, 1985,

In the Matter of an Investigation of Intrastate Separations, Settlements and Intrastate Toll Raze of
Return, Docket No. 83-042-U, Before the Arkansas Public Service Commussion. Apnl, 1985,

United States of America Before Federal Trade Commission in the Matter of the B F. Goodncn
Company, Diamond Shamrock Chemicals Company, and Diamond Shamrock Plastics
Corporation (Merger Case), January, 1985.

Regulation of Interexchange Carriers, Docket No. 127, 140-U (Phase IV), Before the
Corporation Commission of the State of Kansas, October, 1984,
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COMPETITION AND ASYMMETRIC REGULATION IN
LONG-DISTANCE TELECOMMUNICATIONS: AN
ASSESSMENT OF THE EVIDENCE
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L INTRODUCTION

Prior to the entry of MCI into the long-distance
market in 1969, AT&T supplied virtually all long-
distance calling in the United States, as well as the
predominant share of local exchange services. Ac-
cordingly, AT&T was subjected to traditional mo-
nopoly regulation by both federal and state regula-

tory authorities. As the number of interexchange
carriers grew, however, the question of whether and
how these new entrants into the long-distance mar-
ket should be regulated arose. In 1980, in the Com-
petitive Carrier Proceeding,’ the Federal Communi-
cations Commission (“FCC” or “Commission’)
resolved the issue by adopting a policy which classi-
fied firms according to their ability to adversely af-

* Torchmark Professor of Economics, Auburn University.
Ph.D., Economics, University of Florida, 1976.

** Professor of Economics, University of Tennessee, Ph.D.,
Economics, Washingion University, 1982. An earlier version of
this article was submitted by AT&T 10 the Federal Communica-
tions Commission on June 12, 1995, as an ex parte presentation
in CC Docket No. 79-252.

' In re Policy and Rules Concerning Rates for Compedtive
Carrier Services and Fadilities Authorizations Therefor, Notice
of Inquiry and Proposed Rulemaking, 77 F.C.C.2d 308 (1979);
First Report and Order, 85 F.C.C.2d 1 (1980); Second Report
and Order, 91 F.C.C.2d 59 (1982); Order on Recon., 93
F.C.C.2d 54 (1983); Policy Statement and Third Report and
Order, 48 Fed. Reg. 46,791 (1983); Fourth Repart and Order,
95 F.C.C.2d 554 (1983), vacated and remanded, AT&T v.
FCC, 978 F.2d 727 (D.C. Cir. 1992), cert. denied, 113 S, CuL
3020 (1993); Fifth Report and Order, 98 F.C.C.2d 1191 (1984);
Sixth Report and Order, 99 F.C.C.2d 1020 (1985), vacated and

remanded, MCI Telecommunications Corp. v. FCC, 765 F.24
1186 (D.C. Cir. 1985) [hereinafter Competitive Carrier Pro-
ceeding]. AT&T filed 2 motion in this docket to have jts classifi.
cation changed from a dominant carrier to a non-dominant car-
rier. Motion for Reclassification of AT&T as a Nondominam
Carrier, in CC Dkt No. 79-252 (Sept. 22, 1993); Ex Parte
Presentation: in Support of AT&T’s Moton for Reclassification
as a Non-Dominant Carmier, in CC Dki. No. 79-252 (Apr. 24,
1995) [hereinafier Ex Parte Presentation] {(reasserting the mo-
tion). On October 12, 1995, the FCC decided that it would now
treat AT&T as 2 nondominant carrier for regulatory purposes.
I re Motion of AT&T Corp. to be Reclassified as a Non-Dom-
inant Carrier, Order, in CC Dki. No. 79-252, FCC 95-427
(Oct. 23, 1995) lhereinafter AT&T Nop-Dominant Order]. See
also Doug Abrahms, FCC Frees AT&T from Some Restric.
tons, WAsH. TiMes, Oct. 13, 1995, at B8; Ruling Makes Phane
Rivalry Keener, SF. Exammer, Oc. 13, 1995, at B-1.
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2 COMMLAW CONSPECTUS [Vol 4

fect market prices.* Specifically, firms with signifi-
cant marketr power were to be classified as
“dominant,” while firms without such power were to
be classified as “nondominant.” Of particular impor-
iance, considerably more regulatory oversight and
controls were imposed on any firms judged to be
*“‘dominant.”

When the FCC adopted this “dominant firm” sys-
tem of regulation, AT&T was one of a very small
number of long-distance firms competing in the
United States. It supplied over ninety percent of the
long-distance traffic, owned or operated nearly 100
percent of the transmission facilities used to carry
long-distance calls, and enjoyed a unique dialing ad-
vantage over other long-distance compettors. Most
imporantly, in 1980, AT&T maintained control
over the local exchange bottleneck facilities through
which virtually all long-distance calls pass. In light
of these market conditions, the FCC chose to classify
AT&T as 2 dominant firm and put in place a regu-
latory apparatus designed to control the exercise of
AT&T's perceived market power.

Today's long-distance market is vastly different
from that of fifteen years ago. The 1984 divestiture
of the Bell operating companies eliminated AT&T’s
control of local exchange botteneck facilities.*
AT&T is now one of over 450 interexchange compa-
nies vying for the pawronage of long-distance custom-
ers.* Moreover, as the number of competitors has
grown, AT&T’s share of long-distance transmission

capacity has shrunk to some forty to forty-five per-
cent,® while its share of interstate minutes-of~-use has
fallen to fifty-eight percent.” Indeed, MCI, Sprint
and LDDS/Wiltel now have sufficient capacity in
place to absorb thirty-two percent of AT&T’s re-
maining share of the market within three months.*
The degree and intensity of rivalry among long-dis-
tance firms also has increased commensurate with
the growth of competitors in the long-distance mar-
ket. In 1994, a typical American household received
some 330 advertising contacts from long-distance
companies.® The result of this heightened rivalry has
been falling prices, improved quality, and an ever-
expanding choice of innovative long-distance services.

Due to these changes in the long-distance market,
the FCC has reclassified AT&T as a nondominant
carrier. This reclassification, however, does not com-
pletely eradicate asymmetric regulation. Though the
FCC declared that it was not the determinative con-
sideration, AT&T has agreed to be bound by several
residual controls which do not apply 1o its competi-
tors.* For example, AT&T will provide a fifteen
percent discount to low-income consumers for a pe-
riod of three years.?' Other constraints were negoti-
ated for low-volume residential customers and for
800 directory assistance service.!* AT&T is also re-
quired to notify the Commission five days in advance
of residential rate increases above certain levels.’® In
addition, the Commission declined to extend the non-
dominant classification 10 AT&T’s international ser-

' Competitive Carrier Proceeding, First Report and Order,
supra noce 1.

' The general policy of applying different regulatory con-
straints w firms competing within the same market is known as
“asymmetric regulation” and has been the subject of some criti-
dsm. See, c.g, FCC, OPP WorkING PAPER 14, IMPLICATIONS
OF AsvMMETRIC REGuraTion ror CompETITION PoLicy
Anarvsss (authored by John R. Haring) {1984); David L.
Kaserman & John W. Mayo, Market Based Regulation of 2
Quas-Monopoly: A Transition Policy for Telecommunications,
15 Pou’y STUD ] 395 (1987). Asymmerric regulatory controls
over the “dominant” firm have continued unti] very receny,
even though traditional rate-of-return regulation of AT&T was
replaced by price cap regulation in 1989. In re Policies and
Rules Concerning Rates for Dominant Carriers, Report and Or-
der and Second Further Notice, 4 FCC Red. 2873 (1989), re-
considered, ¢ FCC Red. 665 (1991), remanded sub. nom.
AT&T v. FCC, 974 F.2d 1351 (D.C. Cir. 1992). Thus, the

© price . T : i
i ?nn. cap regulation did not signal an end to asymmet

* Ser United States v. American Tel. & Tel. Corp., 552 F.
Supp. 13t (D.D.C. 1982), affd sub nom Maryland v. United
States, 460 US. 1001 (1983).

* FCC, CC, InpusTrY ANaLyss Div. Trenps o5 Trir-
PH?N! Seavice (1995) [bereinafter TELEPHONE TrENDS]

. CC. Inpustay AnaLysis Drv., Fex Dermov.

MENT UPDATE. END OF YEAR 1993 (1994) [hereinafier FiBER
DerLoyMENT UPDATE]

' FCC, CC, INpusTRY ANaLYsis Div., LoNG DISTANCE
MARKET SHARES: FIRST QUARTER 1995 Tbl. 3 (1995) [herein-
after MARKET SHARES).

* T.L. Brand &1 al., An Updated Study of AT&T’s Compet-
itors Capadity to Absorb Rapid Demand Growth, in Ex Parte
Presentation, supra note 1, An. B.

® letter from C.L. Ward, AT&T, 10 William F. Caton,
Aciing Secretary, FCC, in CC Dkt Nos. 79-252, 93-197, and
80-286 (Mar. 9, 1995), in Ex Parte Presentation, supra nowe 1,
At S.

1 AT&T Non-Dominant Order, supra note 1, para. 37.
AT&T suggested these “voluntary” commitments in a series of
ex parte letters to the Commission. See Letter from R. Gerard
Salemme, Vice President of Governmental Affairs, AT&T, to
Kathleen M.H. Wallman, Chief, Common Carrier Bureau,
FCC, in CC Dki No. 79-252 (Sept. 21, 1995); Letter from R.
Gerard Salemme, V.P.-Gov. Affairs, AT&T, to Kathleen M.H.
Wallman, Chief, CC, FCC, in CC Dkt No. 79-252 (Oct. 5,
1995).

¥ AT&T Non-Dominani Order, suprs note 1, para. B4.

2 For example, low-volume residential customers will have
a guaranteed rate, set at three dollars per month for the firet 20
minutes of service during the first year. Jd para. 85.

1% Id para. B6.
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vices.'* Further, fifteen state regulatory commissions
sull continue to empioy asymmetric regulation of
intrastate long-distance calling.'* Thus, while it
appears that asymmetric regulation of AT&T has
ended, in fact it has not quite yer.

In light of these developments, it is appropriate, if
not long overdue, to examine the issue of whether
AT&T shouid continue to be subjected to any form
of asymmetric regulation by the FCC or state regu-
latory commissions. Our purpose, then, is to examine
whether AT&T has market power in today’s market
and whether any economic rationale exists for regu-
lating AT&T’s services differentially from its com-
petitors. This examination is greatly facilitated by
the publication of several empirical studies of the
post-divestiture long-distance market and by a
wealth of evidence that has accumulated at the state
level over the past decade as individual state regula-
tory commissions have introduced more relaxed reg-
ulation and eliminated asymmetric regulatory poli-
aes. In this article, we will draw heavily upon both
of these important sources of information.

Our approach is three-pronged. First, relying on
the conventional tools of industrial organization/an-
titrust analysis, we assess whether AT&T has suffi-
cient unilateral market power to warrant its contin-
ued classification as “dominant.” Second, we review
a complementary body of direct and indirect empiri-
cal evidence pertaining to the question of AT&T’s
market power. Finally, we examine a set of miscella-
neous ‘‘competitive” issues that surround the ques-
ton of “dominance.” These issues initially arose at
the state level and, for the most part, were resolved
as many states have now moved to end asymmetric
regulation in their long-distance markets.

On the basis of this analysis, as well as the other
evidence examined herein, this paper concludes that
AT&T does not possess the control over pricing or
competitors that initially gave rise to its classification
as 2 “dominant” carrier. As a result, neither con-
sumers nor the tax-paying public are well served by
the perpetuation of asymmetric dominant firm regu-

lation of AT&T. Specifically, an examination of
standard market power criteria used in antitrust
analyses provides compelling evidence that AT&T
does not possess significant market power but,
rather, faces effective competition from both existing
and potental competitors. Moreover, an abundant
amount of evidence drawn from other independent
analyses of this market, as well as state and federal
experimentation with relaxed regulation, provide
further corroboration that AT&T faces effective
competition. Finally, an examination of several aux-
iliary issues that have periodically surfaced regard-
ing the merits of relaxed regulation reveal that the
regulatory commissions can safely and confidently
remove the dominant firm regulation governing
AT&T.

iI. THE ECONOMIC RATIONALE FOR
TRADITIONAL REGULATION AND THE
CRITERIA FOR RELAXED REGULATION

The entire post-divestiture period has been char-
acterized by asymmetric regulation of AT&T at the
federal level, on the grounds that it is “dominant.”
All other interexchange carriers are classified as
“pondominant.”*® In order for the FCC (or any reg-
ulatory agency) to establish and maintain the *“domi-
nant” classification of a firm, it is necessary first to
define what is meant by this term. Economically, 2
firm is considered 1o be dominant if it possesses sig-
nificant monopoly power.!”  Alternatively, a
nondominant firm can be said to be subject to effec-
tive competition.

This economic definition is entirely consistent with
the regulatory definition of dominance first adopted
by the FCC in 1980 in the Competitive Carrier Pro-
ceeding. The FCC stated that 2 dominant firm is one
with “substantial opportunity and incentive to subsi-
dize the rates for more competitive services with rev-
enues obtained from its monopoly or near-monopoly
services.”** The order further said that a nondomi-
nant firm is one without sufficient market power to

" Jd para 2. The Commission is also poised to-begin a new
proceeding on the entire interexchange marketplace to determine
appropriate industry-wide regulation. Jd Thus, despite the sig-
nificance of this Commission action, it remains w0 be seen
whether it will lead to true deregulation of the interexchange
market.

¥ The FCC has lagged behind many sute regulatory com-
mistions in eliminating asymmetric regulation of long-distance
carriers, as currently 35 states regulate all i carriers
equally. Letter from Alex J. Mandl, Exec V.P., AT&T, to the
Hoa Reed E Hundi, Chairman, FCC (Nov. 17, 1994), in Ex
FParte Presentation, supra note 1, An. U (Starus of Regulatory

Rules and Regulations of AT&T by Jurisdiction). Of these
states, only three continue to regulate AT&T’s carnings. Jd.
Thus, while 32 nates have already impiemented symmetric reg-
ulation without earnings constraints, AT&T is still hampered in
substantial portions of the country. Id.

*  Competitive Carrier Proceeding, First Report and Order,
supra note 1, para. 27.

3 See generally FM. ScHrmer, INDUSTRIAL MARKET
STRUCTURE AND EcoNOMIC PrmrorMANCE (2d ed. 1980).

**  Competitive Carrier Proceeding, First Report and Order,
supra note 1, para. 15 (emphasis added). The Commission alsc
noied that 3 carrier would be classified as “dominam if it has
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“sustain prices either unreasonably above or below
costs.”** Thus. the concept of market power provides
the cornerstone of the FCC's classification system.

The question then, is how to determine whether a
firm possesses a significant amount of market
power.® A prerequisite 10 analyzing market power
1s to define the relevant market for the firm's product
or products. If markets are defined either 100 broadly
or too narrowly, it is likely that the standard market
power criteria will provide misleading information.
The market definition process requires the delinea-
tion of a set of boundaries in both geographic and
product space within which the market price is de-
termined. A relevant market is a set of buyers and
sellers whose purchase and production decisions es-
tablish the price at which the product or service is
sold.

The economic criteria used 1o delineate market
boundaries are built upon product and geographic
subsututability on both the demand and supply sides
of the market ** In general, the greater the degree of
supply-side or demand-side substitutability, the
broader the relevant market.®® In the case of long-
distance telecommunications, the high degree of sup-
ply-side substitutability across services indicates that
the relevant product market includes all inter-
exchange toll services. Firms currently providing any
one of the toll services (e.g., Message Telephone Ser-
vice (“MTS”)) could very easily begin to provide
other toll services (e.g.,, Wide Area Telephone Ser-
vice (“WATS")). Thus, the relevant product market
10 examine, and upon which to base policy, is the set
of all interexchange services.*

Similarly, the high degree of substitutability of
vendors across geographic regions tndicates that, as
acknowledged by the FCC, the relevant geographic
market encompasses the entire United States.*® This
determination is underscored by the fact that inter-
exchange carriers with a point-of-presence (“POP”)

in any local access transport area (“LATA”) may
supply originating service to any end office in that
LATA by ordering access from the local exchange
company. Accordingly, market coverage extends
across both urban and rural areas, all of which are
aceessible simply by purchasing local exchange com-
pany access. Application of the standard economic
criteria used to delineate market boundaries leads 10
the conclusion that the relevant marker is all inter-
exchange services sold in the United States.

This finding is extremely important for regulatory
purposes. Where regulatory policy is founded upon
the intensity of competition within the regulated
firm's market or markets, determination of the cor-
rect market boundaries becomes crucial for two rea-
sons. First, as noted above, market definition is a
prerequisite 10 an accurate evaluation of market
power. An inaccurate conclusion regarding market
power is likely to result if an inaccurate market defi-
nition is employed. Erring in the direction of defin-
ing the market too narrowly generally tends to bias
the analysis toward a finding of significant market
power. An overly narrow market definition can re-
sult in an unwarranted conclusion that substantal
market power is present.

Second, whether the regulated firm operates
within a single market or multiple markets deter-
mines whether regulatory constraints should apply to
the firm’s overall operations or be tailored to those
subsets of the firm’s outputs that constitute separate
markets. Where the firm sells its output within a
single overall product market, a policy that applies
different regulatory policies to different services
within that market can have serious adverse conse-
quences. Specifically, regulating one part of a market
differently from other parts of the same market can
distort market signals and create opportunities for
strategic and inefficient uses of regulatory authority
by competitors.**

marker power (i.e. power to control price).” Id para. 26.

18 u

™ This question, of course, has a long tradition in the eco-
nomics of antitrus. For a more detailed discussion of the eco-
nomcs of monopoly power and effective competition see DaviD
L Kaseman & Joun W. Mavo, GOVERNMENT aND Busi-
NESS THE ECONOMYCS OF ANTITRUST aAND REGULATION ch. 4
(1995). .

£ Although the market definition issue is one that tan lead
to errors in market power analysis, it is conceptually possible o
err in the market definition anaiysis and still perform an evalua-
ton of market power that yields correct outcomes. See William
M. Landes & Richard A Posner, Market Power in Antitrust
Cazes, %4 Haxvy L Rev. 937 {1981). As a practical marter,
howewer, one is far more likely to get the economics right if the

market is correctly defined.

B For 3 more detailed discussion of the markel definition
exercise see KASERMAN & MAYO, supra note 20, at 111-16.

%  Because substiturability on cither side of the market will
significantly influence the price that is established, market
boundaries are determined by the grearest degree of sub-
stirutability found — whether it is on the demand side or the
supply side of the market.

™ For an example of the wide acceptance of this broad prod-
uct market definition see Competitive Carrier Proceeding,
Fourth Report and Order, supra note 1, para. 13 (stating that
“interstate, domestic interexchange ielecommunications services
comprise the relevant product market”).

» ol

®  For a discussion on the strategic use of antitrust concerns

JFE———
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Once the relevant market has been determined,
three fundamental factors are typically used to eval-
uate the extent to which any given firm in that mar-
ket is subject to effective competition: the supply re-
sponsiveness (or elasticity) of other firms, market
demand characteristics, and market share character-
istics. Indeed, both academic literature and public
policy bodies have widely acknowledged the rele-
vance of these criteria in the assessment of market
power.® Information on these three factors allows
policymakers to reach informed judgments regarding
the extent of competition in the market. As competi-
tion emerges, the need for traditional regulation
wanes and, where effective competition is found to
exist, a complete elimination of direct regulation is
warranted.® In the paragraphs that follow, we
briefly examine the role each of these economic char-
acteristics plays in determining whether a firm pos-
sesses significant market power.

First, consider the role of the supply elasticity of
competing firms. Any firm contemplating a price in-
crease above the competitive level must consider the
extent to which such an increase will encourage in-
creased sales by its competitors. Business lost to these
other firms will exert downward pressure on market
price, thereby reducing (or, in some cases, completely
climinating or even reversing) the potential gains
from the contemplated price increase. Thus, in a
market where other firms can promptly meet cus-
tomer demand by expanding their service availability
in response 10 a competitor’s price increase, every
firm faces effective competition because any attempt
10 increase price to supra-competitive levels will be
defeated by a substantial loss of sales to competitors.

Just as a firm must consider the supply response
of firms already in the market, it must also consider
the response of firms that are not currently providing
service to this market but which could begin serving
it if additional profit incentives were created by an
increase in the market price.*® Incumbent producers
must recognize the response of potential competitors
as well as current competitors in evaluating their
ability to raise prices. As a result, in situations

FEMC EXNIDH dNumber

FPSC Docket 960786-TL
Kaserman Exhibit DLKR-2

where new firms can readily enter the market and
capture sales, other firms’ supply responsiveness to
price changes may be quite high even if there is a
limited number of firms currently serving the mar-
ket.** Incumbent suppliers still face effective compe-
tition in this situation because any attemnpt to raise
prices above the competitive level will result in the
entry of additional firms with a corresponding in-
crease in supply. Thus, an assessment of entry and
expansion conditions in the relevant market is a crit-
ical part of the overall assessment of competition in a
market.

Second, market demand characteristics play an
important role in determining the market power of a
firm. At the most basic level, the price elasticity of
total market demand affects the extent of any firm’s
market power. Specifically, the more elastic the mar-
ket demand, the more consumers view other goods
and services (or reduced purchases of the service in
question) as viable alternatives. As a result, a highly
elastic market demand will limit substantally the
extent of any firm’s market power. Attempts to in-
crease price will result in significant losses in sales as
consumers switch to substitute goods or services or
simply purchase fewer units.

In addition to market demand elasticity, three
other characteristics of demand help to determine
whether a given firm possesses market power: mar-
ket growth, the distribution of demand, and the will-
ingness of consumers to switch suppliers. First,
ceteris paribus, growing markets are more likely to
attract entry than stagnant or declining markets.®
Market growth reduces the likelihood of firm fail-
ures, and in turn lessens potential entrants’ vulnera-
bility. The heightened threat of entry and expansion
in rapidly growing markets thus acts to restrict in-
cumbent firms’ ability to raise prices to above-com-
petitive levels.®

Next, in markets with a highly skewed demand
distribution (i.c., a small proportion of customers ac-
counts for a large portion of total demand), firms
with high market shares have fewer opportunities to
engage in supra-competitive pricing, because the rel-

10 hamper competitive market processes see William J. Baumol
& Janusz A. Ordover, Usc of Antitrust to Subverr Competition,
28 ] L & EcoN. 247, 257-58 (1985).

¥ See, eg., Landes & Posner, supra note 21, a1 938-63,
Simran K. Kahai, David L. Kaserman & John W. Mayo, Is the
Dominant Firm Dominant?> An Empirical Analysis of AT&T's
Market Power, .. ]. L. & Econ. (forthcoming 1996). See also
In re Revisions 10 Price Cap Rules for AT&T Corp., Report
and Order, 10 FCC Red. 3009, para. 16 (1995) [hereinafter
AT&T Price Cap Order] (applying these same criteria to the
case of commercial Jong-distance services).

® Indirect regulation in the form of constraints provided by
antitrust laws, of course, remains.

#*  Landes & Pomer, supra note 21, at 938-63.

® Id at 950.

*  See, eg, J.C. Hause & G. Du Rietz, Entry, Industry
Growth and the Microdynamics of Industry Supply, 92 J. PoL
Econ. 733, 734-47 (1984),

# Note, though, that rapidly expanding demand may exen
upward pressure on prices in the most competitive of markets.
Josern E STicirTz, Econosncs ch 5 (1993).
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ativelv few customers that account for a large share
of the business being generated have a strong incen-
tve to seek out alternative suppliers if their current
provider raises prices.*® The fear of losing a signifi-
can: amount of business drives firms to charge com-
petdve prices to these large cusiomers, who, them-
selves may become competitors through resale.
Similarly, a relatively skewed demand sends impor-
1ant signals to the various competitors that rapid
marke: share gains (losses) are possible through effi-
den: (inefficient) performance and pricing. This
heightened vulnerability reduces incumbent firms’
market power and lowers the likelihood that they
would exercise any residual market power they
might possess.

The willingness or reluctance of consumers to
switch vendors of a good or service is also a funda-
mental consideration in analyzing a firm’s ability to
raise prices to supra-competitive levels. When a
given firm’s customers are relatively unwilling or
unable to switch suppliers regardiess of price, the
firm in question has more latitude to raise price to
the detriment of consumers. Alternatvely, if consum-
ers are willing and able to switch vendors, a firm
will have considerably less latitude to unilaterally
raise prices above competitive levels.

The third set of criteria traditionally used to ex-
amine market power revolve around market share.
Ceteris paribus, a firm with a large market share
could, by withholding some given portion of its out-
put from the market, have a larger impact on total
market supply and, hence, price than a firm with a
small market share.* The measurement and inter-
preiation of market share for the interexchange in-
dustry, however, must be approached with caution.
The level and time path of AT&T’s market share
reflec not only normal marketplace developments
but also the fact that AT&T was “endowed” with a
very high market share at the tme of the divesti-

wre.® That endowment, however, did not ensure
that AT&T would have monopoly control over the
supply of long-distance services. Thus, the informa-
tion that, in some cases, might be contained in a
market share number at a specific point in time is
diluted substantially by the fact that AT&T began
the post-divestiture period with an inherited high
share. The competitive significance of a market share
number, however, stems from a firm’s ability (or
lack thereof) to retain a given market share in the
wake of an attempt to raise prices to above-competi-
tive levels.® Firms whose market share declines over
time in a market with stable (or falling) prices are
very unlikely to have significant market power.

In this context, the presence of a high market
share at a given point in time provides virtually no
information on the incumbent firm’s vulnerability to
market share losses. Accordingly, any analysis of
market share should examine the dynamic path of a
firm’s market share over time. Where the analysis
reveals substantial market share josses, the observed
vulnerability indicates significant limits on the firm’s
market power, regardless of the current level of its
{statically-measured) market share. This is particu-
larly true if significant price increases have not oc-
curred. If the firm’s market share has been vulnera-
ble in the absence of substantial price increases, then
it is extremely unlikely that the firm will be able to
sustain its share in the presence of a significant price
increase. The ability to maintain market share in the
presence of a significant price increase is a true mea-
sure of market power.

Further, although minutes-of-use and revenue-
based market share statistics are more readily availa-
ble, in the case of the long-distance services market it
is more meaningful to review market share measures
based on the relative amount of transmission capadi-
ties held by interexchange firms. Capacity-based
market share figures, combined with information on

* TFor empirical evidence that buyer concentration tends o
promote more competitive pricing see Sieven H. Lusigarten, The
Impact of Buyer Concentration in Manufacturing Industries, 57
REV Econ. & Stat 125 (1975); Peter R. Cowley, Business
Margins and Buyer/Seller Power, 68 Rev. Econ. & STaT 333
(1986).

™ Whether such withholding of supply by a single firm will
have a significant effect on market price also depends upon the
other dewcrminants of marker power discussed in this section,
suth a3 the supply response of other firms.

® This “endowment” of a large market share did no , how-
ever, mean that AT&T was “endowed” with xignificamt market
power. Indeed, judge Greene, who oversaw the divestiture of
ATKT, concluded that:

fojnce AT&T is divested of the local Operating Compa-

nies, it will be unable either w subsidize the prices of its
interexchange service with revenues from local exchange
services or to shift ¢costs from competitive interexchange
services . . . [wlith the removal of these barriers to compe-
ution, AT&T should be unable w engage in monopoly
pricing in any market.

United States v. American Tel. & Tel. Corp., 552 F. Supp. 131,
172 (D.D.C. 1982), af'd sub nom. Maryland v. United States,
460 U.S. 1001 (1983).

8 “The right question is that of what happens to share, or,
more generally, to a firm’s business when monopoly profits are
sought. The fundamental issue is whether competitors are able
10 grow.” Franxiiv Frsuex, Inousteial Omganization, Ec-
ONOMICS, AND THE Law 15 (1991).
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customers’ willingness to switch suppliers,*” reveal
whether existing firms can rapidly expand output or
service availability in response to an attempted price
increase.  Consequently, capacity-based  market
shares are a more accurate indicator of the market’s
ability to enforce competitive pricing behavior.®

It is important to understand that a firm cannot
hold significant market power unless it has a large
market share and other firms’ supply responsiveness
is low. That is, either 2 low market share or a high
responsiveness of other firms' supply to price
changes means that the firm is facing effective com-
petition. If market share is low, significant market
power cannot exist even if the responsiveness of
other firms’ supply 1o price changes is limited. Con-
versely, where other firms’ supply is highly respon-
sive to price changes, an individual firm cannot pos-
sess significant market power even if it holds a very
high share. .

The consequent need to examine both entry/ex-
pansion conditions and market share characteristics
has been emphasized repeatedly by andtrust enforce-
ment agences.®® State regulatory commissions also
have recognized the importance of entry conditions
and the corresponding need to look beyond market
share figures in evaluating the intensity of competi-

i oow LAt ozuUliercd
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tion. For example, the Virginia State Corporation
Commission substantially reduced its regulation of
interexchange carriers in 1984, reasoning that “the
threat of competition is, in itself, a potent check on a
firm’s pricing policies.”"*® Additional state-level rec-
ognition of the role of entry conditions in market
power assessments is provided by the ongoing moni-
toring process by the California Public Utilities
Commission of the intrastate interexchange market-
place. Their most recent assessment concludes that
“[tlhere are no significant barriers to entry that
would discourage companies from competing in the
California Interexchange market, and there are no
barriers to exit.”! Thus, many state commissions
have correctly incorporated the role of entry condi-
tions in their evaluations of market power.

Torally specious conclusions may be reached if en-
try and expansion conditions are ignored and focus is
placed solely on market share. It is necessary to look
beyond market share *® While market share is one of
the economic determinants of market power, it can-
not by itself demonstrate that a firm has significant
control over market price. The other economic deter-
minants, such as entry conditions, must also be con-
ducive to providing such control.

¥ Censumers’ high willingness 10 switch carriers is ad-

dressed infrs at notes 54-56 and accompanying 1ext

**  “Analytically, capacity seems 10 be the correct choice. The

power of the dominant firm is limited not by the amount its
cornpetitors are currently manufacturing but by the amount they
could manufacture in response to the dominant firm's price in-
crease.” Herbert Hovenkamp, Antitrust Analysis of Marker
Power, with Some Thoughts About Regulated Indusmiries, in
TELECOMMUNICATIONS DEREGULATION: MARKET POWER AND
CosT ALLocaTioN Issuks 7 (John R. Allison & Dennis L.
Thomas «ds. 1990).

*  For example, the Federal Trade Commission has stated:
Ideally, if we could measure all relevant demand and sup-
ply clasticities, we could arrive at relatively precise est-
mates of market power, Such evidence, however, is rarely,

il ever, available and is not readily susceptible 10 direct
measurement. Therefore, other criteria must be utilized.
The most probative criteria include entry barriers; concen-
tration trends (including volatility of market shares); tech-
nological change; demand trends; and market definiton . .
- [t}he issue of entry barriers is perhaps the mast impor-
tant qualitative factor, for if entry barriers are very low it
is unlikely that market power, whether individually or
collectively exercised, will persist for long.
Feorxal, Trapt CospassioN, STATEMENT CONCERNING
Hortzontar Mmcens, Trape Rzc. RrroaTs 20901, a
20,902 (1993).
“  Re SouthernTel of Va., Inc, Final Order and Opinion,

62 PUR4th 245, 256 (1984). In a similar vein, the West Vir-

ginia Public Service Commission wrote in 1986 that:
We realize that AT&T does enjoy a large share of the
interLATA t0ll market; however, market share in and of
itsell is not the only criterion to be considered for regula.
tory purposes. Indeed we consider ease of entry, availabil-
ity of customer choices and the presence of alternate carri-
ers 1o be more important factors.

In re MCI Telecomm. Corp., Generic Order, 75 PUR4th 487,

498 (1986).

“ CaL Pun. Ut Com’N, THE CoMm'N. ADVISORY AND
ComrLiancE Div., RzPORT ON 1992 CALIFORNIA INTER-
EXCHANGE MARKET (1995).

#  Almost a half a2 century ago, Nobel Laurearc Paul Samu-
elson noted that:

fthe demand curve of any firm is equal 10 the demand
curve of the industry minus the supply curve of the re-
maining firms, already in the industry or potentially
therein. This being the case, it is casy to show that under
uniform constant costs the demand curve for a firm is hor-
izontal even though it produces 99.9 per cent of all that is
sold . . . [ejconomically if the firm were to begin to restrict
output 30 as 10 gain monopaly profit, it would cease to see

99.9 per cent of the output or even anything at all. Conse-

guently, it would not attempt to do 30, but would find its

maximum advantage in behaving like a pure competitor.
Paur A SamumisoN, Tur Founpations orf Economic
ANALYSIS 79 (1947).
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1. APPLICATION OF THE COMPETITIVE
CRITERIA TO THE INTEREXCHANGE SER-
VICES MARKET

The variety of data now available from several
different sources permits an informed assessment of
the exient of competition in the interexchange mar-
kew. A review of the data, in light of the criteria
identified in Section I1, above, leads to the conclusion
that the interexchange market is effectively competi-
tive.** Neither AT&T nor any other competitor in
the interexchange market has sufficient market
power 10 control price in a manner adverse to the
public interest. Let us examine each of the criteria
identified above.

First, the available evidence unequivocally reveals
that AT&T’s competitors have a high responsiveness
or elasticity of supply and that barriers to entry and
expansion in this market are very low. This conclu-
sion should not be surprising. The FCC and state
regulatory bodies have liberally granted entry to
long-distance firms, effectively eliminating all regu-
lawory barriers to entry. This liberalization of prior
entry restrictions is vividly demonstrated by the
number of firms that have entered this market. As
shown in Figure 1, over 450 competitors were pro-
viding long-distance service in the United States.*
This flood of new entry, especially in the face of sig-
nificant price decreases, clearly demonstrates that ec-
onomic barriers to entry into this market are ex-
tremely low. Also, as seen in Figure 2, the total
minutes-of-use reported by the non-AT&T long-dis-
1ance competitors for interstate services has grown at
an annual average rate of roughly twenty percent for
the 19841994 period.*® Thus, as new firms have en-
tered this market, they have been able to expand
their output (sales) rapidly. Another important fac-
tor in determining new firms’ ability to expand out-

put (the clasticity of their supply) is the distribution
of transmission capacity in the interexchange market.
If existing firms’ output were capacity-constrained,
their ability to defeat an attempted AT&T price in-
crease could be limited. If competitors have abundant
capacity, however, both their ability and willingness
to lure away customers and expand output is height-
ened, especially if consumers demonstrate a willing-
ness to utilize their services.

Data collected by the FCC and other studies indi-
cate that the capacity available for the transmission
of long-distance traffic is abundant.** First, capacity
expansion in this market has been rapid and signifi-
cant. As shown in Figure 3, AT&T’s competitors
have aggressively built fiber-optic transmission ca-
pacity, and collectively they now own more activated
capacity than AT&T.** It is also generally acknowl-
edged that the large gap between activated fiber ca-
pacity and the potential capacity of the networks
now in place creates a huge reserve of additional ca-
pacity that could rapidly and inexpensively be
brought on-line should any firm in the market at-
temnpt to price anticompetitively. Moreover, the dis-
tribution of capacity across scores of interexchange
carriers and “‘carmiers’ carriers” assures that no sin-
gle firm can limit competition through exercise of
“bottleneck” control of transmission capacity. Thus,
competing carriers’ ability to rapidly expand output
in this market at low marginal cost is unconstrained
due to the widespread availability of abundant trans-
mission capacity.

By definition, where new firms have demonstrated
their ability to enter a market and successfully cap-
ture market share over a protracted period of time,
econornic barriers to entry and expansion are low
and, the responsiveness of their output to price is
high.*® Many new firms have entered the inter-
exchange market, built large amounts of capacity,

4 For similar conclusions see generally Micsasr PORTER,
CorreErrTION IN THE LONG DisTANCE Marxzr (1993);
MICHAEL WARD, MEASUREMENTS OF MARRET POWER ™
Lonc Distance TrircosunicaTions, FTC, BUREaU OF
EconoMics STAFF REPORT (1995); Michael L. Katz & Robert
D. Willig, The Case for Freeing AT&T, 7 Rzc. 43-49 (1983);
Robert E. Hall, Long Distance: Public Bepefits from Increased
Campetition, APPLIED EcoN. PARTNERS (1993); see also David
L. Kastrman & John W. Mayo, Dercgulation and Market
Power Criteria: An Evaluation of State Level Telecommunica-
voas Policy, in TELECOMMUNICATIONS DEREGULATION: MAR-
et Power anp CosT ALLocaTioN Issues 65-102 (1990);
David L. Kaserman & John W. Mayo, Long Distance Tele-
communications Policy: Rationality on Hoid, 122 Pua UL
Foar. 18 (1988); Kahai £t al, supra note 27.

4 Tmrrnone TRENDS, supra note 5.

“ MARKET SHARZS, supra note 7, Thl 2.

¥ Set, c.g., Fer DEPLOYMENT UPDATE, supra note 6.

T Id THl. 2

“*  Recently, it has been alleged that the emergence of fiber-
optic technology has created “huge” barriers to entry into the
long distance marker. See, &.g., Jerry Hausman, The Long Dis-
tance Markets Today {1993) (unpublished manuscript, on file
with authors). Such a conclusion is efroneous for at leamt two
reasons. Firsy, the argument uses the wrong standard 1o judge
the height of barriers to entry. Entry barriers should be mea-
sured by examining the economic characteristics of the costs for
the most likely mode of entry. Thus, the fact that the construc-
tion and deployment of a nationwide fiber optic long-distance
network is costly and involves considerable sunk costs is irrele-
vant, because that is pot the preferred leas-cost mode of entry.
Profit maximiring firms will rypically seek to enter markets via
a least-cost surategy that minimizes their expasure to losses if the
new venture fails. In the case of the long-distance industry, this
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provided a wide array of long-distance telecommuni-
cations services, and expanded their output rapidly.
This entry and expansion has benefited consumers
by enhancing customer choice, creating downward
pressure on prices, and providing heightened incen-
tives for new service innovations. In addition, the
high supply clasticity demonstrated by this observed
behavier assures the long-run viability of competition
in this market.

Turning to the second set of market power deter-
minants, virtually all of the fundamental demand
factors identified in Section II also unequivocaily
point toward the presence of effective competition.
For example, demand growth has been quite strong
in the long-distance market. Interexchange switched
access minutes have grown nationally at an average
rate of about ten percent annually since 1984.4* This
healthy growth rate has facilitated the emergence of
new competitors, as entrepreneurs seek to garner a
share of this burgeoning market.* Indeed, this mar-
ket growth has undoubtedly contributed to the ob-
served entry of hundreds of new firms into the inter-
exchange market. Moreover, the outlook for
continued growth in telecommunications markets ap-
pears excellent.

The distribution of demand also points toward the
likelihood of vigorous competitive rivalry among the
market partidipants. The demand for long-distance
calling is highly skewed. For AT&T, fifry-three per-
cem of its residential customers account for ninety-
three percent of long-distance revenues.® This
skewed demand distribution contributes to the vul-
nerability of interexchange companies’ market
shares. Any attempt by one interexchange company
to raise prices above competitive levels would provide
significant finandal incentives for its largest and
most profitable customers to switch carriers.

Consumers’ willingness and ability to switch firms
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also clearly shows that no interexchange firm can
manipulate the market price. Consumers’ ability to
switch, of course, depends upon the ease with which
competing firms can reach customers secking to util-
ize their services. The equal access conversion pro-
cess, which is now virtually complete, has [acilitated
this capability to provide customers a ready choice of
carriers. By the end of 1993, over ninety-seven per-
cent of the nation’s telephone lines had been con-
verted to equal access.*® This conversion ensures that
consumers have a readily available choice of a vari-
ety of long-distance carriers. Indeed, a recent survey
of available choices for “1+" long-distance carriers
found that residential customers typically have be-
tween ten and thirty long-distance carriers from
which to choose.®® Importantly, this competitive
choice is available to customers in urban, suburban,
and rural areas. As a result, substantial competitive
choice is now ubiquitous throughout the United
States. In wday’s environment, there is simply no
substantial portion of the population without a sig-
nificant choice of long-distance carriers.

Not only do consumers typically have a number of
long-distance carriers from which to choose, but they
also have demonstrated in droves that they are will-
ing to exercise that choice. Indeed, according to in-
dustry data, in 1994 residential customers switched
their long-distance carrier twenty-seven million
times.* Taking “multiple switchers” into account,
this represents carrier changes by over nineteen mil-
lion customers in 1994, or about one in five house-
holds. Based upon the most recent data available, it
appears that houscholds will switch their long-dis-
tance company roughly thirty million times in
1995.% Moreover, it is important to note that it is
not just high volume customers who switch to alter-
native long distance carriers. Spedifically, in 1994,
over ten million AT&T customers with average

leag-cost path does not involve de novo construction of a fiber
opoc ransmission network but, rather, entry by leasing existing
capaiity. As new entrants grow and expand their customer ba-
s3, 2 point is reached where it may become economical 1o con-
struct their own transmission networks, depending on the price
and availability of Jeased facilities. Second, regardiess of any the-
areical arguments regarding barriers 1o entry, the overwhelming
marketplace evidence regarding actual entry and expansion belie
the notion that any significant barriers to entry and expansion in
the interexchange industry exist. For a more complete discussion
sz David L. Kaserman & John W. Maye, Long Distance Tele-
memunications: Expectations and Realizavions in the Post-Di-
vestiture Period, in INCENTIVE REGULATION FOR PusLic UTtn-
rrees 83 (Michael A. Crew ed., 1994).

“®  MARKET SHARES, supra note 7, Tbl. 1.

®  See, eg., Catherine Amst et al., Phone Frenzy: Is There
Anyore Who Doesm't Want To Be & Telecom Player?, Bus.

Wi, Feb. 20, 1995, at 92-97.

8 Gee Ex Parte Presentation in Support of AT&T's Motion
for Reclassification as 2 Nondominant Carrier, in CC Din. No,
79.252 (Mar. 9, 1995) [hereinafter Mar. 9 Ex Parte Presenta-
tion] (chart labeled, “over haif of Light Users currently fall be-
low break even™).

®  TELEPHONE TRENDS, supra note 5, Thl. 12.

8  See Kaserman & Mayo, supra note 48, at 92.93.

% Ex Farte Presentation in Support of AT& T's Motion for
Reclassification as @ Non-Damipant Carrier, in CC Dkt No.
79.252 (Feb. 8, 1995) {hercinafier Feb. 8 Ex Parte Presentation)
{chart labeled “Competitdon - Customers’ Freedom of Choice™).
See also Hearings Before the Senate Comm. on Commerce, 5a-
ence, and Transportation, 104th Cong., 18t Sess. (Mar. 2, 1995)
(prepared statement of John W. Mayo at 3).

#  Ex Parte Presentation, supra note 1, Att. 1 (chart labeled
“*The Long Distance Marker™).
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monthly usage of less than ten dollars per month
switched carriers.*® Consequently, all consumers
possess both the willingness and ability to switch be-
tween long-distance firms.

Turning last to the market share data, capacity-
based estimates reveal that AT&T’s current market
share is roughly between forty and forty-five per-
cent.”” AT&T’s competitors thus have more fiber op-
tic capacity in place (measured by fiber-miles or
route-miles) than AT&T. As a consequence of pre-
vailing capacity and demand conditions, it has been
estimated that AT&T’s competitors could immedi-
ately absorb fifteen percent of AT&T's 1993 demand
without incurring any capital costs.*® Moreover, by
utilizing spare switch ports and existing transport fa-
clives, it is estimated that AT&T's competitors
could absorb an additional seventeen percenmt of
AT&T’s 1993 traffic within three months.* Given
the rapidly evolving nature of the electronics of
switching and the commensurate increases in switch-
ing capacity, it is clear that the capacity of any given
carrier can be expanded very rapidly by deploying
newly available electronics. For example, relatively
straightforward alterations in the electronics may
boost several-fold the average number of DS-3’s per
fiber pair embodied in today’s electronics.* Thus,
for purposes of market power assessment, AT&T's
capadty-based market share measurement is actually
quite conservative.®® AT&T’s output-based 1994
market share is somewhat higher, about fifty-eight
percent of all interstate minutes-of-use.®® While
these alternative measures indicate that AT&T is a
major competitor in the interexchange services mar-
ket, they are not out of line with the market shares
of other firms (e.g., Campbell Soup Company)
which operate in unregulated environments.*

Moreover, AT&T's market share is not static.
The temporal pattern of its market share reveals that
AT&T’s services are quite vulnerable to competitive

attacks by rivals even in the absence of an attempted
price increase. At the ume of divestiture, AT&T sold
the predominant share of interexchange services in
the United States. Figure 4 reveals that AT&T's
minutes-of-use market share has declined almost
continually throughout the post-divestiture period.*
The fact that this decline has occurred over an eleven
year period in which AT&T’s prices have fallen
dramatically (over fifty percent in real terms)**
clearly indicates that AT&T will be highly vuinera-

ble to even larger market share losses if it should

ever fail to offer quality services at competitive
prices.

Significantly, the aggregate trend of market share
declines masks an even more revealing vulnerability
of AT&T’s customer base. As noted above, the long-
distance marketplace is characterized by a considera-
ble amount of customer churn. In 1994, some
twenty-seven million houscholds switched long-dis-
tance carriers.* This widespread propensity of many
customers to switch carriers reveals the vulnerability
of every long-distance firm to rapid market share
erosion. AT&T’s overall market share trend reveals
only the net effect of household switching. The true
vulnerability of AT&T to marke: share erosion is
considerably greater than the net market share trend
shown in Figure 4 suggests. On a2 monthly basis, res-
idential customers are changing carriers over two
and a half million times. Given such demonstrated
willingness to change carriers, a single mis-step by
AT&T could result in significant and dramatic share
loss. This vulnerability to competitors is similar for
the business segment, where churn levels are some-
what lower but revenue per customer is much
higher. Such vulnerability clearly shows that the
marketplace effectively disciplines AT&T’s pricing
behavior.*” The principal conclusion to be drawn
from the declining market share and substantial cus-
tomer churn data is that, regardless of the historical

Id at M.

Feer DEPLOYMENT UPDATE, supra note 6.

See Ex Parte Presentation, supra note 1, at 2.

id

Id. at 6.

These estimates, proffered by AT&T, are claimed tw be
conservative since they are based solely on MCI, Sprimt, and
LDDS/Wilel and ignare AT&T's other competitors in this
area Jd at 2.

® MARKET SHARES, suprs note 7.

*  JoHN SUTTON, SUNK COST AND MARKET STRUCTURE:
Prick COMPETITION, ADVERTISING, AND THE EvoLumion oF
ConcanrrATION Th. M.8 (1991) (listing market shares in the
prepared soups industry).

*  The vulnerability of AT&T to market share losses appar-

ey

ently extends well beyond the losses 1o MC] and Sprint. Indeed,
recent data indicates that the most rapid growth in presubscribed
lines in recent periods has come from the so called “third tier”
carriers.  KaSserman & Mavo, supra note 20.

*  WAaRD, supra note 43, at 11.
4  See supra note 54 and accompanying text.

' AT&T s market share losses are not due to the ability of
regulators w effectively restrain some innate advantage that
AT&T might have were it freed from reguiatory controls. Mar-
ket share declines have occurred not only in states where AT&T
has been asymmertrically regulated (e.g., New York), but also in
states such as Virginia in which the regulaiory commission has
eliminated asymmetric regulavion. See supra notes 40-41 and ac-
companying text.
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“dominance” of AT&T in the market, no firm today
is immune to large market share swings if it were to
attempt to charge non-competitive prices.*

In sum, the presence of numerous competitors, the
demonstrated vulnerability of AT&T’s market share,
the widespread availability of transmission capacity,
the minimal amount of economic barriers to entry,
and the fundamentally pro-competitive demand con-
didons in the interexchange market clearly demon-
strate the presence of effective comperition. More-
over, several factors indicate that this competition
exists not just at the aggregate level, but also for
every toll service and each geographic area within
the country. As pointed out in Section II, the degree
of competition is only meaningful when discussed
with respect to “the relevant market.” In this case,
the relevant market includes all interexchange toll
services sold in the United States.*® Thus, the finding
of effective competition in the relevant market neces-
sitates the conclusion that such competition exists for
ecach service and geographic area within that market.
Therefore, AT&T faces competitors in every geo-
graphic area within the United States and for every
toll service it offers.™

IV. COMPETITION IN THE INTER.
EXCHANGE MARKET: OTHER EMPIRICAL
EVIDENCE

The foregoing analysis provides clear evidence
that the interexchange market is subject to effective
competition. Corroborating evidence of such competi-
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tion stems from two additional sources that we
briefly review in this section. First, although it was
possible in the immediate wake of the divestiture to
argue (largely on conceptual grounds) that AT&T
had very littie market power, we now have had over
ten years of actual marketplace experience on which
to base this conclusion. Numerous states have exper-
imented with relaxed and, in many cases, symmetric
regulation of inerexchange carriers. Second, the
FCC has substantially relaxed its regulation of inter-
state business services. Such experimentation pro-
vides a natural opportunity to observe AT&T's mar-
ket behavior in a Jess stringent regulatory
environment and offers empirical evidence of
AT&Ts lack of market power. In addition, the pas-
sage of time and the advancement of empirical in-
dustrial organization methodologies since the divesti-
ture have now created the opportunity to formally
(econometrically) test the hypothesis that AT&T re-
tains significant monopoly power. Specifically, it has
become possible to estimate directly the degree of
market power held by AT&T. In the three subsec-
tions that follow, we briefly describe the resuits of
these two types of studies.

A. Reclaxed Regulation: The State Evidence

Beginning with the Virginia State Corporation
Commission’s decision in late 1984 to grant full pric-
ing fexibility to all long-distance firms, including
AT&T, the vast majority of states now have re-
laxed regulation of intrastate interLATA 1oll service

“ In this contexe, it is important to note that any explict
public policy linkage between AT&T’s market share and the re-
moval of the “dominant” label and asymmetric regulation would
coostitute very poor policy. Indeed, a policy that predicates an
end to asymmetric regulation on AT&T's market share falling
below some specific threshold reduces all firms' propensities to
compete. AT&T would, under such a policy, be encouraged to
refrain from aggressive competition in order 1o allow its market
share 10 fall below the threshold level. It could do this, for in-
zance, by raising prices, refusing to offer new services, or al-
lowing quality to fall. At the same time, the firms attempting to
prolong regulation of AT&T would face an incentive not to cap-
wmre 100 much marker share, 5o as to deny the “dominan:” Arm
regulatory freedoms to fully and freely compete for customers’
patronage. Thus, under a “market share threshold” policy, if
competitors succeed in attracting customers away from AT&T,
the “reward” is the deregulation of AT&T. In this scenario, the
eanire competilive process is put in reverse. A contest is created
» st who can turn in the worst performance. This is the funda-
mental reason that the federal antivrust authorities have not es-
tablished 2 singular focus on market share or created any market
share threshold e for the existence of significamt momopoly
power.

¥ See supra notes 24-26 and accompanying text.

™ As noted above, over 97% of all local exchange access lines
in the United States have now been converted to equal access,
ensuring dialing and technical interconnection parity between
AT&T and its competitors in virtually every geographic location
in the United States. TeLEPHONE TRENDS, supra note 5, Tbl.
12. Even the tiny fraction of customers without equal access are
protected from market power by the practice of geographically
uniform pricing. This practice assures that the price of a long-
distance call is the same regardless of whether the origination
and termination locations are urban or rural, equal access or
nonequal access. Because competition is pervasive in equal access
areas with (typically) berween 15 and 30 long distance carriers,
nonequal access areas are also assured competitive pridng.
Kaserman & Mayo, supra note 48, at 92-93. Morecover, ¢ven in
areas whert equal access is not yet implemented, it is routine for
long-distance customers to be served by several interexchange
carriers. See, e.g., In re PSC's Investigation of the Regulatory
Status of Other Common Carriers and Contemplated Rulemak-
ing, MoNTANA Pusnic Service Comm'n, Dki No. 94.2.8.
(Direct Testimony of John W. Mayo)}{June 10, 1994).

T See supra note 40 and accompanying text.
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to varying degrees.”™ As a result, it has become in-
creasingly possible to examine empirically the cumu-
lative evidence regarding the effects of such policies
and to make informed judgments about the likely
impacts of a further relaxation of regulatory con-
trols. This type of evidence is extremely important in
public policy proceedings, because parties opposed to
relaxed regulation of AT&T have often argued that
such a policy would lead 10 various sorts of undesir-
able consequences.” For instance, some parties have
predicted that AT&T would use its newfound pric-
ing freedom to charge monopoly prices, including
differentiating between terms offered in contract tar-
iffis for end users and those for resellers of telecom-
munications services to disadvantage its competi-
tors.’ Others {ear that relaxed regulation would
lead to predatory pricing, cross-subsidization, or re-
ducions in universal service.”™ Given these predic-
tions, it is informative to look at the experience with
reduced regulation of AT&T. If these feared conse-
quences have not emerged under reduced regulation,
the predictions lose their credibility.

The available evidence strongly indicates that con-
sumers have benefited substantially from reduced
regulation. Indeed, industry performance has im-
proved markedly with the relaxation of regulatory
controls. It is of spedific interest to regulatory com-
rnissions’ current and ongoing deliberations that no
evidence exists that in those state jurisdictions where
policies of continued asymmetric regulaton remain
that competitive performance in the interexchange
market has in any way improved. In fact, the availa-

ble evidence strongly suggests that such regulation
has actually caused consumers to pay higher prices.

This conclusion is supported by several studies.
For example, one study of the effects of regulation
and competition on the prices of AT&T’s intrastate
toll rates found that “(tjhe price of AT&T was
found to be lower in states with pricing flexibility
than in states where AT&T was operating under
rate of return regulation . . . [hjowever, the price of
AT&T service was lowest in states with complete
deregulation.””® This study is congruent with an
carlier study by swafl economists at the Federal
Trade Commission (“FTC”) in which the authors
concluded, “(tJhe results of this analysis suggest that
AT&T's daytime, evening, nighttime and weekend
rates are significantly lower in states that allow pric-
ing Aexibility than in states that use rate-of-return
regulation.”™ Indeed, the study indicates that the
price of a five-minute daytime intrastate toll call
was, on average, 7.2 percent lower in states that al-
low AT&T increased pricing flexibility.”

Together, these studies reject the hypothesis that
anticompetitive pricing has occurred under relaxed
regulatory policies and allay any fears of price esca-
lation after regulation is relaxed. Indeed, the results
demonstrate that relaxed regulation is pro-competi-
tive, and generally leads to significant price reduc-
tions. The results also provide compelling evidence
that AT&T lacks significant market power. If
AT&T had such power, relaxed regulation should
have led 1o higher (not lower) prices.™

Assessing whether any states have deemed it nec-

™  See supra note 15.

" David L. Kaserman & John W. Mayo, The Ghosts of
Deregulated Telecommunications: An Essay by Exorcists, 6 J.
PoL'y. ANaLYsIS MGMT. 84, 85 (1986); Kaserman & Mayo,
Long Distance Telecommunications Policy: Rationality on Hold,
supra note 43, ar 21.25,

™ Comments of the Telecommunications Reseliers Ass'n. to
the Ex Pane Presentation in Suppert of AT&T's Motion for
Redlassification as a Non-Dominant Carrier, at App. 1 (June 9,
19931

* MCI Telecommunications Corporation has argued that it
is premature to classify AT&T a3 poh-dominant because it still
has substantal market share, dominates in market segments
seerningly “immune to the introduction of efective competition,”
and holds key patents for fundamental telecommunications sys-
tems. Comments of MCI Tel. Corp. to the Ex Parte Presenta-
don in Support of AT&T's Modoo for Redlassification as a
Non-Dominant Carrier passim (June 9, 1995). MCI suggested
that the FCC should at least reaffirm important “market rules”
to ensure that AT&T does not avoid its legal obligations. Id at
7-21. Four of the Regiona! Bell Operating Companies have ar-
gued that the major long distance telephone companies have es-
tablished a cooperative pricing panern in which they generally
increase prices on one another’s lead. Further Opposition of Bell

Adlantic, BellSouth, Padfic Telesis, and SBC Communications
to the Motion for Reclassification of AT&T as a Nondominant
Carrier (June 9, 1995) [hereinafter RBOC Comments). See also
William E. Taylor & J. Douglas Zona, Analysis of the State of
Competition in Long Distance Telephone Markets (1995), in
RBOC Commems, Ar. E.

™ Robert Kaestner & Brenda Kahn, The Effects of Regula-
ton and Competition on the Price of AT&T Intrastate Tele-
phone Service, 2 ]. Rxc. Econ. 363, 372 (1990).

™ Alan D. Mathios & Robert P. Rogers, The Impact of Al-
ternative Forms of State Regulation of AT&T on Direct-Dial,
Long Distance Telephone Rates, 20 Ranp. ). Econ. 437, 437
(1989).

™ Id at 7.

™ One study reaches the conclusion that regulatory manipu-
lation of access charges assessed 10 Jong-distance carriers, not
competition, has been responsible for price declines in the inter-
exchange marketplace. See William Taylor & Lester D. Taylor,
Posidivestiture Long-Distance Competition in the United States,
83 Am. Econ. Rev. 185, 189 (1993). This conclusion, as well as
the underlying data and methodology embodied in the study, are,
however, subject to serious debate. See, eg., Letter from E. E.
Esey, Regulatory V.P., AT&T, w0 William F. Caton, Aning
Secretary, FCC (Mar. 21, 1995), in Ex Parte Presentation,
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essary to reverse reduced regulation policies in re-
sponse to any performance problems presents an-
other perspective on the experience with relaxed
regulation. Virtually all of the states that have im-
plemented reduced regulation have retained their au-
thority to reinstitute more stringent regulatory con-
wols if the experience did not benefit consumers.
Moreover, these states have continued to monitor va-
rous aspects of market performance to detect
whether any undesirable consequences have materi-
alized. An absence of reregulation clearly is indica-
tive of competitive market performance.

Here again, the evidence is unequivocal. No state
that has relaxed regulation has found it necessary to
reverse itself. Indeed, in the state with the longest
experience with relaxed (and symmetric) regulation,
the Virginia State Corporation Commission staff
conciuded that, “the information put forward here
reflects well, overall, on the effects of deregulation on
AT&T’s prices in Virginia.”* Similarly, in the state
of Washington, where AT&T has been granted sub-
stantial pricing flexibility with symmetric regulation,
an examination of interexchange rates led the Wash-
ington Utilities and Transportation Commission to
conclude that “the competitive marketplace is
working.”*

B. Relaxed Regulation: Business Services

The marketplace experience after the FCC's re-
laxation of regulation of AT&T’s business services
in 1991 supplies additional evidence on the merits of
relaxed regulation.*® Competition for these services
has flourished in the wake of the removal of pricing
controls for AT&T. Moreover, while this competi-

Page of X7

tion has been “messy” for individual competitors,
with hundreds of promotional offerings and
thousands of individual contract offerings, customers
have benefited immensely. Nominal prices have de-
clined by roughly fifteen percent, scores of new ser-
vices have been introduced, and quality has im-
proved.*® This positive experience with the
Commission’s removal of pricing controls for busi-
ness services provides additional evidence that asym-
metric regulation of interexchange services is simply
unnecessary and is, in fact, harmful in today's
marketplace.

In summary, the published literature, internal
stafl studies, and state and federal regulatory deci-
sions to retain relaxed regulation policies all support
the conclusion that effective competition prevails in
the interexchange market. This body of empirical ev-
idence does not support continued asymmetric regu-
lation of AT&T by either federal or state regulators
under the “dominant” firm classification inherited
from the pre-divestiture period.

C. Direct Econometric Estimates of AT&T’s Mar-
ket Power

In recent years, the advancement of “new empiri-
cal industrial organization” techniques has provided
the means in certain situations to examine the mar-
ket power of individual firms directly.* At least two
such studies of the interexchange industry have now
been performed.*® Both employ a variant of the so-
called residual demand estimation approach to gen-
erate empirical estimates of the “Lerner index™ for
AT&T.® This index provides a direct measure of
the degree of market power held by the firm.*” Inter-

supre note 1, Att. V (demonstrating that, when properly calcu-
lated, AT&T s rate reductions exceed access charge reductions
that have been resulting from regulaton). Thus, while access
charge changes have, without doubt, contributed to the evolving
set of prices in the post-divestiture era, the assertion that revenue
reductions are eclipsed by access charge reductions is incorrect.
Moreover, the studies noted herein demonstrate that relaxed reg-
ulaton of AT&T's 1oll services has had beneficial effects on
prices after accounting for access charge changes.

™ Va StaTE Conr. CoMm'N, THE EFFECT OF DEREGULA-
TIoN ON AT&T PRICING IN VIRGINIA AND A COMPARISON OF
AT&T PricING IN TEN STATES ACRosS THE UNITED STATES
14 (1987).

& Tur Wasn. Urn AND Transe. Comat, THE STATUS
Of THE WASHINGTON TELECOMMUNICATIONS INDUSTRY 352
{(submitied to the Washington Swate Legislature, Jan. 27, 1989).

® The FCC allowed AT&T to offer contract-based rates
and terms of service to business customers. AT&T was required
to file these rates and conditions with the Commission and to
make them generally available to all similarly situated custom-

ers, and such filings required 14 day notice. In re Competition
in the Interstate Interexchange Marketplace, Report & Order, 6
FCC Red. 5880, 5901, recon. in part, 6 FCC Red. 7569 (1991),
further recan., 7 FCC Rad. 2677 (1992). Two years later, in the
same docket, the Commission conduded that the 800 services
market was competitive enough to remove price cap regulation
on AT&T for these services. Second Report & Order, 8 FCC
Red. 3668 (1993).

8 Ex Parte Presentation, supra note 1, at 39-40.

*  For a survey of studies making use of these techniques see
Timothy F. Bresnahan, Empirical Studies of Industries with
Market Power, in 2 HaNDBOOK Of INDUS. ORGANIZATION
1011, 1051-55 (R. Schmalensee & R.D. Willig eds., 1989).

*  WARD, supra note 43; Kahai et al., supra note 27.

* See AP Lemer, The Concept of Monopoly and the
Measurement of Mooopoly Power, 1 Tue Rev. ofF Econ.
STup. 157 (1933-1934). Lerner sets forth a formula to measure
monopoly power. Where “P” is price and "C” is marginal cost,
the “Lerner index” is given by (P - C) / P. Id. at 169.

®  WARD, suprz note 43.
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estingly, these two studies make use of substantially
different methodologies and data sets, yet they reach
stnkingly similar conclusions. Specifically, both stud-
1es find that AT&T holds lirtle market power. In
fact, the Lerner index for AT&T is found to be well
below that of many firms operating in completely
unregulated industries.

The first study, by Michael Ward, staff economist
at the FTC, makes use of two data sets — a time
series for interstate calling that covers the period
from July 1986 10 August 1991, and a pooled sam-
ple of monthly data that covers the 1988-1991 period
for five states.*® His studv focuses on the small busi.
ness and residential portion of the overall inter-
exchange market.*® Simultaneous equations estima-
ton techniques are employed to estimate both
demand and supply relationships.® Ward’s results
lend further support to the conclusion that AT&T
holds no economically significant marker power in
the interexchange services market.*

The second study to attempt a direct measurement
of AT&T’s market power is by Simran Kahai and
the authors of this paper.” This study makes use of
quarnterly observations on interstate calling volumes
and uariffed rates for residential MTS service over
the period of third quarter 1984 10 fourth quarter
1993. The theoretical framework for this study is
provided by the dominant firm/competitive fringe
model.* Using this model, the study estimated si-
mulaneously the total market demand and competi-
tive fringe supply curves while controlling for exoge-

nous variables such as the price of carrier access and
the percent of lines converted to equal access.™ From
these estimates and known values for AT&T’s mar-
ket share (based on ecither capacity or minutes-of-
use), calculation of the price elasticity of AT&T’s
residual demand curve is feasible. The Lerner index
for AT&T, then, is given directly by the reciprocal
of this elasticity.

The estimated values for this index fall between
0.13 and 0.29, depending upon which market share
figure is used.®® These values are then compared to
Lerner index estimates for other {predominantly un-
regulated) industries reported in two prior studies,
by Robert E. Hall*® and Timothy F. Bresnahan.*
Both of these comparisons support the conclusion
that, relative to other firms in the United States
economy, AT&T possesses very little market power.
From these estimates and comparisons, the study
concludes that:

Comparisor of these values with prior Lerner index esti-
mates for firms in other industries suggests that, relative
to these other (unregulated) industries, the long distance
market is highly competitive . . . [tjo the extent that the
‘dominant irm’ label and the affiliated policy of asymmet.
ric regulation were originally proposed as a mechanism to
handle residual, but significant, monopoly power on the
part of AT&T, our findings dearly indicate that this is a
label and policy that are no longer warranied.™

Thus, both studies have estimated directly the degree
of market power held by AT&T and are in close
agreement. Both demonstrate the positive impact of

# Id a1 24.25.
® Note that this is the Price Cap Basket 1 portion of the
market, in which the greatest concern has been expressed re-
garding the possibility of significant market power by AT&T.
Thus. Ward's results should hold a fortiori for the remainder of
the interexchange market.
*  WAaRD, supra note 43, at v.
*' From the results of this estimation, Ward writes that
{tJhis study measures empirically the competitiveness of
the long-distance 1elephone market. Te do so, it estimates
fum-specific long-run demand elasticities for AT&T and
its rivals for Jong-distance service marketed to households
and small businesses during 1988-1991. A lower-bound
for AT&T’s long-run demand clasticity is estimated 1o be
approximately -10.1. If AT&Ts prices were completely
unregulated, this elasticity estimate implies that the up-
per-bound deadweight loss due to allowing AT&T to se
prices in excess of margina! cost would be about 0.36% of
otal industry revenues in 1991, or $199 million in 1991.
While direct estimates of the costs imposed by the current
form of regulation are not available, this welfare loss esti-
mate is well below previous estimates of the benefits that
followed partial deregulation of the long-distance mar-
ket . The estimation results lead us 10 & number of con-
dunons. Chief among them is that the long-distance mar-

ket is relatively competitive. Because the long-distance
market appears more competitive now than during the pe-
riod covered by our analysis, the current deadweight loss
from AT&T's exercise of market power may be even less
than our estimates.

Id. a iii-v.

*  See Kahai et al,, supra note 27.

**  Far a discussion of this model, see KASERMAN & Mavo,
supra note 20, at 104-09. Despite the rather pejorative title of
this model, its use implies no a priori presumption of significant
market power oo the part of the so-called “dominant firm.” See
generally Landes & Posner, supra note 21. For a more complete
discussion of the term “dominant” in the economics and telecom-
munications regulation literatures see Kahai et al., supra note
27.

™ Kahai et al.,, supra note 27, at 11-15.

* Id ar 20. These estimates arc probably biased upward
due 10 the use of a short-run estimate of total market demand
elasticity. They imply a price elasticity of demand for AT&T"s
services of between -3.45 and -7.69. Id.

*  Robent E. Hall, The Relation Between Price and Margi.
nal Cost in U.S. Industry, 96 ]. of PoL Econ. 921 (1988).

¥ Bresnahan, suprz note B4, at 1051.

*  Kahai et al., supra note 27, at 28-29.
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reduced regulation on market performance, and for-
tify the more traditional structure-conduct-perform-
ance studies of underlying industry characteristics.
The cumulative weight of this evidence overwhelm-
ingly supports the conclusion that the interexchange
market is subject to effective competition.

V. OTHER COMPETITIVE/POLICY ISSUES

The preceding assessment of the evidence from a
variety of sources clearly demonstrates that AT&T
does not possess the power 1o control price unilater-
ally in the interexchange market. That is, AT&T
does not have significant market power. Conse-
quently, under both the economic and regulatory
definitions of dominance, AT&T is not a dominant
firm.

Nonetheless, the authors have encountered some
parties who have been willing to accept (or. at least,
not oppose) this basic conclusion, but have been re-
luctant 10 advocate adoption of a symmetric regula-
tory policy. This reluctance is due to other concerns
about market conduct and performance that might
arise under such a policy. Specifically, three princi-
pal issues have been raised: the three largest firms
could engage in tacit collusion and supra-competitive
pricing; AT&T could engage in predatory pricing,
causing substantial exit and a reconcentration of the
market; and AT&T may raise prices to its low vol-
ume or rural customers, where it is believed to hold
a much larger market share.!® In this section, we
briefly address each of these competitive issues.

Before turning to these issues, however, two points
are worth noting. First, the competitive concerns
listed above are not new. Each of these issues has
been raised and successfully resolved in various
state-level regulatory proceedings. Despite allega-
tions based on these concerns, numerous state com-
missions have chosen to implement relaxed/symmet-
ric regulatory policies.’® To date, no evidence
whatsoever has appeared that would indicate that
anticompetitive consequences have emerged.

Second, when confronted with allegations that

these (or other) performance problems are likely to
materialize in a less smringently regulated eaviron-
ment, questions must be asked: What, preciscly, is
the alleged concern? Is the market in question con-
ducive to the sort of behavior postulated, and is there
evidence that such behavior has arisen? Does the ex-
isting policy of asymmetric regulation make sens¢ as
a policy instrument to prevent the alleged conduct?
Finally, is there an alternative, less stringent policy
that is likely to be more successful in addressing the
problem? Of course, the third and fourth questions
are relevant only if the answer to the second is
“yes.” This sort of structured approach will help to
ensure that public policy is responsive to the realities
(and not the myths) of the marketplace. We now ap-
ply this approach to the issues listed above.

A. The Tacit Collusion lssue

From the time of divestiture, various parties have
argued that long-distance telecommunications firms
might engage (or are engaging) in tacit collusion to
keep prices above competitive levels. The concept of
tacit collusion was first developed by Edward H.
Chamberlin in 1933.}** The basic idea is that under
certain conditions, rival firms in a highly concen-
trated industry may gravitate toward the joint-profit
maximizing (i.c., monopoly) price and output with-
out actually entering into an explicit overt agreement
to fix prices.!® Whether this sort of behavior is
likely to occur, however, is highly dependent upon
the specific characteristics of the market in question.
For tacit collusion to arise, industry conditions must
be favorable to the stable sort of “meeting of the
minds” that must occur 1o sustain this type of highly
coordinated market conduct.!®

The market structure exhibited by the long-dis-
tance telecommunications industry is not conducive
to such tacit collusion. At least seven structural at-
tributes of this industry effectively preciude such be-
havior. First, collusion of any sort (either tacit or
overt) cannot succeed in the absence of significant
barriers to entry and expansion. The reason for this

¥ See RBOC Comments, supra note 75. See also Paul W.
MacAvoy, Tacit Collusion Under Regulation in the Pricing of
Interstate Long-Distance Telephone Services, 4 ]. oF EcoN. &
MGMT. STRATEGY 147 (1995).

'** This list of comperitive issues is not exhaustive. It does,
however, cover the major concerns that have been raised. This
article’s analytic analysis in responding to these concerns and the
conclusions reached herein should easily be transferable to re-
lared issues.

181 See supra note 15 and accompanying text.

1% Epwarp H CuamszruN, THE THEORY OF Monoro-
LsTic COMPETITION: A REOIENTATION OF THE THEORY OF
VaLue (8th ed. 1962).

M Jd oat 106

' Conspiracy withio an industry may exist only where the
behavior indicates “a unity of purpose or a common design and
understanding, or a mceting of the minds in an unlawful ar.
rangement.” Nurse Midwifery Assoc. v. Hibbet, 918 F.2d 605,
616 (6th Cir. 1990), cert. denied, 502 U.S. 952 (1991).
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is straightforward. To the extent that colluding firms
succeed in raising market prices above competitive
levels, new firms will enter the industry and/or ex-
isting non-colluding firms will expand output unless
entry and expansion barriers prevent such natural
market responses. Such entry and output expansion
increase supply and drive prices back down, thereby
defeating any collusive attempts to increase prices.
Therefore, tacit collusion cannot succeed (and, conse-
quently, will not arise) in markets characterized by
relatvely easy entry. Indeed, the fundamental role
that entry barriers play in allowing collusion or
other anticompetitive forms of conduct to arise has
led F.M Scherer and David Ross to write that, “sig-
nificant entry barriers are the sine qua non of mo-
nopoly and oligopely . . . .”'* Additionally, Roger
Sherman points out that “[tjo perpetuate a coopera-
tive solution, the firms must be able 1o limit indus-
trial capacity to supply the good. Existing firms must
résist expansion and there must be barriers to the
entry of new firms.”?%

No substantial barriers to entry into the long-dis-
lance telecommunications industry exist. The ob-
served entry of over 450 new firms during the past
decade in the face of declining prices provides com-
pelling evidence that entry into this market is readily
achievable. Moreover, the market is free of major
barriers 10 expansion that would prevent smaller
firms already in the market from increasing their
supply if the larger firms were to attempt to increase
prices above competitive levels. Both MCI and
Sprint entered this market at smaller scales than
many current market participants now enjoy. The
substantial market share gains these two firms have
realized could be replicated by the smaller carriers if
the top three firms were to increase prices to supra-
competitive levels. Indeed, the combined market
share of these smaller firms has more than doubled
in recent years and now exceeds the market share of

Sprint.*” With no substantial barriers to expansion,
these firms provide an effective constraint against
tacit collusion by AT&T and its larger nivals.
Therefore, the absence of significant entry and ex-
pansion barriers provides an effective safeguard
against tacit collusion in this market.

The second structural characteristic of the inter-
exchange market that prevents the emergence of tacit
collusion is the substantial amount of spare capacity
that exists in this industry. The economic literature
on collusive behavior widely recognizes the tendency
for collusive arrangements to break down in the
presence of excess capacity.’®® The logic of the argu-
ment is straightforward. Where excess capacity is
present, the marginal cost of increasing the individ-
ual firm’s output can be quite Jow. As a result, the
difference between a collusive price and marginal
cost becomes great, and the incentive to increase out-
put (or “cheat” on the collusive agreement) is corre-
spondingly great. As participating firms succumb to
this incentive to cheat, the collusive agreement col-
lapses and the market price falls towards the com-
petitive level.'® This has led Stephen Martin to con-
clude that “{fjor this reason, economists have argued
that substantia] excess capacity increases the likeli-
hood of price wars and a breakdown in oligopolistic
control of prices.”'* Excess capacity is thus an
anathema to successful collusion. Its presence in the
long-distance market makes tacit collusion extremely
unlikely.1}?

The third structural characteristic that frustrates
any effort to achieve and maintain tacit collusion in
this industry is the marked differences that exist in
the market shares of the three largest firms. These
unequal shares tend to confound the sort of mutually
cooperative behavior that must be achieved without
explicit communication if tacit collusion is to suc-
ceed.''* Unless MCI and Sprint are content to con-
tinue to hold the market shares they now possess

' FM. Scuerzr aND Davip Ross, INDUSTRIAL MARKET
STRUCTURE AND ECONOMIC PERFORMANCE 18 (1990).

“;;' ) ROGER SHERMAN, THE EcoNOMICs OF INDUSTRY 264
4)

¥ TevLepsonte TRENDS, supra note 5, at 45 (Tbl. 30).

'™ Sec Robert W. Swuiger & Frank A. Wolak, Collusive
Pncuzg with Capacity Constraints in the Presence of Demand
Uncertainty, 23 RAND J. Econ. 203 (1992), where in referring
1o SCHERER & Ross, supra note 105, it notes a “large body of
empirical evidence” supports the proposition that the incentive
for vigorous price competition is most likely when capadity utili-
zaton is low. Id at 203. The authors provide additional theoret-
u_:! support (or this proposition, concluding that price undercut-
ting and market share insability can emerge if excess capadry is
sufficiently great Jd. at 216.

1 While the traditional argument about the role of excess
capacity in frustrating collusive agreements has been cast in
terms of breaking down an existing agreement, the logic of this
argument applies equally to the inability to form such an agree-
ment in the presence of excess capacity.

i STepHEN MaRrTIN, INDUsTRIAL Economacs: Eco-
NOMIC ANALYSIS AND PusLic PorLicy 149-50 (1988).

1 This point has explicitly been recognized by various reg-
ulatory bodies including the FCC. See, c.g., AT&T Price Cap
Order, supra note 27, para. 25.

1 For an example of research demonstrating the con-
founding effects of marketplace asymmetries on supra-competi-
tive pricing sec Charles F. Mason, Owen R. Phillips & Clifford
Noveli, Duopoly Behavior in Asymmetric Markets: An Experi-
mental Evaluation, 74 REv. or ECON. AND STAT 662, 670
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{which, historically, they clearly have not been con-
tent to do), their efforts 1o expand their shares will
doom to failure any tacitly collusive agreement. The
inherent tension created by substanually different
market shares also serves to reduce the likelihood of
taait collusion.

The fourth characteristic of the long-distance mar-
ket that is fundamentally incompatible with tacit col-
lusion is the relatively complex structure of prices
and the predominant mechanism through which ef-
fective price changes are now instituted. The sort of
coordination-without-communication required for
ucit collusion to succeed is generally thought to re-
quire a high degree of product homogeneity with a
very simple price structure, i.c., a single, widely
known, price that is the same for each unit of output
sold.’** Without such pricing simplicity, it becomes
exceedingly difficult for the parties to the (unstated)
agreement to know what price they are supposed to
charge. It also becomes much more tempting to cheat
on the agreement by lowering price, because such
behavior is more difficult 1o detect with a complex
pricing structure.

In the interexchange telecommunications market,
bowever, pricing is anything but simple. The price
for a minute of long-distance service from a given
supplier is likely to vary with distance, duration,
ume of day, day of the week, and which (if any) dis-
count program is selected. Moreover, some carriers
compete by eliminating the distance sensitivity of
loog-distance calling, while other carriers compete by
alering the time increments over which a call will
be measured. Additionally, numerous and frequent
price changes are initiated in this market by the va-
rious carriers through a plethora of discount pro-
grams and affinity marketing plans. For example,
Joint marketing efforts between long-distance carriers

and airlines offer frequent flier miles in exchange for
using the long-distance carriers’ service.}’* Other
similar joint marketing programs between major
U.S. companies and interexchange carriers are be-
coming increasingly popular.’*® The presence of
these “in kind” discounts make the pricing — both
identification and agreement — necessary for suc-
cessful tacit collusion among the various inter-
exchange carriers highly unlikely.

In recent years the use of short-run promotions
also has grown as a competitive instrument in this
market. For instance, in each of the past two years,
AT&T has introduced over 400 promotional offer-
ings.’** Finally, the use of individual contracts be-
tween customers and long-distance carriers has in-
creased in recent years. Since 1993, AT&T alone
has filed some 2,000 contract tariffs for individual
customers.?!? As a result, it is extremely difficult for
a competitor to know the effective price being
charged and very easy for any given competitor to
“cheat” on any pricing that is perceived 10 be above
competitive levels. In this incontrovertibly complex
and dynamic pricing environment, it strains credibil-
ity 10 contend that competitors could formulate and
sustain a tacitly collusive agreement to charge supra-
competitive prices.

The fifth characteristic of the interexchange tele-
communications market that is unfavorable to tacit
collusion is the dynamic nature of the technology in
this indusiry.’*®* Where new products and/or pro-
duction techniques are a common occurrence, collu-
sive arrangements tend to be particularly difficult to
sustain, because such changes provide expanded op-
portunities and incentives to increase profits by
cheating on the agreement.!®* While a price cut, if
detected, may be retaliated against quickly by rival
producers, thereby rapidly eroding the potential

{(1992) (“Our results indicate that asymmetry is 2 powerful con-

ud on cooperative behavior in highly concentrated markets . . .
U)‘

1* DENnis W. CARLTON ET AL., MODERN INDUS ORGAN-

IZATION (2d ed. 1994) “Firms have more difficulty agreeing on
relxtive prices when each firm’s product has different qualities
or properties.” Jd at .

M MCI pioneered this type of program in 1988 and now
bas arrangements with at least four major airlines, American
Airtines, Northwest Airlines, Continental Airlines, and South-
went Airlines, that also include cellular and paging service.
Pager Messages Turn Into Frequent Flyer Miles with MCI,
PR NEwswmRE, Mar. 14, 1995, Financial Section. AT&T has
smmilar marketing programs and offers three USAir discount cer-
uficates 10 some of its Universal Mastercard credit and phone
ardholders. Lisa Fickenscher, Marketing AT&T and Ameri-
cm Express Pile Extras on College Cards, AMEsUcAN Bankes,
Sept. 5, 1995, at 24. American Express has offered its cardhold-

ers 30 minutes of {ree MCI long-distance calls every month for a
year. Id These types of programs, driven exclusively by the
rivalrous competition between the various long-distance carriers,
undeniably benefit long-distance consumers even though the ben-
efits may not appear in an examination of tariffed rates.

1% One example is AT&T offcring customers the opportu-
nity to accurnulate points toward a trip to Walt Disney World.
Edmund L. Andrews, Finding Best Deal Among Long-Distance
Calling Plans, N.Y. TimES, Jan. 21, 1995, at 48.

118 Ex Parte Presentation, supra note 1, at 39-40.

U Id at 40,

18 <“Industries that are subject to rapid technological change
find it particularly difficult to reach agreemenis.” Alexis Jac-
quemin et al., Cartels, Collusion, and Horizontal Merger, in 1
Hanppoox ofF INDUS. ORGANIZATION 415, 420 (Richard
Schmalensee et al., eds., 1989).

13 Id
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gains from cheating, a new product cannot be so cas-
ilv replicated. Consequently, the incentive to cheat
through product innovations can exceed the incentive
to cheat by simply reducing prices on a standardized
product. The outcome, however, is the same. As all
firms face the same incentives, cheating spreads and
the collusive arrangement breaks down. Therefore,
industries characterized by rapid product innovation,
such as the long-distance market, are generally con-
sidered 10 be unlikely candidates for tacit
collusion.?*

A sixth aspect of the interexchange marketplace
that undermines the potential for supra-competitive
pricing from tacit collusion sterns from its market de-
mand characteristics. The well-known skewness in
the demand for long distance services — wherein a
relatively small share of interexchange customers ac-
count for a considerably larger share of the long dis-
tance business generated — creates a tremendous in-
centive for individual carriers to price aggressively.
Given the demonstraied willingness of customers to
switch their long distance carrier, this skewness of
demand creates huge opportunities for large market
share gains through aggressive pricing in the event
that any other carrier or set of carriers is not simi-
larly pricing aggressively. At the same time, this
skewness, taken together with the willingness to
switch long distance carriers, makes virtually every
firm in the interexchange marketplace vulnerable to
large market share losses if its prices were to rise to
supra-competitive levels as a result of tacit collusion.
Additionally, the overwhelming propensity of long-
distance consumers to switch their long-distance pro-

vider also undermines the prospect for tacit collusion.
“It follows that collusion is more likely to be success-
ful if customers do not switch suppliers very
often.’”

A seventh structural characteristic of the inter-
exchange marketplace that erodes the potential for
supra-competitive pricing from tacit collusion is the
large number of firms that provide long-distance
telephone service in the United States.’®® It is well
established in the theoretical and empirical literature
that as the number of competitors in a market grows
the ability of the market to sustain supra-competitive
pricing falls. In particular, as the number of compet-
itors expands, the ability of the various competitors
10 have a “meeting of the minds” becomes geometri-
cally more difficult.}*® The sheer volume of competi-
tors and their virtual ubiquity provide a huge struc-
tural impediment to the prospect for tacitly collusive
supra-competitive pricing.

In addition 10 these structural characteristics, the
behavioral evidence against tacit coliusion is equaily
compelling. At least four aspects of observed conduct
and performance are clearly inconsistent with the
claim that tacit collusion is occurring in this market.
First, the downward trend in industry prices over
the past eleven years is clearly inconsistent with suc-
cessful collusion. Real transaction prices net of access
charges have fallen consistently since divestture.
Moreover, the prices from which this downward
trend started had been set by regulators at “just and
reasonable” levels. It is hard to envision how one can
reconcile this trend with tacit collusion.!*

Second, AT&T’s market share has exhibited

1  There has been a proliferation, if not explosion, of new

service offerings to long-distance consumers in the post-divesti-
ture period. A partial accounting for California alone found that
a minimum of 130 new long-distance services had been made
available to interexchange consumers in that state between 1984
and 1994. CaL Pum. Ut Comm’s, Ex. JWM-16 (Rebunal
Testimony of John W. Maye) (transcript on file with author).
See aiso Peter Pitsch, A Brief History of Competition in the
Long Distance Communications Market, at Tbl. 2, in Ex Parte
Presentation in Support of AT&T's Moton for Reclassification
as a Nondominam Carrier (Sept. 22, 1994).

¥ MARTIN, supra note 110, a1 147,

1% A related structural charactenistic, market concentration,
is sometimes thought to faclitate tacit oollusion. While marker
concentration may, ceteris paribus, fadlitate tact collusion, this
factor is benign in the case of the long-distance industry. As
noted in the body of this paper, numerous other structural char-
acierisucs undermine the ability of this market to successfully
maintain supra-competitive tacitly collusive prices, regardiess of
the extent of concentration. Nothing about marker concentration,
per sc, mitigates any of the other impediments 10 successful tacit
collusion. Moreover, any partial waeit collusive scheme that in-
volves only the “concentrated” firms in this market becomes a

license for other non-participating firms to expand sales and
profis. In particular, where the elasticity of supply of these
other market participants is high (i.e., barriers to entry and ex-
pansion are low), as it unequivocally is in this industry, any
“meeting of the minds” among a subser of the over 450 parta-
pants will be defeated by standard market forces.

1M See, cg, MicHarL Katz & Harvey S Rosen,
MicroeconoMics 565 (1991} (*The more frms in 2 market,
the less likely is cooperation, ceteris paribus.”).

*  Paul W. MacAvoy has asserted that prices have recendy
risen and argued that this, along with allegedly stable market
shares, indicates that tacit collusion exists in this industry. See
Afl. of Paul W. MacAvoy at 52-53, United States v. Western
Elec Co., Inc & AT&T (D.C. Cir. 1956) (Civ. No. 82-0192),
in RBOC Comments, suprs note 75, At.. A; MacAvoy, supra
note 99. This proposition has been rebutted with the argument
that MacAvoy's perceived price increases are illusory (stemming
from examination of AT & T"s basic schedule tariffed rates rather
than the wransaction prices consumers actually pay), and that the
alleged market share suability has turned out to be extremely
shori-lived. Id. at 9,18 (Affs. of R. Glenn Hubbard and William
H. Lehr),
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marked instability throughout the post-divestiture
period. AT&T’s market share reveals the net effect
of substantial underlying customer churn among the
competitors in this market. Unstable market share is
generally considered to be prima facie evidence of an
absence of successful collusion. Even opponents of
relaxed symmetric regulation in the interexchange
market acknowledge this point (albeit in different fo-
rums). For example, Jerry Hausman has stated that
“[cJhanging market shares are a sign of strong com-
petition.”** Richard Schmalensee has also acknowl-
edged this point, writing that “[wlhile stable markel
shares and firm ranks are consistent in princple
with either collusion or competition, most would ar-
gue that unstable shares and ranks are inconsistent
with effective collusion.””’*® Observed market share
changes in the long-distance industry therefore are
also inconsistent with tacit collusion.

Third, the advertising and aggressive marketing
campaigns of the three largest firms are inconsistent
with tacit collusion. These campaigns reveal an in-
tense rivalry and focus on price information that
would not likely exist under tacit collusion. For ex-
ample, a large proportion of competitors’ commer-
dals are directly aimed at wking customers from ri-
vals by informing them of their new discount
programs. These programs account for much of the
observed price reductions implemented in recent
vears. This advertsing represents a drain on joint
profits and, therefore is inconsistent with the mainte-
nance of a tacit cooperative agreement among these
firms. In sum, the overtly aggressive solicitation ef-
forts that are readily observable at the most casual
level belie the contention that the interexchange mar-
ket is characterized by tacit collusion.

Fourth, if the hypothesis that tacit collusion has
anisen in the interexchange market in recent years
was correct, 2 distinct change in the supply behavior
of the smaller firms in the industry should be ob-
served at the time such an agreement arose. As can
be seen in Figure 2, however, no such change is ap-
parent in the data on AT&T’s competitors’ output at
any point in time. As discussed above, applying a
more rigorous, explicit econometric test by modeling

% See Afl. of Jerry Hausman at 14, W. Elec Co, in
RBOC Comments, suprs note 75, An. C.

*  Richard Schmalensce, Inter-Industry Studies of Structure
and Performance, in 2 HANDBOOK OF INDUS ORGANIZATION
951. 999 (Richard Schmalenses &1 al., eds., 1989).

' Kahai et al., supra nowe 27, 2t 29.

% Earlier siudies discussed in this article aiso confirm that
reduced and symmetric regulation of AT&T has not resulied in
sucressiul tacit coliusion. See, e.g., Mathios & Rogers, supra
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the market demand and competitive fringe supply
curves simultaneously while controlling for various
exogenous factors yields no evidence whatsoever to
support a finding of tacit collusion.'** Industry struc-
ture, cbserved behavior, and formal econometric test-
ing thus all confirm the conclusion that tacit collu-
sion will not arise and has not arisen in this
market 1

Moreover, contrary to assertons advanced by
MacAvoy,*** recent rate restructuring in the long-
distance market — basic schedule increases more
than offset by price cuts in discount offerings — ap-
pears to reflect competitive pressures to move prices
to cost. “AT&T’s basic schedule rates do not recover
the direct costs of serving the one third of customers”
that call less than $3 per month.'® These costs in-
clude monthly subsidy costs for universal service “‘of
$.52 per customer and bill-rendering costs ranging
from $.33 to $.88 per customer.”* Thus, in contrast
to the fanciful tale of tacit collusion, a far more
straightforward market-based explanation exists for
the upward movement of certain MTS rates by the
various interexchange carriers. Specifically, AT&T
has an incentive to raise basic rates toward competi-
tive levels to begin to cover the marginal costs of
serving thesc low volume customers. By the same to-
ken, MCI and Sprint and the other long-distance
carriers have an equally strong incentive to match
these increases to avoid attracting the unprofitable
part of the market. Competition drives marke: prices
10 costs, and that may mean either an increase or a
decrease in these rates.

The pricing actions taken by AT&T, MCI, and
Sprint in the rest of the residential market are more
relevant to this debate. The potential gains from col-
lusive pricing would have been the greatest in this
higher volume, more profitable segment of the mar-
ket.!** Instead of mainaining rates, however, the
major carriers have frequenty cut prices and intro-
duced widely-touted new offers over the last fve
years to attract customers in this segment. Therefore,
recent pricing actions in the long-distance market are
better characterized as a movement to cost-based
prices and enhanced competition, not as an outcome

note 77, at 438-39; Kaestner & Kahn, supra note 76, at 364. If
such collusion had materialized in a more relaxed regulatory en-
vironment, prices should have been increased, not decreased.

3 See supra note 124.

1% Ex Parte Presentation, supra note 1, at 51 n.119.

M Id,; see also AT&T’s Reply Comments in CC Dkt No.
79-252, Ane. B, at 20-21 (Sept. 1B, 19%0) (statement of Sianley
M. Bensen).

18 Ser Pitsch, supra note 120, at 38.

e L ]

b e a0 ansie g b 0 bl T




oL EANOH SUmbel
FPSC Docket 960786-TL
Kaserman Exhibit DLKR-2
Pagel| of Q7

20 COMMLAW CONSPECTUS

of tacit collusion.

Finally, one must question the relevance of the
tacit collusion argument to the issue of whether to
reclassify AT&T as a non-dominant carrier and to
further eliminate any remaining asymmetric regula-
tory controls. It is generally conceded that regulation
of prices in a market tends to make collusion more
likely, not less likely.'** Pre-announcement of price
changes, notification requirements, intervention op-
portunities, and open discussions of market condi-
tions in regulatory forums all discourage aggressive
price competition and facilitate the sort of informa-
tion exchanges that tend to promote collusive out-
comes. As a result, even if one believes that the inter-
exchange market is conducive to tacit collusion
(which it is not), the appropriate policy action would
still be to eliminate direct price regulation of AT&T
by reclassifying it as nondominant. In so doing, more
aggressive competition would be fostered, and the
likelihood of tacit collusion would be reduced.

B. Predatory Pricing

Another concern that has been raised is the possi-
bility of predatory pricing by AT&T. This problem
vanishes as soon as one recognizes how predatory
pricing must operate and the industry characteristics
that must be in place for the strategy to succeed.'™
Predatory pricing involves a two-step process. First,
a firm reduces its prices below costs in order to drive
rival producers out of the market. Then, following
such exit, the successful predator raises its prices
well above the competitive level in order to recoup
the losses incurred during the period of predation.
For predatory pricing to occur, existing rivals must
have relatively low sunk costs so that their exit can
be encouraged at reasonable expense. Also, for the
predator to recoup losses through future profits, sub-
stantial barriers to entry must exist to protect it from

post-predation competition. Clearly, neither of these
two conditions exist in the interexchange market.
Predatory pricing therefore is extremely unlikely to
occur in this industry.

To understand how exaggerated the concern over
predatory pricing in the interexchange market is, one
need only consider the events that would have to oc-
cur under the scenario envisioned. First, AT&T
would have to run more than 450 other firms out of
business by charging unjustifiably low rates while
the FCC, state regulatory commissions, and antitrust
authorities stood by without intervening. Moreover,
all of the transmission and switching capacity owned
by these other firms (much of which represents sunk
costs) would have 1o be purchased by AT&T in or-
der 10 keep it out of the hands of new competitors.
Then, AT&T would have to raise its rates above the
competitive level to regain its losses without at-
tracting market entry (or reentry). Once again, this
would have to occur while regulatory commissions
and antitrust authorities stand idly by. Obviously,
this sequence of events is extremely improbable.

The argument that a less-stringent regulatory en-
vironment would lead to predatory pricing is also re-
butted by observing state level developments. If re-
laxed regulation leads to predation, then those states
that have implemented such a policy should have re-
alized a reduction in the number of interexchange
carriers as AT&T lowered its rates to predatory
levels.’*® A recent empirical analysis of the impact of
relaxed regulation on the number of long-distance
firms competing within each state, however, reveals
no significant effect.®® Reduced and/or symmetric
regulation of this firm has not resulted in significant
exit by rival producers. Consequently, it has not led
to predation and relaxed and symmetric regulation
will not lead to predation in the future under any
plausible examination of evolving industry
conditions.**"

18 See, cg., SCHERER & RoOss, supra note 105, at 266
{“Government agencies may inadveriently facilitate price paral-
lelism by setting ceiling prices, e.g., as part of ant-inflation
campaigns.”).

3 For a more complete discussion of both the theory and
empirical evidence relating 1o predatory pricing in general sce
KASERMAN & Mavo, suprs note 20, a1 128-42,

W Upder current anutrust standards, a claim of predatory
pricing must pass what has come to be known as an incentive
logic filter if it is to withstand a motion for summary judgment
Where a prolonged period of alleged predation has not resulted
in substantial exit, the allegation fails 10 pass this filter, because
the alleged behavior simply does not make sense economically
under these crcumsiances. See Matsushita Elec. Indus. Co. v.
Zenith Radio Corp., 475 U.S. 574, 589 {1986} (The Supreme

Court observed that “there is a consensus among commentators
that predatory pricing schemes are rarely tried, and even more
rarely successful.”). A summary of the economics of this case is
presented in Kenneth G. Elzinga, Collusive Predation: Matsu-
shita v. Zenith, in THE ANTTTRUST REvoiuTiON (John E.
Kwoka and Lawrence J. White eds., 1989).

1™ Simran K. Kahai, David L. Kaserman & John W.
Mayo, Deregulation and Predation in Long Distance Telecam-
mupications: An Empirical Test, ANTITRUST BuiL, Fall 1995,
pp. 645-66.

3 The authors of this study concluded:

In this paper, we have attempted to buttress the theoreti-

cal argument against the predatory pricing hypothesis

with empirical evidence. Our findings yield no support for

the argument that reduced regulation has resulted in pre-
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C. Low Volume/Rural Customers

A common concern among regulators considering
reduced regulation for AT&T has been that, with
increased pricing fiexibility, AT&T may be able to0
raise its rates to certain customer groups above com-
petitive Jevels without experiencing a sufficient de-
cline in sales to render such rate increases unprofita-
bie.?*® In other words, while the overall
interexchange market may be subject 10 effective
competition, pockets of customer groups could re-
main susceptible to abuse. If so, relaxed regulation
might lead to lower rates for some groups and higher
{(than competitive) rates for others. In paricular, low
volume residential customers and rural customers
have been perceived to be at risk. These concerns,
however, are unfounded.

First, the fundamental premise of the argument is
inaccurate. In order for specific customer groups to
be subject to abuse, they must first be confronted
with monopoly or near-monopoly supply. That is,
these groups must have a limited number of long-
distance firms {rom which to choose, or they must be
unwilling to switch suppliers in response w 2 signifi-
cant price increase. Neither of these conditions exists
in the long-distance market. The empirical evidence
pertaining to the interexchange market reveals that
substantial competitive choices are available o all
customer groups, regardless of their geographic loca-
gon or volume of usage;'*® and a disaggregated
breakdown of industry churn numbers reveals that
low volume users do, in fact, frequently switch carri-
ers, and these users are spread across all demo-
graphic groups.’*® The assertions that low volume or
rural customers face a limited choice of carriers, that
they will not change carriers, or that they fit some
specific demographic group, are simply myths. These
cusiomers do have choices, they do exercise those
choices, and they span all demographic groups.
Therefore, they do not need special regulatory

protection.

Second, from an economic perspective, concerns
about adverse pricing to specific customer groups ul-
timately involve concerns about price discrimination.
Price discrimination occurs where different prices
are charged to different groups of customers, with
the price differences not based upon difierences in
the costs of serving those groups. For price discrimi-
nation to occur, two necessary conditions must exist.
The firm practicing price discrimination must hold
some degree of market power and arbitrage across
customer groups must be prevented.’? In the long-
distance market, neither condition is met. Al cus-
tomer groups have a choice of carrier in a market
with effective competition and are, therefore, not sus-
ceptible to discriminatory prices. Also, arbitrage op-
portunities exist through the ability to resell. As a
result, any attempt to raise the rates for low volume
or rural customers, by an amount that is not justified
by underlying differences in the costs of serving such
customers, will be defeated by the supply response of
competitors and/or arbitrage by reseliers. Market
conditions will not tolerate the sort of behavior that
would subject these groups 10 abuse.

Third, all of the empirical studies surveyed in this
article’* have used the basic schedule tariff rates as
their price variables in the empirical analyses. The
schedule tariff rates are the maximum rates that low
volume and residential customers pay when they
place a long-distance call.'** Customers enrolled in a
discount program pay a lower rate. As a result, the
findings, that reduced regulation leads 1o significant
price reductions and that AT&T does not hold sig-
nificant market power, are not limited to large vol-
ume or urban customers. Such conclusions apply to
all customers, including those paying the full tariffed
(non-discounted) rates.

Finally, identical concerns about low volume or
rural customer groups have been voiced previously at
the state level as well. Despite such concerns, how-

dation. In conjunction with the prior empirical literature

relating to this market, the evidence strongly suggests that:

{1) long-distance prices have fallen with divestiture and

increased competition; (2) these prices have fallen more

where regulatory constraints on AT&T have been re-
laxed; and (3) the price reductions observed have had no
predatory effects.

Id. at 20,

% Regulators should not be concerned about AT&T raising
13 rates fo competitive levels under a more relaxed regulatory
environment. Moving prices toward marginal cost is generally
welfare-improving regardless of whether that movement is up-
ward or downward from the existing level.

**  Morcover, note that the demographic characteristics of

low-volume long-distance customers is very similar to the demo-
graphic profile of other long-distance consumers. Thus, there is
no sound basis for using volume-sensitive regulation to attempt
to promote income redistribution goals. See Ex Parte Presenta-
tion, supra note 1, A O.

**  Sec Mar. 9 Ex Farte Prescntation, supra note 51 (charts
indicating that the consumer profile of light users is comparable
to heavy users).

Y1 See Hal R. Varian, Price Discrimination, in 1 HAND-
BooOX OF INDUs. ORGANIZATION §97, 599 (R. Schmalenses et
al., eds., 1989).

3¢ Mathios & Rogers, supra note 77; Kaestner & Kahn,
supra nowe 76; Ward, supra note 43; Kahai et al., supra noic 27.

M 4T US.C. § 203 (1994},

;
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ever, many states have implemented reduced/sym-
metric regulatory policies, and the feared abuse of
these customer groups has not occurred. Compelling
evidence that such groups are not at risk is provided
by the fact that state regulatory agencies have contin-

ued to monitor performance and have not reinsti-’

tuted prior regulatory controls. In fact, the empirical
evidence strongly suggests that low volume and rural
customers stand to gain from reduced regulation. As
a result, the combined evidence shows that contnued
asymmetric regulation of AT&T, which is ostensibly
intended to protect these customer groups, actually
has the effect of harming them.

V1 CONCLUSION

In this paper, we have drawn together and as-
sessed a wide array of evidence relevant to asymmet-
ric regulation of AT&T and its classification under
existing FCC and state regulatory commission rules.
This evidence comes from a decade of experience
during which market conditions have evolved rap-
idly, many states have implemented a variety of re-
laxed (and symmetric} regulatory policies, and the
FCC has applied reduced regulation to AT&T's
business services. Such evidence consists of descrip-
uve data pertaining to the underlying economic de-
terminants of market power; empirical studies of the
effects of relaxed regulation at the state level on the
prices charged in the interexchange market; experi-
ence in the provision of AT&T’s interstate business
services under streamlined regulation; and empirical
studies that directly estimate the degree of market
power held by AT&T.
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Given both the economic and regulatory defini-
tions of dominance, the principal criterion for regu-
latory agencies’ asymmetric regulation policies is the
presence or absence of significant market power on
the part of AT&T. The weight of the evidence con-
sidered herein overwhelmingly supports the conclu-
sion that AT&T does nor possess significant market
power in the interexchange market. The various
studies and indicia reviewed paint a consistent pic-
ture of a firm that faces very cffective competition.
As a result, the recent decision by the FCC to de-
clare AT&T to be “nondominant” is thoroughly
supported on economic grounds.

We have also considered several other competitive
concerns that have arisen over the years regarding
likely market performance under a more relaxed,
symmetric regulatory policy. Here, too, the ¢vidence
strongly suggests that such residual concerns do not
support a continuation of the classification of AT&T
as a dominant firm or the continuation of a regula-
tory scheme which applies more stringent rules to
AT&T than 10 its competitors. The market condi-
tions that exist for interexchange services simply are
not conducive to the sort of behavior that these con-
cerns must postulate. Moreover, actual market expe-
rience also demonstrates that the feared consequences
of relaxed regulation have not and will not material-
ize. Therefore, both economic theory and empirical
evidence support the FCC’s decision to cease classi-
fying AT&T as a dominant carrier. This evidence
further demonstrates that no principled basis exists
for the continuation of remaining asymmetrical regu-
latory policies of interexchange carriers a1 both the
federal and state level.
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FIGURE 1 |
Long-Distance Firms Purchasing Equal Access
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FIGURE 2
Output of AT&T’s Competitors
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FIGURE 3
Deployment of Interexchange Company Fiber-Miles
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FIGURE 4
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DLK-3 Number of Long-Distance Firms Over Time
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DLK-4 Fiber Capacity Chart
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DLK-5 Output Growth of AT&T’s Competitors
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DLK-6 AT&T’s Market Share Over Time
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