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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION 

In re: Petition by Verizon Florida Inc. to reform 
intrastate network access and basic local 
telecommunications rates in accordance with 1 Docket No. 030867-TL 

) 
) 

Section 364.164, Florida Statutes. 1 

In re: Petition by Sprint-Florida, Incorporated to 
reduce intrastate switched network access rates to 
interstate parity in revenue-neutral manner 1 Docket No. 030868-TL 
pursuant to Section 364.164( l), Florida Statutes. 

) 
) 

) 

In re: Petition for implementation of Section ) 
364.164, Florida Statutes, by rebalancing rates in a ) 
revenue-neutral manner through decreases in ) Docket No. 030869-TL 
intrastate switched access charges with offsetting ) 
rate adjustments for basic services, by BellSouth ) 
Telecoinmunications, Inc. 1 

DIRECT TESTIMONY OF 
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Q- 

A. 

Q* 

A. 

Q. 

A. 

I. INTRODUCTION, QUALIFICATIONS AND PURPOSE OF 

TESTIMONY 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is John W. Mayo. My business address is Georgetown University, 

McDonough School of Business, Old North Building, 37th and 0 Streets, N.W., 

Washington, D.C. 20057. 

WHAT IS YOUR OCCUPATION? 

I am Dean of the McDonough School of Business at Georgetown University and 

Professor of Economics, Business and Public Policy at Georgetown University in 

the McDonough School of Business. I am also the Executive Director of the 

Center for Business and Public Policy in the McDonough School at Georgetown 

University. 

WOULD YOU PLEASE SUMMARIZE YOUR QUALIFICATIONS? 

Yes. I hold a Ph.D. in economics from Washington University, St. Louis (1 982), 

with a principal field of concentration in industrial organization, which includes 

the analysis of antitrust and regulation. I also hold both an M.A. (Washington 

University, 1979) and a B.A. (Hendrix College, Conway, Arkansas, 1977) in 

23 economics. 
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I I have taught economics, business and public policy courses at 
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Georgetown University, Washington University, Webster University, the 

University of Tennessee and at Virginia Tech (VPI). Beginning in the fall of 

1999 and continuing until July 2001, I served as Senior Associate Dean of the 

McDonough School of Business. Also, I have served as the Chief Economist, 

Democratic Staff of the U S .  Senate Small Business Committee. Both my 

research and teaching have centered on the relationship of government and 

business, with particular emphasis on regulated industries. 

1 have authored numerous articles and research monographs, and have 

written a comprehensive text entitled Government Business: The Economics 

- of Antitrust gnJ Regulation (with David L. Kasernian, The Dryden Press, 1995). 

I have also written a number of specialized articles on economic issues in the 

telecommunications industry. These articles include discussions of competition 

and pricing in the telecommunications industry and have appeared in academic 

journals such as the RAND Journal of Economics, the Journal of Law and 

Economics, the Journal of Regulatory Economics, and the Yale Journal on 

Regulation. A more detailed accounting of my education, publications and 

employment history is contained in Exhibit JWM- 1. 

19 
20 
21 Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 
22 
23 A. I have been asked by AT&T Communications of the Southern States, LLC and 

24 MCI WorldCom Communications, Inc. to provide an economic evaluation of the 



merits of the petitions of Verizon, BellSouth and Sprint to reduce intrastate 

switched access charges and to rebalance local exchange rates in Florida. 

4 11. LEGISLATIVE AND POLICY GUIDEPOSTS 

5 
6 Q. CAN YOU PLEASE EXPLAIN WHAT VERIZON, SPRTNT AND 

7 BELLSOUTH ARE PROPOSING IN THIS CASE? 

8 A. Yes. These principal incumbent local exchange carriers are proposing to 

9 rebalance rates in a revenue-neutral manner under the Florida Tele-Competition 

10 Innovation and Infrastructure Enhancement Act (“2003 Act”). This rebalancing 

11 involves the reductions in intrastate switched access charges along with a 

12 

13 

14 Q. IS THERE LEGISLATIVE GUIDANCE REGARDING THE CRLTERIA 

15 

16 PETITIONERS’ PROPOSALS? 

17 A. 

cominensurate (revenue-neutral) increase in local exchange rates. 

TO BE USED WHEN EVALUATING THE MERITS OF THE 

Yes. The 2003 Act requires that the Commission consider whether the 

18 petitioners’ request for rebalancing will: (a) remove current support for basic 

19 local telecominunications services that prevents the creation of a more attractive, 

20 competitive local market for the benefit of residential customers; (b) induce 

21 enhanced market entry; (c) require intrastate switched network access rate 

22 reductions to parity over a period of not less than 2 years or more than 4 years; 

23 and (d) be revenue neutral. 

24 
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ARE THERE ADDITIONAL INSTRUCTIVE GUIDEPOSTS FOR THE 

COMMISSION? 

Yes. Wliile federal telecommunications policy had trended toward an 

increasingly pro-competitive posture over the past thirty years, the passage of the 

federal Telecomnunications Act in 1996 (“the 1996 Act”) represented a true 

watershed event in terms of the public policy that is to be directed toward the 

telecommunications industry. Specifically, the purpose of the 1996 Act was to 

bring the benefits of conipetition to all telecommunications markets by creating a 

“pro-competitive, de-regulatory national policy framework.'" To do so, the 1996 

Act endowed state and federal regulatory authorities with a host of responsibilities 

for advancing the goals of the 1996 Act. 

SPECIFICALLY, HOW HAS THE 1996 ACT CHANGED THE MISSION 

OF THE PUBLIC UTILITY COMMISSIONS? 

The 1996 Act fundamentally altered the forward-going role of regulatory 

commissions. Much of the language of the 1996 Act focuses on the specific 

mechanisms to open local telecommunications markets; the obligations for 

network interconnection; the requirements for interLATA entry for RBOCs; and 

the objective of universal accessibility to the internet. Yet in the effort to 

implement the specifics of the 1996 Act, policymakers inust not lose sight of the 

hndamental way in which it transformed the traditional role and fimction of 

regulation. 

Senate Rpt. 104-023, entitled “Telecommunications Competition.” March 30, 1995 
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In particular, the traditional function of regulatory commissions had been 

one of disabling the potential ill-effects of monopoly power. The I996 Act 

changed this primary role in telecommunications to one of enabling competition. 

That is, a new and fundamental role of regulatory commissions in the wake of tlie 

1996 Act is to develop a set of competition-enabling policies that will allow for 

the introduction and development of competition. Under this new mandate, as 

competition grows and becomes effective, markets can replace regulation as the 
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10 Q. 
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primary source of protection of consumers. 

HAS THERE BEEN RECENT CLARITY PROVIDED ON THE ISSUE OF 

THE NATIONAL GOAL OF ENABLING COMPETITION IN 

TELECOMMUNICATIONS MARKETS? 

Yes. The United States Supreme Court opinion in 2002 clearly and persuasively 

underscores the fact that the Congressional intent of the 1996 Act was to alter 

prevailing regulatory structures as necessary to as fully as possible enable 

competition.2 For instance, the Opinion points out that “For the first time, 

Congress passed a rate-setting statute with the aim not just to balance the interests 

between sellers and buyers, but to reorganize markets by rendering regulated 

utilities ’ monopolies vulnerable to interlopers. . . ” (emphasis added, Opinion, 

p. 16) Thus, rate setting in the Post- 1996 Act world must seek to promote tlie 

advent of competition. Exhibit JWM-2 provides a published review of the 

Supreme Court Opinion for the Commission’s consideration. 

VERIZON COMMUNICATIONS INC. V. FCC 535 U.S. 467 (2002). 2 
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1 

2 111. BACKGROUND 

3 

4 Q. WHY HAS IT BEEN NECESSARY TO REGULATE LOCAL 

5 TELECOMMUNICATIONS PROVIDERS IN FLORIDA? 

6 A. 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 Q. WITHIN THIS MONOPOLY ENVIRONMENT HOW HAS 

20 REGULATION TYPICALLY ESTABLISHED PFUCES? 

21 A. 

22 

23 

Local exchange carriers, including BellSouth, Verizon (formerly GTE) and Sprint 

historically enjoyed a monopoly in the provision of telecommunications services. 

Given their monopoly positions within their service territories, both the federal 

and state governments found it necessary to regulate the rates of the company in 

order to ensure that the local carrier did not exercise its monopoly power to the 

detriment of the state’s residents and businesses. Indeed, most state-level public 

utilities laws, including the law established in Florida, give public utility 

commissions the obligation to ensure that rates are “just and reasonable.” In this 

regard, it is important to note that price regulation is a substitute for rates set by 

competitive market forces. That is, economists commonly reconmend that the 

rate setting exercise should, insofar as possible, try to establish rates that mimic 

the rates that would be set by competitive market forces. 

Traditionally, rates for local exchange telephone companies were set within the 

context of rate-of-return (ROR) regulation. Under ROR regulation, the magnitude 

of the firm’s capital stock or rate base was determined and then rates for the 
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various services offered by the telephone company were established to achieve 

the “fair” rate of return on those assets. Because the local exchange company 

offered multiple services, regulators were free to establish rates for individual 

services that would achieve a fair overall ROR but which would also be seen to 

further social goals such as the achievement of universal service. 

The classic regulatory paradigm set rates for basic residential local 

exchange telephone service “residually.” That is, rates for other services, for 

example long distance and switched access services were set well above cost in 

order to maximize the “contribution” to be made toward achieving the overall 

target ROR for the company. Then, once the contributions from these services 

were maximized, the rates for residential local exchange service were set at a 

level as low as possible to achieve the desired ret~1-n.~ In this form of regulation, 

considerable uncertainty existed regarding the appropriate or desired mark-up of 

access charges that was necessary to “promotel’ universal service and still allow 

the firm to earn a fair rate of return! This residual pricing niethodology led very 

naturally to a set of largely inefficient prices for the portfolio of telephone 

services offered by the local exchange company (LEC). In particular, access 

In practice, it was often the case that rate cases chronologically reversed the order of the residual price- 
setting process. That is, local rates were selected, often by slightly raising or lowering the then-current 
rates, and long distance and access charges were set residually to achieve the desired ROR. Analytically 
there is little difference between the two approaches, both of which are referred to herein as the residual 
pricing approach. 

and practice as a means of promoting universal service in an economically efficient fashion. See, e.g., 
“Cross-Subsidization in Telecommunications: Beyond the Universal Service Fairy Tale,” Journal of 
Regulatory Economics, Volume 2, September 1990, pp. 23 1-30.  

I use the term “promote” in quotations because this regulatory pricing policy was a failure both in concept 4 
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18 Q. 

19 

20 

21 A. 

22 

charges have been set at rates that have been widely acknowledged to be 

economically inefficient.’ 

HAS THE ESTABLISHMENT OF PRICE-CAP REGULATION ENDED 

THE INEFFICENT PRICING OF LOCAL EXCHANGE AND ACCESS 

SERVICES? 

No. In the vast majority of cases where price cap regulation was adopted, 

including Florida, the initial prices established for the firm’s regulated services 

were those that prevailed under ROR regulation. Over time, the natural forces of 

price-cap regulation with positive escalators for inflation and negative forces for 

productivity modified the set of prices but failed to address the fimdamental 

pricing distortions brought about by residual pricing. In particular, the access 

charges assessed on long distance carriers for the use of local exchange facilities 

to originate and terminate calling continued to be significantly marked-up above 

its economic cost, and residential local exchange rates continued to be priced at 

levels below those warranted by economic efficiency. 

WHAT SPECIFIC IMPLICATIONS FOR RESIDENTIAL TELEPHONE 

SERVICE POLICIES FLOW FROM THE NEW GOAL AND EMPHASIS 

ON ENABLING COMPETITION? 

Residual pricing of residential local exchange telephone services must end. This 

pricing methodology simply fails to efficiently or effectively accomplish the goal 

’ See David L. Kaserman and John W. Mayo (( Cross-subsidies in Telecommunications: Roadblocks on 
the Road to More Intelligent Telephone Pricing, >) Yale Journal on Regulation, Vol. 11, Winter 1994, pp. 
119-148. 
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1 of encouraging the efficient and widespread provision of residential local 

2 exchange services throughout Florida. 

3 

4 Q. PREVIOUSLY YOU MENTIONED THE SUPliEME COURT OPINION. 

5 IS THE COURT’S OPINION RELEVANT TO YOUR ADVOCACY OF 

6 THE END TO RESIDUAL RATEMAKING IN FLORIDA? 

7 A. Yes. The Supreme Court was quite clear in its read of the Congressional intent 

8 of the 1996 Act. Specifically, the Court noted that: “Congress called for 

9 ratemaking different ?om any historical practice, to achieve the entirely new 

10 

11 

objective of uprooting the monopolies that traditional rate-base methods had 

perpetuated. ” (Opinion, pp. 15- 16, emphasis added) Thus, to be consistent with 

12 the Act, it is now clear that the Commission must embrace the new “competition- 

13 enabling” objective of the 1996 Act and, perforce, eliminate residual ratemaking. 

14 

15 IV. SPECIFIC ISSUES RAISED BY THE PETITIONS 
16 

17 Q. TUFWING TO THE SPECIFIC CRITERIA OF THE 2003 ACT, DOES 

18 THE PROPOSED REBALANCING OH SWITCHED ACCESS CHARGES 

19 SATISFACTORILY FULFILL THE FLORIDA LEGISLATIVELY- 

20 MANDATED CONSIDERATIONS? 

21 A. Yes. As I noted earlier there are four legislatively-mandated considerations. Two 

22 are relatively mechanistic - the achievement of parity within a two to four year 

23 window and the requirement that the adjustments be revenue neutral. For 

10 
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19 Q. 

20 

21 A. 

22 

23 

purposes of my testimony, I assume that these considerations are satisfied. The 

remaining two criteria require krther consideration, but are also fulfilled. 

TURNING TO THE LATTER TWO REQUIREMENTS, HOW DOES THE 

PROPOSED REBALANCING OF RATES “REMOVE CURRENT 

SUPPORT FOR BASIC LOCAL TELECOMMUNICATIONS 

SE WVICES~? ? 

It does so by simultaneously reducing intrastate switched access rates that have 

been established at econoniically inefficient levels through the residual rate 

setting process and adjusting local exchange rates upward on a revenue neutral 

basis. This movement unequivocally “removes support for basic local 

telecommunications services” in Florida. Indeed, as I described in Section I1 

above, through the process of residual ratemaking intrastate switched access 

charges have been historically elevated well above their relevant economic cost 

and the surplus has served as residual support for basic local telecommunications 

services. Thus, it is quite clear that the statutory requirement of removing support 

for basic local services will be met by the plan described in the ILECs’ petitions. 

FEGARDING THE NEXT CRITERTON, WILL THE PROPOSED 

RIZBALANCING OF U T E S  “INDUCE ENHANCED MARKET ENTRY?” 

Yes. While the entry decisions of new competitive local exchange carriers 

(CLECs) are multifaceted, ecoiiomic theory clearly indicates that the decrease in 

overpriced access charges together with the corresponding elevation in the retail 

11 
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23 

price of residential service in Florida will positively affect the likelihood of 

market entry. Specifically, prices serve the very important role of signaling 

prospective entrants regarding the desirability of entry. Higher prices relative to 

cost provide greater inducements for entry. In this regard, the historical practice 

of residual pricing of local exchange services in Florida has contributed to an 

environment that is relatively unattractive for market entry. By moving toward a 

set of prices that better reflect the cost of providing local exchange service, 

market entry will be enhanced. Moreover, recent developments in the 

telecommunications industry further enhance the pro-competitive, pro-entry 

consequences of the carrier access charge reductions and local rate rebalancing. 

YOU JUST REFERRED TO RECENT DEVELOPMENTS IN THE 

INDUSTRY HAVING A “PRO-ENTRY’’ EFFECT. CAN YOU EXPLAIN 

HOW SUCH IWCENT DEVELOPMENTS IN THE EVOLUTION OF 

TELECOMMUNICATIONS SERVICES OFFERINGS ENHANCE THE 

PROSPECTS FOR MA’IRKET ENTRY IN THE EVENT OF SWITCHED 

ACCESS CHARGE REDUCTIONS? 

Yes. The recent re-integration of RBOCs such as BellSouth and Verizon create 

opportunities for these firms to bundle local and long-distance services into what 

might be referred to as “all-distance” telephony. While bundles hold the promise 

of providing a variety of consumer benefits, the presence of excessive access 

charges undermines these benefits in at least two important ways. First, 

competitors that compete against a bundled offering cannot drive the flat-rate 

12 
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prices down to squeeze out excess profits that may be earned by ILECs because 

these competitors face asymmetrically higher costs as a consequence of the 

excessive switched access charges that are assessed on a per minute basis. That 

is, because access charges are presently set well above the incremental cost of 

providing access, the lower bound to which the competitors can drive prices is 

defined by the artificially high level of access charges. Thus, in the presence of 

such elevated charges, the normal salutary effect of competitive markets - 

eliminating excess profit - is eviscerated. Specifically, the entrant can only drive 

prices down to its artificially high cost basis and not to a level sufficiently low to 

squeeze out excessive profits that might be earned in the market. 

Second, if high access charges are continued and widespread bundling of 

telecommunications services continues to grow, it is likely that competitors may 

not even be able to make a Competitive offering, thereby assuring monopoly 

control over some customers. For example, with the elimination of the 

interEATA distinction, a set of flat-rate plans for bundled “all-distance’’ telephony 

has developed in Florida. Specifically, as seen in Exhibit JWM-3, suppose a flat 

fee of Ro for a bundled local and long distance offering is established to be 

compensatory for the ILEC for all customers with less than MI of usage. At the 

same time, competitors of the ILEC which face switched access charges that 

exceed the incremental cost of providing access wilI only find such flat-fee 

bundled service offerings profitable for customers with usage levels less than Mz. 

Thus, the presence of excessive access charges will act to limit the ability of 

competitors to enter the market as segments of the market are profitable only to 

13 
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15 A. 
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the ILEC. Alternatively stated for purposes here, to the extent that the 

competitive standard for telecommunications service is evolving more toward an 

all-distance format, reductions in the carrier access charge will afford new 

entrants an improved opportunity to enter the market and compete. 

BUT DON’T LOW RESIDENTIAL RATES PROMOTE THE GOAL OF 

UNIVERSAL SERVICE BY MAKING TELEPHONE SERVICE MORE 

AFFORDABLE? 

No. While consumers of residential telephone service (or any product for that 

matter) would prefer low rates to high rates, the imposition of residually 

determined, artificially low rates actually are quite harmful to the goal of efficient, 

widespread provision of residential telephone services in Florida. 

CAN YOU EXPLAIN? 

Yes. While nominally popular with consumers, perpetuation of artificially low 

residential rates through residual pricing serves as a significant impediment to the 

achievement of the goals established in the Act. Prices that do not - at a 

minimum -- recover the incremental cost of providing a service will simply fail to 

encourage any other parties to consider entry into the market. In this case, while 

consumers are nominally “protected” froin monopoly though a policy of low 

prices, such a policy actually acts to prevent the introduction and growth of 

competition. 

14 
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Indeed, prices that are held below cost in the subsidized sector will tend to 

discourage all entry, even efficient entry. This latter effect tends to have a self- 

perpetuating influence on regulation in the affected industry. Specifically, 

because entry is artificially restricted though the below-cost price realized in the 

subsidized segment of the market, the incumbent firm will tend to maintain a 

monopoly in that market, thereby j ustifyiiig continuing regulation. That 

regulation, in turn, tends to niaiiitain the cross-subsidy, which prevents the entry, 

which justifies the continuing regulation. Consequently, not only is competition 

incompatible with cross-subsidies, but cross-subsidies tend to distort the 

competitive process and delay the time when competition arrives. Thus, a 

necessary (but not sufficient) condition for the emergence and growth of 

competitors is the removal of regulatory barriers to entry, and there can be no 

more effective barrier to entry than prices that are lower than the incremental cost 

of providing a service. 

SHOULD THE COMMISSION BE CONCERNED THAT HOUSEHOLDS 

WILL BE HARMED BY LOCAL EXCHANGE PRICE INCEASES AND 

WILL QUIT SUBSCNBING TO THE PUBLIC SWITCHED NETWORK? 

No. Household subscription to telephone service in Florida is quite high and is in 

no danger of eroding in the face of price increases, should they occur. The vast 

majority of Florida households are fully able and willing to pay the full costs that 

they impose on local exchange companies for their subscription to the public 

switched network. Some households are at risk, but it is possible to identify these 

15 
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and to target assistance (subsidies) toward these households. By targeting such 

assistance rather than maintaining a grossly inefficient system of perpetuating 

artificially low prices to all households, the subsidy mechanism can be made to 

deliver more punch, precisely where it is needed.6 

SPECIFICALLY, WHAT PUBLIC POLICY MEASURES IN FLORIDA 

PROVIDE COMFORT THAT THE STATE’S UNIVERSAL SERVICE 

GOALS ARE NOT AT RISK BY THE ADOPTION OF THE PETITIONS? 

There are several considerations that provide such comfort. First, the household 

subscription decision is based on the value realized by the household by all of the 

services that such subscription permits. Thus, while the elevation of local 

exchange prices associated with the revenue-neutral rebalancing of switched 

access charges will act to reduce the net value realized by consumers, the very 

same rebalancing increases that net value as the household realizes lower 

intrastate long distance rates. Second, while the demand curve for local exchange 

service is normal in the sense that price and the quantity demanded are inversely 

related, the price elasticity of the demand for access is exceedingly small. Most 

empirical estimates place the price elasticity of demand for access in the practical 

neighborhood of zero.’ Thus, the elevation of local exchange prices is unlikely to 

‘ For a study of the effectiveness of targeted versus untargeted subsidy mechanisms in telecomxllunications, 
see Ross Eriksson, David L. Kaserman and John W. Mayo “Targeted and Uiitargeted Subsidy Schemes: 
Evidence fi-om Post-Divestiture Efforts to Promote Universal Telephone Service,” Journal of Law and 
Economics, Vol. 41, October 1998, pp. 477-502. 

Kaserman, Mayo and Flym (Journal of Regulatory Economics, September , 1990, pp. 23 1-250.) fuid a 
price elasticity of the demand for access of -.068; Cain and MacDonald (Journal of Regulatory Economics, 
December 1991 ., pp. 293-308) find that “when measured service options are available, price changes for 
flat rate service have essentially no effect on access demand., .These estimates suggest that universal 
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cause any serious erosion to the quite high levels of household subscription in 

Florida.’ Third, the 2003 Act generally requires that the increases to local 

exchange rates that will accompany the approval of the rebalancing petitions 

would not apply to Lifeline customers. See Chapter 364.10(3)c, Florida Statutes. 

It is these Lifeline customers that are the most susceptible to dropping off the 

network when faced with a price increase. Thus, the 2003 Act effectively 

insulates these vulnerable customers from any economic harm that may result 

forin the general escalation of rates. At the same time, it is important to note that 

these same customers will benefit from the reduced intrastate toll charges that 

accompany the intrastate carrier access charge reductions embedded in the 

petitions. Finally, the 2003 Act goes even farther in its desire to protect the 

universal service mission of the state by expanding the eligibility criterion for 

Lifeline service to 125 percent of the federal poverty income level. Again, this 

targeted approach has been shown to be the most economically efficient means of 

protecting the widely held goal of universal service.’ 

service can be maintained and expanded, even while more of the NTS financial burden is shifted to local 
charges.” (p. 303); Garbacz and Thompson (Journal of Regulatow Economics, January 1997, pp. 67-78) 
provide a series of estimates, including state-specific estimates of the price elasticity of demand. For 
Florida, they find that the price elasticity is either -.(I06 or -.0058. (See their Tables 6 and 7) For six 
aggregate models they fmd that elasticities vary fiom -.001 to -.026. (See their Table 5). And Garbacz and 
Thompson (Journal of Regulatory Economics 2001) in a review of a telecommunications study by Crandall 
and Waverinan (CW) note that CW “end up with a price elasticity for local telephones no different than 
zero (quite similar to our results).” They conclude, “The fact that studies using significantly different data 
sources . ..rarely find economically meaningful price elasticities strongly indicates that such an effect is 
very unlikely.” (p.95) 
* The latest FCC data reveals that household subscription rates in Florida is nearIy 95 percent (94.8) as of 
November 2002. See Industry Analysis and TechnoIogy Division, Wireline Competition Bureau, 
”Telephone Subscribership jn the United States” (April 2003). 

See Erk-sson, et al, op cit., note 5 .  
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ARE THERE: OTHER ECONOMIC BENEFITS THAT ARE LIKELY TO 

EMERGE FROM ADOPTION OF THE PETITIONS? 

Yes. To the extent that the price rebalancing brought about by approval of the 

petitions gives rise to new competitors, the result will be a greater scramble 

among competitors for the patronage of telecommunications customers in Florida. 

The resulting heightened level of competition will promote the advent of 

innovative telecommunications services that better fulfill the desires of Florida’s 

consuming public. 

SHOULD THE COMMTSSXON BE MINDFUL OF OTHER 

CONSIDEIZATIONS AS IT MOVES TO REDUCE INTRASTATE 

CARRIER ACCESS CHARGES AND REBALANCE LOCAL EXCHANGE 

U T E S  IN FLORIDA? 

Yes. Even as the Commission moves to rebalance rates, it should be mindful of 

additional obstacles to the emergence of local exchange competition in Florida. 

Specifically, several characteristics of the evolution of telecommunications policy 

in Florida in general and residential markets in particular make this sector 

especially vulnerable to efforts by the incumbent local exchange carrier (ILEC) to 

protect its dominant position through anticompetitive means. For instance, as 

input prices are transitioned to economically efficient levels the incentive by the 

TLEC to engage in non-price discriminatory conduct - sabotage - of its new retail 

stage rivals grows. l o  Thus, the Comniission must be especially mindful as it 

See T. Randolph Beard, David L. Kaserman and John W. Mayo “Regulation, Vertical Integration and 10 

Sabotage”, Journal of Industrial Economics, Volume 49, September 2001, pp. 3 19-334. 
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transitions to economically rational pricing policies that its efforts to promote 

competition are not undermined by non-price exclusionary tactics by the 

incumbent. 

This is particularly important in residential inarkets because residential 

customers’ appetite for competitive alternatives and the ability of new entrants to 

secure and retain these customers is especially tenuous. Residential customers 

spend considerable less than business customers on local telephone services. 

Thus, while having some affinity for the prospect of competitive alternatives, the 

resistance to switch carriers is especially sensitive for residential customers. Bad 

experiences with competitors - whether due to the shortcomings of the new 

entrant or the incumbent underlying carrier of the wholesale input - will quickly 

quash the residential consumers’ appetite for competitive alternatives. That is, 

for the amount of money that residential consumers spend on local exchange 

telephone services, it is simply not worth the hassles to repeatedly test the 

competitive waters, especially if the customer does not have a positive initial 

experience with competitors. Moreover, any sabotage that does occur in 

residential exchange services is likely to be long-lasting and widespread as the 

“reputation’’ of the new entrants’ larger portfolio of telecommunications services 

~ ~~ 

In addition to the heightened incentive for non-price exclusionary tactics (viz., sabotage), incumbent 
firms may be expected to use price as a vehicle for excluding new entrants. For example, it is my 
understanding that BellSouth has introduced a marginal retail long distance rate of 1 cent per minute as a 
recent promotional offering in Florida. This marginal rate has a prima facie anticompetitive quality about it 
as it is well below the cost imposed on BellSouth’s rivals who must purchase access at rates of up to 4.6 
cents per minute. That is, as a practical matter, there is a significant disadvantage facing new entrants that 
must pay 4.6 cents per minute for one of their inputs - access - when the marginal price established in the 
market by the incumbent is 1 cent per minute. While there is a fixed monthly charge associated with this 
offering, it is unclear whether BellSouth’s offering passes a properIy designed imputation test. More 
fundamentally, the higher are switched access charges, the greater the temptation for the incumbent to enact 
a vertical price squeeze and, hence, the greater the need for reducing intrastate switched access charges 
immediately. 

11 
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(ems., long distance) may be damaged by sabotage of the new entrants’ local 

exchange service offerings. 

IS A REDUCTION IN INTRASTATE SWITCHED ACCESS RATES TO 

INTERSTATE LEVELS SUFFICIENT TO ACHIEVE ECONOMIC 

EFFICIENCY? 

No. My understanding is that interstate access charge rates continue be set at 

rates that exceed the econoinic cost of providing access. The relevant target, 

however, for the establishment of competition-enabling intrastate switched access 

charges in Florida is the economically efficient rate as approximated by 

incremental cost. Moreover, not oiily will establishment of this rate be 

economically efficient but it also will eliminate the unsupportable differences that 

cwently exist in pricing between access provided to long-distance providers and 

the essentially identical access provided to competitive local exchange carriers 

when, in fact, the service and costs are the same regardless of the party receiving 

the service. This efficient target is, in fact, embodied in the 2003 Act when it 

notes that ILECs seeking regulatory parity must reduce their intrastate switched 

network access rates to local reciprocal interconnection rates. l2  

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes. 

Section 364.05 1 (7)(b) 
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B. BOOKS, MONOGRAPHS, AND OTHER PUBLICATIONS 

“Competition in the Long Distance Market,” (with David L. Kaserrnan) in Handbook of 
Telecommunications Economics, Mai-tin E. Cave, Sumit K. Majumdar and Ingo 
Vogelsang, Editors, North Holland Elsevier, 2002, 

“Shakeout or Shakedown? The Rise and Fall of the CLEC Industry,” (with Mark Burton 
and David L. Kaserman), in Michael A. Crew, Editor, Markets, Pricing, and Deregulation 
of Utilities, Kluwer Academic Publishers, 2002. 

“Resale and the Growth of Competition in Wireless Telepliony,” (with Mark L. Burton 
and David L. Kaserman), in Expanding Conipetitioii in Regulated Industries, Michael A. 
Crew, Editor, Kluwer Academic Publishers, 2000. 

“Monopoly Leveraging, Path Dependency, and the Case for a Competition Threshold for. 
RBBC Reentry into InterLATA Toll,” (with T.R. Beard and David L. Kaserman), in 
Regulation Under Increasing competition, Michael A. Crew, Editor, Kluwer Academic 
Publishers, 1999. 

“The Quest for Universal Service: The Misfortunes of a Misshapen Policy,“ (with David 
L. Kaserman) in Telecommunications Policy: Have Regulators Dialed the Wrong 
Number?, Donald L. Alexander, Editor, Praeger Publishing Group, Westport, CT, 1997, 
pp- 13 1 - 144. 

Government and Business: The Econoniics of Antitrust and Regulation (with David L. 
Kaseman), The Dryden Press, Harcourt Brace College Publishers, 1995. 

”Long-Distance Telecoiiiniunications: Expectations and Realizations in the Post- 
Divestiture Period“ (with David L. Kaserman), in Incentive Regulation for Public 
Utilities, Michael A. Crew, Editor, (Boston, MA.: Kluwer Academic Publications), 1994. 

Monopoly Leveraging Theory: Iniplications for Post-Divestiture Telecommunications 
Policy (with David L. Kasernian), Center for Business and Economic Research: The 
University of Tennessee, April 1993. 

State-Level Telecommunications Policy in the Post-Divestiture Era: An Economic 
Perspective (with William F. Fox), Center for Business and Economic Research, The 
University of Tennessee, March 199 1. 

A review of After Divestiture: The Political Economy of State Telecommunications 
Regulation, by Paul E. Teske. Albany: State University of New York Press, 1990. 
Publius, Winter 1991, pp. 164- 166. 
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Deregulation and Market Power Criteria: An Evaluation of State Level 
Telecommunications Policy'' (with David L. Kasennan) in Telecommunications 
Deregulation: Market Power and Cost Allocation Issues, J. AIlison and D. Thomas (eds.), 
Quorum Books, 1990. 

The Economics of Local Telephone Pricing Options (with J. E. Flyim), Center for 
Business and Ecoiioniic Research, The University of Tennessee, October 1988. 

Firm Entry and Exit: Economic Linkages in Tennessee (with J. E. Flynn), Center for 
Business and Economic Research, The University of Tennessee, Knoxville, July 1988. 

"The Economics of Regulation: Theory and Policy in the Post-Divestiture 
Telecommunications Industry" (with David L. Kaserman) in Public Policy Toward 
Corporations, Arnold Heggestad, editor, University of Florida Presses, 1 98 8. 

"Entries and Exits of Firms in the Teimessee Economy: Foundations for Research," 
Survey of Business, The University of Tennessee, Volume 23, Number I ,  Summer 1987, 
pp. 21-23. 

"The Relationship of Manufacturing and Noimanufacturing Firm Entry and Exit in 
Tennessee'' (with Joseph E. Flynn), Survey of Business, The University of Tennessee, 
Volume 23, Number 2, Fall 1987, pp. 11-16. 
A Review of Municipal Ownership in the Electric Utility Industry, by David Schap. New 
York: Praeger Publishing Company, 1 986. Southern Economic Journal, Volume 54, 
Number 1 ,  July 1987. 

Entries and Exits of Firms in the Tennessee Economy (with W. F. Fox, et al.), Center for 
Business and Economic Research, The University of Tennessee, Knoxville, May 1987. 
(Condensed report published in Survey of Business, The University of Tennessee, 
Volwne 23, Nuniber 2, Fall 1987, pp. 3-10. 

"The U.S. Econoniic Outlook," Survey of Business, The University of Tennessee, annual 
contributor, 1986- 1994. 

An Econoinic Report to the Governor of the State of Tennessee, Center for Business and 
Economic Research and the Tennessee State Planning Office, Annual Contributor, 198 1 - 
1994. 

"An Economic Analysis of a Monitored Retrievable Storage Site for Tennessee" (with W. 
F. Fox, L. T. Hansen, and K. E. Quindry), Final Report and Appendices, December 17, 
1985. 

"Directly Served Industries and the Regional Economy" (with Charles Campbell), 
Contract Completion Report, the Center for Business and Economic Research, The 
University of Tennessee, October 1984. 



CONGRESSIONAL AND REGULATORY TESTIMONIES: 

U.S. Senate (Commerce, Science and Transportation Committee; Energy and Natural 
Resources Coiiiinittee, Subcommittee on Water and Power;); Tennessee State Legislature 
(Senate Finance, Ways and Means Committee; Special Joint Legislative Committee on 
Business Taxation; and, Senate State and Local Government Committee); Maryland State 
Legislature (Environmental Works Committee); Federal Communications Commission; 
Pennsylvania Public Utility Commission; Michigan Public Service Commission; 
Missouri Public Service Commission; Illinois Commerce Commission; West Virginia 
Public Utility Commission; Wyoming Public Utility Commission; Washington Utilities 
and Transportation Conimission; Utah Public Service Commission; Wisconsin Public 
Service Commission; California Public Utilities Commission; Florida Public Service 
Commission; Delaware Public Service Coiiiniission; Montana Public Service 
Commission; Maryland Public Service Commission; Massachusetts Department of Public 
Utilities; Georgia Public Service Commission; Colorado Public Utilities Commission; 
North Carolina Public Utilities Commission; Texas Public Utility Commission; Arkansas 
Public Service Coilmission; Connecticut Department of Public Utility Control; Kansas 
State Corporation Comniission; and New Jersey Board of Public Utility Commissioners. 

INVITED SEMINARS AND SELECTED CONFERENCE PRESENTATIONS: 

Columbia University, University of Chicago, University of Paris (Dauphine IX), 
Vanderbilt University, Washington University in St. Louis, University of Michigan, Ohio 
State University, University of Minnesota, University of Florida, University of Texas, 
Rutgers University, University of Missouri, Kansas University, University of Utah, 
University of Basel (Switzerland), university of Freiburg (Germany), University of 
Central Florida, American Enterprise Institute, Federal Communications Commission, 
Telecommunicatioiis Policy Research Conference (TPRC), National Conference of State 
Legislatures and the U.S. Advisory Commission on Intergovernmental Relations, 
Southwestern Bel 1 Corporation 

CONSULTING: 

U.S. Department of Justice, Antitrust Division; U.S. Federal Trade Commission; AT&T; 
Sprint; MCI Telecoiiimunications; Eiu-on Power Marketing, Inc.; Optus Communications 
(Australia); United Parcel Service; Tennessee Valley Authority; Antitrust Division, 
Office of the Attorney General, State of Teimessee; U.S. Senator Howard Baker, Jr., U S .  
Senate Majority Leader; Oak Ridge National Energy Laboratory; Arkansas Consumer 
Research; Division of Energy Conservation and Rate Advocacy, Office of the Arkansas 
Attorney General; U. S. Department of Energy 
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PROFESSIONAL PRESENTATIONS: 

“Warm Glow and Charitable Giving: Why Don’t the Wealthy Give More to Charity? 
(with Catherine H. Tinsley). Presented to the Southern Economic Annual meetings, 
Tampa, Florida, November 2002. 

“Competition, Policy and Finn Strategy in U. S. Long Distance Telecommunications.” 
Presented to the Academy of Management annual meetings, Washington, D.C. July 2001. 

“Regulation and Adniinistrative Discretion: Evidence From the Electric Utility Industry” 
(with Thomas P. Lyon). Presented to the Southern Economic Association Annual 
Meetings, Atlanta, GA, November 1997. 

“Regulation, Vertical Integration and Sabotage.” (with T. Randolph Beard and David L. 
Kaserman) 
Presented to the Western Economic Association Annual Meetings, Seattle, Washington, 
July 1997. 

“‘Regulation and Investnient : Evidence from the Electric Utility Industry.” (with Thomas 
Lyon) Presented to the American Economic Association Annual Meetings, New Orleans, 
January 1997. 

“Targeted and Untargeted Subsidy Schemes: Evidence from Post-Divestiture Efforts to 
Promote Universal Telephone Service.“ Presented to the Southern Economic Association 
Annual Meetings, New Orleans, November 1995. 

“Dominant Firin Pricing with Competitive Entry and Regulation: The Case of IntraLATA 
Toll,” with Larry Blank and David L. Kaserman. Presented to the Southern Economic 
Association Annual Meetings, Orlando, Florida, November 1994. 

“The Economic Welfare Effects of Extended Area Telephone Service,” with Carlos 
Martins-Filho. Presented to the Westem Economic Association Annual Meetings, 
Seattle, Washington, July 199 1. 

“Demand, Pricing and Regulation of Cable TV Services: Evidence from the Pre- 
Deregulation Period,” with Yasuj i Otsuka. Presented to the Southern Economic 
Association annual meetings, New Orleans, Louisiana, November 1990. 

“Market Contestability : Toward an Operational Index,“ with David L. Kaserman. 
Presented to the Western Economic Association annual meetings, Lake Tahoe, Nevada, 
June 1989. 

“The Political Economy of Deregulation: The Case of Intrastate Long Distance,” with 
David L. Kaseiman and Patricia Pacey. Presented to the Southern Economic Association 
annual meetings, San Antonio, Texas, November 1988. 
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"Barriers to Trade and the Import Vulnerability of U .S. Manufacturing Industries," with 
Don Clark and David L. Kaserinan. Presented to the Southem Economic Association 
annual meetings, San Antonio, Texas, November 1 98 8. 

"Cross-Subsidization in Telecommuiiicatioiis: Economic Theory Versus Regulatory 
Rhetoric" with David L. Kaseman, Western Economic Association annual meetings, 
Vancouver, British Columbia, July 1987. Also presented at the Southem Economic 
Association annual meetings, Washington, D.C., November 1987. 

"The Effects of Regulation on R&D: Theory and Evidence," Southem Economic 
Association annual meetings, New Orleans, Louisiana, November 1 986. 

"The Measureiiieiit of Vertical Economies and the Efficient Structure of the Electric 
Utility Industry" with David L. Kaserinan, American Economic Association annual 
meetings, San Francisco, California, December 1 983. 

"Regulation, Advertising and Econoinic Welfare'' (with David L. Kaserman), Southem 
Economic Association annual meetings, Washington, D.C., November 1983. 

"Multiproduct Monopoly, Regulation and Firin Costs," Southem Economic Association 
meetings, Atlanta, Georgia, Noveinber 1 982. 

"Forecasting Ecoiioinic Activity in Teimessee with a Quarterly Econometric Model," 
Southeastern Economic AnaIysis Conference, Charlotte, North Carolina, September 
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Abstract 

lhc Suprcmc Court Opitiion on local excliaiigc ctinipctition in gcncral and on pricing and unbundling in 
particular \vas much aniicipatcd and wit1 bc much discushcd. Uccausc of. thc wry tcchnical naturc of the 
pricing a id  unbundling rulcs facing incumbent local txchangc cai-ricrs thcre is a considcrablc risk that students 
of the Couil-s Opinion will be initcd in the dctails of thitt Opinion and miss whar wc bolicvc is a clcar, 
uncquivocal tncta-messagc cinbcdded in the Opinion. Spccilically, this docision unequivocally afiirms a 
i'uundamenial shift in regulatory pulicy rcllcclcd in the 'Iclccomniunications Act 01' 1996. '['hat is, thc Act 
dictatcs hat rcgulalors act not increly to clisuhla tno~~opo@ but to adopt pohcics that aflirm;iti\,eIy enoblt. 
mmperi lbtr.  'The Court's Opinion now confirm this inlcrprelaticm of the congrcssionai intcnt bchiiid thc 
legislation. 'I'hus, uhilc it is fair to say thai the Court's spcciiic decision niith respect lo the pricing a i d  
unbundling jssucs roprcscnts an impoldant component of a rcgula1oi-y policy designcd t o  promotc compctilion 
in local cxchangc tclcphonq, tlicrc is a larger lesson cnibcddcd in the Court's reading o F  thc 
~l'clccominunications Act. In this paper wc: l ks t  considcr in sonic dctail ttic Opinion and h o ~ t  i t  rcllccts an 
unambiguous cndorsmcni o f  a ctrm~titic,n-cnahIinS fiamc\wrk h r  thc dcvclopmcnt of local exchmgc 
competition. Ncxt, wc p i n t  out that: dcspitc thc Court's unambiguous and clcar ruling. ;I dispassioiiatc scrut i~q 
of economic and repiIaitoq conditions prcstlnt in l O C d  exchaogc nrdrkcts --. even in the wake 01- tlic Court's 
ruling ._ tcvcals a number of extrmrdinai> abstaclcs to the successlit! emcrgencc of cfiectivc local cxchangc 
compciition that still rcmain. 

I Introduction 

As witnessed by this volume, the recent Supreme Court decision affirming the legality of 
the Federal Cominunications Commission's (FCC's) policies regarding the pricing and 
unbundling of incumbent local exchange company (1LEC) network elements will certainly 
draw iinniediate and critical attention. Much of this attention will likely be focused on the 

* Contact author. hlfailing Address: McDonough School of Business. Georgctown Univcrsjty, Washington, 
D.C., U.S.A. 20057. E-Mail address: Mayoj~Gcnl.getowii.cdu. We appreciate the Iielpfiil cumincnts of Rich 
Clark, Robcrt Mtdvee, and Carol Wiliicr oil a prior draR ofthis papcr. Naturally, wc alone are responsible for 
any crrors that remain. 
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technical merits of the Court’s decision, specifically with respect to the FCC’s pricing and 
unbundling requirements. While such scrutiny is entirely appropriate, it raises the prospect 
that the larger inessage reflected in this decision will be inissed. 

In particular. we believe that there is an important message to be drawn fi-om the 
Court’s Opinion that goes well beyond tlie specific issues of TELRTC pricing and 
unbundling requirements. Specifically, this decision unequivocally affirms the fundamental 
shift in regulatory policy reflected in the Telecoinmuizicaeions Act of 1996. As we have 
argued elsewhere, that Act inandates a fundamental regime shift for federal and state 
regulators.’ Namely, the Act imposes a new obligation not only to alhw competition to 
emerge in formerly protected markets but also to adopt policies designed to-fucifitule such 
emergence. That is, the Act dictates that regulators act not merely to disahk motzopdy but 
to adopt policies that afhnatively c n d Y ~  c.ompcrtilian.’ The Court’s Opinion now confirms 
this interpretation of the congressional intent behind the legislation. 

Thus, while it is fair to say that tlie Court’s specific decision with respect to the pricing 
and unbundling issues represents an iinportaiit component of a regulatory policy designed 
to promote competition in local exchange telephony, there is a larger lesson embedded in 
the Court’s reading of the TeIecommunications Act. This lesson is developed in Section 2 
below. Section 3, then, considers the implications of this new mandate for federal and 
state-level regulators that go beyond the more narrow issues dealt with in the Opinion. 
Specifically. we point out that, despite the Court’s unambiguous and clear ruling, a 
dispassionate scrutiny of economic and regulatory conditions present in local exchange 
markets - even in the wake of the Court’s ruling - suggests a number of extraordinary 
obstacles to the successful emergence of effective local exchange competition that still 
remain. Section 4 then concludes. 

2 Competition-enabling policies: A fundamental shift in regulatory 
mandate 

71ie Telecoinmunications Act of 1996 represents a path-breaking piece of legislation in a 
variety of ways. At the most basic level, however, the truly novel aspect of the Act was its 
subtle but, we believe, unequivocal call for a change in the regttlatoiy mandate in the 
telecommunications industry. Specifically, unlike prior public policies towards the 
telecomilluiiications industry, which had sought first to control monopoly and later to 
disnhEe nianopnZy, the passage of the TelecommuIiications Act signaled a new mandate that 
regulators at both the federal and state levels should implement policies specifically 
designed to ei~ahle competition. As we shall see in this section, this last set of policies is 
fundamentally different Erom prior policies that had been applied to the 
telecommunications industry. 

The traditional economic rationale for regulation of the telecommunication industry is 
that the services supplied over the public switched telephone network have been subject to 

See Kaseriiim and Mayo (1999). 
’I It is important at the outset to emphasize the distinction behimxi policies designed to facilitate entry and 
tlicrcbq enable compctitioii and policies designcd to proinott: “infant ficins’‘ through subsidizing actions. 
While thc fomicr is, we believe, the best vehicle to promote die longrun viability of effective competition, 
cconoinists liave propcrly subjected the later approach to considcrablc criticism. 



natural monopoly supply.’ Beginning with Hush-n-Phone and continuing through tlie 
divestiture agreement in 1982 which separated AT&T from the Bell operating companies, 
it was increasingly recognized that not all telecominunicatioris services were necessarily 
subject to natural monopoly conditions. As the Court aptly notes in its most recent 
decision, however, ‘‘The [ 1982 divestiture] decree did nothing , . , to  increase competition in 
the persistently monopolistic local markets, which were thought to be the root of natural 
monopoly in the telecommunications industry”.‘ 

Indeed, simplifying only slightly, it is fair to say that prior to the passage of the 
Telecomunications Act of 1996, two principai methods were utilized to deal with tlie 
inonopoly probleiix created by the structure of the telecommunications industry. First, a 
surgica1 approach involving structural separation of the monopoly from competitive 
elements within the industry was used to prevent remaining moiiopoly eleinents froin 
impeding the growth of competition in potentially non-monopoly sebments, This approach 
was the central feature of the 1952 Modification of Final Judgment that led to the 
divestiture of ATStT from the Bell Operating Companies. The second, less draconian, 
approach has been to leave in place the combination of nionopoly and potentially 
competitive elements of the industry, but to seek to protect competitors - both potential 
and actual - from nionopolistic practices of the incumbent through regulatory rules, or 
safeguards. Certainly with respect to the services provided by the Regional Bell Operating 
Companies (RBOCs), the pre-1996 Act policies of the FCC and state regulatory 
commissions were largely consistent with this latter approach. 

As w e  have argued elsewhere, however, both of these regulatory approaches toward the 
telecommunications industry suffer drawbacks.‘ Specific ally, while the structural 
separations approach can eliminate both the incentive and ability to engage in monopoly 
leveraging from non-competitive to competitive markets, it has the prospect of eliminating 
any economies of xope that may exist in the joint production of monopoly and potentially 
competitive services. Alternatively, the regulatory rules approach preserves the potential 
reafization of ecoiiomies of scope by permitting the firm to remain intact, but iiecessarily 
involves costly and potentially complex rules that seek to prevent the iiicuinbeiit from 
using its monopoly power to impede the emergence of competition. Moreover, such 
regulatory rules often fail to achieve the intended effects, as incumbents are able to devise 
novel approaches that circumvent these constraints.‘ 

A third approach, which we have advocated and which the Supreme Court has now 
found to be the bedrock of the Telecommunications Act of 1996 is for regulators to 
fundamentally shift their appruach toward incumbent local exchange providers. 
Specifically, this approach calls upon regulators to shift their agendas fioin controlling or 
&ahling monoyolies to a mose active policy of enabling comyeliiiort. Such a shift requires 
that regulators affirmatively engage in a variety of non-traditional policies that are designed 
to facilitate the emergence of competition. Among these, competition enabling requires that 
regulators aggressively act to: ( 1 )  eliminate barriers to entry; (2) classify monopoly and 
“effectively competitive” services (moving expeditiously to deregulate the later); (3) adopt 

A s  Justice Breyer notes in his dissenting opinion, “For d e ~ i d ~ s  experts justified regulatioii on the ground 
that telecommunications providers were ‘natural monopolists,’ i.e-, telecainniunications markets wouM not 
support iiwre than one firm of efficient size.” (p. 7 )  
-I Opinion, p. 2. ’ For a more detailcd discussion, see Kascnnan and Mayo ( I  999). 

Scc Stclzcr ( 1  997) and Ecard, Kascrniaii and M a p  (2002). 
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efikient pricing policies, particulariy for inputs required by competitors; and, (4) eliminate 
all internal cross-subsidies for retail regulated services. In recognition of the necessarily 
“mixed” monopoly and competitive eiwironment that will inevitably exist in the short run, 
competition enabling also requires that regulators unbundle network elements, require 
unrestricted resale and ensure, insofar as possible, nondiscriminatory interconnection 
policies. 

hiportantly, the Court’s Opinion explicitly recognizes that the Telecommunications 
Act does indeed call for a fundamental regulatory regime shift that is consistent with a 
competition-enabling (C-E) policy agenda. For example, at page 15, the Opinion points out 
that Congress sought to reject the traditional regulatory approach that had prevailed prior to 
the Act. 

[O]ne possible lesson was d r a w  by Congress in the 1996 Act, which was that regulation using 
traditional rate-base ~nethodologies gave monopolies too gca t  an advantage and that ti7e m“ let 
i17 rriuviiiy uwuy fi-oin riw asnrmptiot~ common fo all rate-busc inethods, rhat the monopolistic 
stm c ~ - c  19 ithiti tlw disc *ret e ni ark[> ts IW 14 ld 

The call €or a regulatory regime shift is fui-tlier emphasized by the Court when it 

Congress called for ratetnaking diffcrent from any historical practice. to achieve tlic entirely new 
objective of uprootiiig the monopolies that traditional rate-base methods had perpetuated.' (emphasis 
added) 

The desire by Congress to implement a C-E policy approach is underscored again by 

For tlic tirst time, Congress passcd a ratcsctting statute with the aim not just to balance thc intcrcsts 
between seIlers and buyers, but to reorganize markkets hy rendering rc-piloted rifilities ‘ mompolies 
vzrlnernble to inferlopeix.. .739 (emphasis added) 

and 
Thus, the Act appears to he ai1 esplicit disavowal of the familiar public-utility model ... in favor of 
novcl ratcsctting desigiicd to givc aspiring competitors every possible iiicctitivc to enter local retail 
telephone markets, short of confiscating thc incuinbeiits’ proptrty.’” (cinplivsis added) 

The importance of the intent of Congress to foster C-E policies cannot be overstated in 
an eiiviroiiment that has been, and certainly will coiitinue to be, rife with uncertainty and 
contradictory interpretations of ambiguities that exist in either the law or ecaiiomics 
regarding the inipleineiitatioii of the Act. For example, in its determination of the legality 
of the TELRIC standard for pricing, the Court is immediately drawn into the sticky issue of 
what is meant by the tenn “cost” in the 1996 Act.” The Couit r ecogkes  that in the 
absence of additional defining language, the term cost is a “virtually meaningless term” and 
“a chameleon”.” In light of this ambiguity, the Court finds - on legal grounds - that it 
cannot overturn the FCC’s interpretation of the term r 4 ~ ~ ~ t ’ y .  Somewhat more subtly, but 
equally importantly for the future, is the Court’s implicit recognition that the FCC’s 
adoption of the TELRIC pricing principle is consistent with Congressional intent that calls 

di we. (emphasis ad de d ) 

observes : 

the Court when it states that: 

Opinion, p. 15 ’ Opinion, pp, 15-1 6. ’ Opinion. p. 16. 
Opinion, p. 17. 

I’ Opinion, p. 26 ff 
Opinion, pp. 28-20. 
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upon regulators to implement C-E policies. In so doing, the Court requires that regulators’ 
polic,ies be in hamion): with Congress’ intent to enable competition. 

Another critical component of the Court’s Opinion is its recognition that ILECs 
continue to enjoy substantial incumbency advantages and that passive policies or half- 
hearted attempts to “open” local exchange markets to competition are likely to fail. For 
instance, the Court notes that: 

Thus, it is easy to see why a company tha t  owns a local exchange ... would have an almost 
insurmountable competitive advantage not only in routing calls within the exchange, but, thorough 
its control of this local market, in tlic niarkcts for teiminal cqujpmcnt and long-distance as well.J3 
In sum, the Court’s Opinion is likely to draw considerable attention regarding its 

suppoit for the FCC’s specific TELRlC pricing and unbundling requirements. Perhaps 
more important, however, is the endorsement by the Court of the need for regulators, acting 
under the Telecornmunications Act, to aggressively pursue C-E polices and its recognition 
that unless such policies are pursued vigorously and steadfastly, the powers of incumbency 
and monopoly are likely to prevail. Indeed, as we shall argue in the next section, while the 
Court has given clear support for the unbundling and pricing rules of the FCC, a number of 
other “trouble spots” lie in the wings that, despite this ruling, stand to impede the growth of 
competition in local exchange telephony. 

3 Impediments to competition 

Significant hopes were raised that competition co~dd be fostered in local exctiange markets 
by the 1996 Act. Those hopes have been at least partially reignited by the Supreme Court‘s 
recent affiimation of the legal authority of the FCC to adopt and impose UNE pricing and 
unbundlinglrebundling rules that are relatively favorable to entrants. Nonethefess, a number 
of “dark clouds” remain on the horizon that represent substantive obstacles that must still 
be overcome before effective competition can emerge in  local exchange retail markets. 
Specifically, at least four types of impediments to local exchange competition remain 
looming on the horizon, the Supreme Court’s Opinion notwithstanding. 

3.1 Other, non-UNE distortions 

The Supreme Co~ut  Opinion unequivocally provides authority to the FCC to implement 
TELEUC pricing for unbundled network elements. The breadth of inputs that constitute 
such “elements” and are. therefore, subject to TELRTC principles, however, is not 
addressed by the Court’s decision. This issue of UNE def’inition potentially presents a set 
of critical obstacles still facing the CLECs. These obstacles fall into two categories: pricing 
and availability. In the realm ofpricing, federal and state regulators must set prices for 
certain network “eleiiients” 01- inputs that may not fall under the scope of the narrowly 
interpreted letter of the Telecommunications Act. The most obvious example, of course, is 
the pricing of acc.ess to the local exchange network when the transmission involves it long- 
distance call. 

Although it may not be an “element” under the Act, such access is clearly a necessary 
input for any telephone conipany that wishes to compete either in the long-distance arena 
or, as is more and more likely, across both local and long-distance calling. Indeed, the 

I’ Opinion, p. 18. 
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access required by a long-distance carrier to coinpiete a call to a given customer is virtually 
identical to the Iocal call termination service required by a CLEC to complete a call to the 
same customer. While the former service (access) is not considered to be a network 
element under the Act, the later service (local call termination) is. But as has ofien been 
stated in regulatory arenas “a minute is a minute is a ininute.’’ Historically, however, the 
prices for such access services have been held well above econoinicaIly efficient prices. 
Indeed, despite the fact that economists have recognized the inefficiencies embedded in 
access charges for years and these charges have geiierally fallen, access continues to remain 
we11 above its economic costs.14 

For example, in a recent study of state-level access charges, we found that they vary 
from rough parity with UNE rates for terminating access (e.g.. in Illinois) to over 25 times 
the respective UNE rate for such access ( e g ,  in Virginia).” The economic case to 
reconcile the level of access charges with the underlying TELNC rates (which we inake 
elsewhere) is coinpelling and sho~tld provide an impetus for regulators to fiuZher reform 
these access charges.’” The Court’s “green liglit” to the enactment of C-E policies 
hopefully will provide additional stimulus to state and federal regulatory cominissioiis to 
implement such reform. This process, however, wiH necessarily involve numerous state- 
level regulatory proceedings that, unless expedited, may amount to providing moutli-to- 
mouth resuscitation to the already drowned victim.” 

Another critical issue related to the pricing of “noli-UNEs” centers on the one-time 
fkes, known as noli-recurring charges or NRCs that are assessed on the new entrants 
whenever a customer chooses to switch fiom the incumbent to the new entrant. Ostensibly, 
the same guiding principles that drive the pricing of recurring purchases of eIeinents would 
drive the pricing of NRCs. This, however, has not necessarily been the case. For instance, 
costs are incurred in making a “hot cut” transition of a loop &om an ILEC to a CLEC. The 
amount of the costs that should be recovered by the LLEC is, however, subject to 
considerable debate. In a recent case in New York, the prevailing NRC for a hot cut was 
about $24. The incumbent, however, claimed that the forward-looking costs for providing 
this hot cut service were roughly $225 and that any CLEC seeking such a hot cut should be 
made to pay this charge. Although the New York Public Service Commission initially 
ordered a rate of about $135, the ultimate rate approved by the regulatory commission 
($35) as part of an overall settlenient colicemkg the ILEC’s regulatory plan was 
considerably less than the lLEC’s claimed costs. Nevertheless, this example provides 
powerful testimony that the ability of incuinbents to delay or forestall competition does not 
end with the recurring UNES.‘~ 

Yet another critical pricing issue that is likely to continue to haunt the new entrants 
(and thus the competition that is sought under the Telecommunications Act) is the 

For ewly discussions of the inefficiencies embedded in telephone pricing. see Kahn ( 1984) and Kaserman 

See Kascrmaii and Mal-o (2001). 
Ibid. ‘’ For a recent discussion of the rise and fall of tlic CLEC industry, see Burton, Kascrman and Mayo (3002). 
Indeed, in support of the $35 settlenient rate, the Staff of the New York Public Service Conimission argued 

that the $1 85 charge initially ordered by the Coniinission (and, thus even greater charge sought by the 

14 

and Mayo ( 1994). 
1s 

1s 

incumbent) would create “a serious barrier to thosi: CLECs trying to mjgate their customer bnscs away from 
Vcriznn’s switchesy’ and that ttic lower rate would iinpiovc “thc likelihood that facilities-based competition 
\vi11 contjnuc to devclop.” See Prepared Testimony of Clixlcs M. Dickson. et al., In the matter of Vcrizon- 
Ncw York, Case 00-C- 1945, Fcbruary 2002. 
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perpetuation of cross subsidies in retail teiecoinmunications markets. For inaiiy years, 
economic analysis suggested that the rates for residential, rural, primarily local exchange 
consumers were held artificially low and perhaps below tlie increinetital cost of serving 
these customers.” More recently, the Supreme Court acknowledged this c.ross- 
subsidization when it stated: 

In orde~  to hold down charges for telcplione scrvicc in rural inarkcts nith higher marginal cost due to 
lower population densities and lcsscr voluincs of USC, urban and business iiscrs were charged 
subsidizing preniiuiix over the inarginal costs of providing their own service.‘” 

As the Court notes, the revenues necessary to continue to offer such low (and, arguably, 
subsidized) rates were derived by charging high rates to businesses and urban customers 
and to consumers with relatively large amounts of long-distance usage. While the existence 
of a subsidy to the aggregated set of local exchange services has increasingly been 
questioned, it certainly remains true that the long-standing practice of keeping rates 
artificially low for rural, residential local exchange customers remains very much in place 
in a number of locations around the country. Naturally, there can be no more effective 
barrier t o  entiy into a market than rates that are held below costs. New entrants simply 
cannot be expected to enter retail residential markets where the rates for these services are 
artificially held below their respective economic cost. The result is that regulators are faced 
with a serious challenge: to allow the rates for subsidized services to rise to at least cover 
the economic cost ofproviding the services.“ At that point new entrants may find service 
to these segments of’tlie communications sector profitable to serve. 

Setting aside pricing issues, the second critical obstacle in this realm facing new 
entrants is - somewhat ironically in the face of the Court’s proper interpretation of tlie Act 
- access to ec,onomically efficient rates once they are established. Consider, for example, 
the following. In many situations, new entrants find that the most efficient type of access 
for the provision of local exchange service for businesses beyond a minimal size, is nom 
switched access. In these circumstances, the provision of non-switched access has been 
identified as a11 “element” under the Telecommunications Act. Accordingly, it would seein 
veiy natural IO make this element avaiIable to new entrants at its TELRIC rates. To date, 
however, the KECs have denied new entrants access to the economically efficient rate, 
making such access available only at “special access” rates, which are often well above the 
TELRIC levels. Indeed, special access rates generally exceed the forward-looking costs that 
are incurred by the lEEC if it were to provide the same service to a retail customer. This 
denial of access to econoinically efficient rates acts as a classic barrier to entry by creating 
a cast asynnieny between the new entrants the Again, this problem is 
remediable. To salvage the hopes for the deve1opment of a truly competitive local 
exchange industry, how-ever, regulators will need to i i i o~e  quickly and aggressively to 

See, e.g., Palmer (1992) 
Opinion. p. 7 
Conccrtis that such prim iiictcascs will 1mn1 the abilib to achicve the policy goal of universal tclephonc 

service are almost certainly misplaced. See. e.g., Kasenuan and Mayo ( 1997) and Eriksson, Kaserinan and 
Mayo ( 1098) who sho~v that targeted programs to subsidize those consuiiiers most in need of the subsidy to 
support subscription is far preferable on both theoretical and practical grounds to the present policy of 
repressing rates to the entire class of residential consuiiiers. 
-- See Stiglcr ( I  46s) for a discussion of barriers to cntiy stcmming from cost asyiniiictrics bctw-een 
incumbents and prospcctivc cnttants. 
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ensure that new competitors are not denied economically efficient rates once they are 
established, 

3.2 
Perhaps the greatest obstacle to effective implementation of a C-E regulatory policy is the 
inherent inability of regulators to  enforce non-discrimination rules on incumbents that hold 
monopoly power over inputs required by new entrants.” While input prices can be set and 
reasonably we1 1 enforced, it is nearly impossible for regulators to prevent degradation of 
the quality of these inputs. Particularly in network industries, the cause of a service 
disruption can be difficult to ascertain. And, once ascertained, the intent of the culpable 
party can be even more difficult to establish. Moreover, quality degradation can be just as 
(or, perhaps, more) effective as above-cost input prices in impeding entry into local 
exchange iiiarkets, because such degradation can adversely affect iiew firms‘ reputations 
and thereby inflict longlasting effects. 

A recent series of papers has sl~own that, under circumstances that closely approximate 
those exhibited by local exchange markets. such quality degradation or “sabotage” can be a 
profitable (and, therefore, likely) strategy.24 And specific factual evidence of such behavior 
from the ILECs appears to corroborate the theory. Fur example, an investigation in New 
York recently revealed that Verizon has averaged 74% of its appointment met in the 
provisioning of Special Access to its downstream competitors while it has averaged 94% of 
its appointments met for its own retail operations. The Commission concluded that “the 
record suggests that Verizon treats other carriers less favorably than its own end 
More general evidence tha t  the ILECs have implemented this strateLy is revealed in the 
substantial fines that regulatory cominissioiis have levied for LLEC violations of the non- 
discrkindtiun provisions of the 1996 Act. Nonetheless, despite these fines, w e  suspect 
that non-price discrimination will continue. The stakes are simply too high and detection 
too difficult for such behavior to be effectively discouraged. 

Moreover, one of the papers on this subject demonstrates that the incentive for an 
incumbent monopolist to engage in sabotage increases with the stringency of regulation 
applied to the prices for the inputs purchases by those In effect, the less profit 
the incumbent is able to extract on the inputs supplied to its rivals, the greater the incentive 
to exercise its monopoly power in other dimensions. This result, in turn, suggests, 
somewhat ironicaliy, that the Court’s endorsement of TELRIC pricing of UNEs is likely to 
exacerbate the quality degradation problem. Tliat is, as UNE prices are pushed closer to 
their long-run incremental costs, the more sabotage we are likely to see. 

No n -price exc I us ion a ry p ract ic es 

3.3 
Recognizing both the need for L E C s  to cooperate with entrants in providing essential 
inputs and the obvious incentive for ILECs to refuse such cooperation, Congress 

Removal of the regulatory “carrot” 
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incorporated the Section 271 provision of the 1996 Act. That provision attempts to provide 
an incentive for incunbent monopolists to facilitate entry by holding out a reward. 
Specifically, imder this provision, RBOCs are allowed to reintegrate into in-region 
interLATA long-distance once they have sufficiently opened their local exchange markets 
to coinpetition. The legislative standards that must be satisfied to meet this condition 
invoive both an explicit checklist of entry-facilitating actions (e.g., installation of non- 
discriniinatory operational support systems needed for processing new service orders for 
new entrants and maintaining billing and service functions once established) and a much 
less explicit requirement that the approval of reintegration be “in the public interest”. 
Predictably, the regulatory proceedings to implement these provisions have been prolonged 
and contentious as the RBOCs have sought approval to re-enter the long-distance market 
and these petition have generally been seen as premature by the incumbent interexcliange 
carriers.27 

To date, tlie FCC has approved RBOC reintegration in 15 states. Whether such 
reintegration will benefit consumers is an empirical question for which there is, as yet, 
insufficient data to meaningfully address. Nonetheless, regardiess of the merits of the 
individual reintegration orders, it is clear that once RBOC reintegration is approved, the 
Section 27 1 incentive to cooperate with entrants disappears. Like the proverbial carrot, that 
incentive can exist only until the object that is providing the incentive is consumed. Thus, 
while the Court’s Opinion inay tend to facilitate CLEC entry, ceteri.7 paribus, iii fact, all 
else is not equal. To the extent that the FCC approves more Section 271 applications for 
reintegration, the incentives for L E C  cooperation will evaporate. Moreover, there is 
compelling evidence that these incentives are likely to affect f‘irm behavior. Indeed, in a 
recent study of the post-Act behavior of RBOCs (which had not secured reintegration) and 
GTE (which was integrated into long-distance), Mini (2001) found that in tlie absence of 
the “cairot” for cooperation firms are markedly more likely to adopt aggressive tactics 
toward new entrants. This will, of course, pose additional , challenges to prospective 
entrants and nascent competitors. 

3.4 Litigation and regulatory uncertainties 

While the Court’s Opinion would nominally seem to put an end to costly, time-consuming 
and entry-i-etarding legal and regulatory wrangling over pricing and unbundling issues, a 
realistic assessinelit suggests that rather than putting an end to such debate it will only 
change the venue for cniitinued legal and regulatoiy manoeuvring by the KECs. indeed, in 
the wake of the Court‘s opinion Verizon immediately announced that it would continue to 
fight the pricing and unbundling rules at the FCC. 

As a Verizon spokesinan stated: “Just because something is legal does not mean it is 
good public policy.28 In light of statements such as this and the ongoing incentive by the 
ILECs to preserve their monopoly power, it is very likely that state and federal regulators - 
and in all likelihood, the courts - will continue to see efforts on the part of the lLECs to 
deter entry. For instance, in the immediate wake of the announced intention by AT&T to 
enter local exchange markets in Ohio, SBC has recently proposed to sl-tarply increase UNE 

Under the Act, these proceedings take place before state regulatory commissions. The illtiinate decisioii to 
approve RBOC rcintcgration, l ~ o ~ w v c r ,  lies with the FCC. ’’ Stern (2003). See also thc letter ofL4’illia-n B N ~ ,  Executive Vice Prcsident and General Couiisel. Verizaii 
to Michacl Powcl I. Chairman of the Fcdcral Co inn iun icahx  C‘oii~~nission, J U ~ ?  16, 2002. 
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rates. SBC’s proposal is to increase existing loop rates of less than $6 to over $17.50 per 
loop per nionth. Similarly, SBC proposes to increase local switching charges by rates up to 
6000 The willingness and ability by ZLECs to fund such legal and regulatory 
maneuvers, even if they ultimately prove unsuccessful, are likely to serve to blunt whatever 
economic incentives the market may be otherwise sending to prospective entrants on tlie 
merits of entry. 

Finally, the recent opiiiion fails to resolve an issue that wilt, most certainly, continue to 
preoccupy policymalws in the implementation of TELRIC prices. Specifically, low UNE 
prices and relatively favorable wholesale rates can obviously facilitate entry into the retail 
stage of local exchange telecommunications markets. They cannot, however, break the 
monopoly that the 1LEC”s continue to hold over the upstream network infrastructure that 
ultimately iiiust be accessed to provide service to final customers. And, until that monopoly 
is broken, difficult regulatory problems will persist and complete deregulation will remain 
a distant dream. 

Two separate arguriients have appeared concerning tlie UNE pricing policy that is more 
likely to foster the upstream facilities-based entry needed to break the last-mile monopoly. 
First, the ILEC’s and their supyortcrs have argued that relatively high UNE prices are more 
likely to promote the necessary network-stage entry. Low resale and lease prices, they 
argue, will cause investment in facilities to be unattractive, as entrants can purchase these 
inputs from incumbents more cheaply than they can build them. In addition, resale 
(unintegrated) entry carries substantially less risk, as sunk costs are largely avoided. As a 
result, while low UNE and wholesale prices inay create the illusion of competition by 
enticing firins to enter the retail stage ofthe industry, they will, in fact, discourage tlie sort 
of entry that is ultimately required if ef’fective competition is ever to materialize. This view, 
then, sees resale and facilities-leased entry as substitutes - we can encourage one only at 
the expense of the other. 

Potential (and actual) entrants have countered this argument, pointing out that resale 
entry can help to pave the way for subsequent facility investments. Under this logic, de 
novo, vertically integrated entry into local exchange markets through replication of the 
ILEC’s network facilities is unlikely due  to the substantial sunk costs associated with such 
entry. Those sunk cost, however, can be at least partially nullified by prior successful resale 
entry. Specifically, non-integrated entry at the retail stage can provide entrants an 
established customer base which reduces the likelihood that these firms subsequently will 
be forced to exit. This reduced profitability of exit, in tttm, lowers the risk associated with 
upstream, sunk-cost facilities investments. Thus, these parties view resale enb-y as a vehicle 
for promoting facilities-based entry. That is, the two fomis of entry are seen as 
complements, not substitutes. To support this view, they point to experience in the Zong- 
distance market, where substantial resale entry preceded much of the facilities-based entry 
that subsequently occurred. 

that question 
cannot be answered definitively on n priori theoretical grounds alone. Our own view is 
that, as long as UNE (and other input) prices are not pushed below the forward-looking, 
long-run inc.remental costs of constructing and maintaining the ~rnderl ying netcvorlc 

Which of these two competing arguments is correct? Unful-tLmately, 

’’ SBC Aineritccli Oliio‘s Application for Approval of Utib~~iidled Network Elemcnt Prices, In the Matter of 
thc Revicw of Ameritcch Ohio’s TELKTC Costs for Unbmdled Xctwork Elcnicnts Cast: No. 02- 1280-TI]- 
UNC, Filed Ma> 3 1,2002. 



facilities (Le., as long as these prices are not subsidized), the latter argument is more 
convincing. Once retail-stage entrants have established sufficient customer bases, 
incentives to integrate backward to self-suppIy essentiai network faciIities will encourage 
these firms to undertake the additional investments needed to break the final source of 
monopoly power in this industry. 

At the same time, even in the presence of resale entry, the wherewithal to break that 
monopoly may have to await some furtl.ler technological advancenient. If that is the case, 
then, regardless of the level at which UNE prices are set, we are unlikely to observe 
sufficient entry at the network level to bring about effective competition at all stages until 
technological change enables that which regulatory rules cannot. 

4 Conclusion 

Most economists would agree that incuin bent monopolists are unlikely to voluntarily cede 
their monopoly power. In the telecommunications industry, the mere fact that a law was 
passed which embraced competition should not realistically have been expected to be met 
by the incumbent monopolists with a warm embrace of new entrants. Ltideed, as should 
have been expected, ILECs have deployed a nuin ber of tactics (economic, regulatory and 
legal) to retain their control of the principal source of their monopoly power; namely, 
access to the local loop or the so-called last mile monopoly. These tactics have resulted in 
arguments, inlev diu, that regulators have overstepped their j urisdiction in their zeal to 
foster competition; that the prices chosen by regulators are confiscatory and, therefore, 
illegal; and that even if the regulators have the authority to establish these rates, the 
applicability of the prices set should be imposed only under the most narrow interpretation 
of the Act. 

In this paper, we have argued that the most EundamentaZ lesson to be drawn from the 
Supreme Court’s ruling is that Congress did not intend to continue to allou/ inonopolists to 
remain entrenched in local exchange telephone markets. Rather, Congress intended that 
regulators would pursue fundamentally different and more activist policies designed to 
enable competition in local exchange markets. While a narrow interpretation of the most 
recent Supreme Court Opinioii - that TELRlC pricing is legal and that regulators can 
require LECs  to sell UNEs as a bundled set - is welcome, the Opinion’s more bask 
message is that regulators should perceive a green light, indeed a mandate, to implement 
more active policies designed to open local exchange markets to competition, In this 
regard, we have identified a number of critical issues that: continue to confront new entrants 
in the wake of the Opinion arid which will require that affirmative and decisive 
competition-enabling policies be adopted if local exchange competition is to take root 
anytime soon. Moreover, this must be accomplished in an environment in which the 
incumbents will, most certainly, continue to use whatever means are available to them to 
slow the erosion of their nionopoly power. 
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