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The Telecommunications Act of 1996, Pub. L. No. 104‑104, 110 Stat. 56 (1996), is probably one of the most significant pieces of legislation in recent years. This law will cause sweeping changes in an industry that comprises over one‑ sixth of the American economy and directly touches over 250 million people. These changes will dramatically affect both the way telecommunications companies will do business and the way that they will be regulated. Local telephone companies will be able to provide long‑distance service; long‑ distance companies will be able to compete with local telephone companies for local telephone service; cable companies will be able to compete with local telephone companies; electric utilities will be able to compete against cellular companies‑and on and on.

As this competition develops and market performance improves, regulation by the Federal Communications Commission (FCC) will begin to change as well. In light of these sweeping changes, economic analysis of telecommunications markets will have to account for this evolving competitive landscape. Indeed, the changes set in motion by the 1996 Act will present far more complicated analytical problems of economic issues than before, when these issues seemed to be familiar and clearly delineated ( i.e., “evil” monopolists or “dominant firms” with a “helpless” fringe. Now, with the potential convergence of technologies and bundling of products, the lines between customers and competitors will become increasingly blurred.

Further, as the world of telecommunications rapidly continues to change, it will become more and more difficult to determine exactly what is the market we are analyzing. As telecommunications markets become increasingly “multidimensional” (both horizontally and vertically), attempting to apply economic “first principles” (i.e., defining the relevant markets, evaluating the elasticities of supply and demand, identifying barriers to entry, etc.) to analyze the power in, and performance of, telecommunications markets initially may be frustrating to both neophytes and old hands alike.

The purpose of this article is to try to highlight some of the ways the 1996 Act may change the structural and behavioral characteristics of telecommunications markets. As explained below, correctly identifying the structural characteristics of telecommunications markets, post‑1996 Act, is the key to determining accurately whether firms are‑or can‑engage in some kind of strategic, anticompetitive conduct (e.g., collusive behavior, raising rivals’ costs, price squeezes, erecting barriers to entry, etc.) that warrants intervention by the courts or regulators.

Importance of a Dynamic Perspective
As a start, it is very important to account for the real potential for change that characterizes telecommunications markets.
 Indeed, because both demand and supply appear to be rapidly expanding,
 simply focusing the analysis on current market conditions may not reveal an accurate picture of what is (or may be) occurring. In the new telecommunications environment, we must now explicitly account for the potential for change in assessing the extent of competition in telecommunications markets. 

Why is a dynamic forward‑looking approach so important? Failure to account for such change may not provide a paradigm that detects and promotes good market performance over the longer term.
  In an industry that manifests the potential for rapid technological change and innovation, such as telecommunications, an economic analysis should not focus too narrowly or exclusively on promoting the best use of society’s resources from the standpoint of today’s technology and resources availability‑i.e., static economic efficiency. Rather, telecommunications, with its significant potential for rapid technological advance, should be viewed from a dynamic perspective.
 A static analysis, when used as a substitute for a comprehensive dynamic review, can actually impose significant economic costs on an industry characterized by rapid change, because any remedy imposed will not be able to adapt easily to future market conditions.
 [*33]

Dynamic Change and the Need for the 1996 Act

The rapidly changing market conditions of telecommunication industries are one of the driving forces behind the 1996 Act’s modification of the Modified Final Judgment (MFJ) regime. While the break up of the old AT&T monopoly was probably one of the most procompetitive achievements of the 20th century, the MFJ also created a scheme in which one segment of the telecommunications industry (i.e., the activities of the regional Bell Operating Companies or “BOCs”) was effectively regulated by a static consent decree for the last fifteen years, which provided neither the court nor the DOJ with the ability or incentive to review the competitive effects of the MFJ beyond its narrow scope.
 With the increasing development of new telecommunications technologies, this static regulation was not able to effectively adapt to, and account for, long‑term market performance in adjacent markets, such as wireless telecommunications.


The 1996 Act is, at bottom, expressly designed to change this regime. Specifically, the DOJ is stripped of its “pseudo‑regulator” status, while the FCC is required to establish the structural framework to accelerate competition. (See 47 U.S.C. § 152 note.) The FCC’s framework will attempt to achieve this goal by eliminating structural and regulatory barriers to entry by requiring, among other things, incumbent local exchange carriers to offer competitors interconnection, unbundled network elements, resale of exchange carrier services, and number portability. (See 47 U.S.C. § 251.) Once there is a sufficient level of rivalry, a substantial portion of current FCC regulation should presumably no longer be necessary.
 At that point, the FCC is supposed to use its new forbearance authority contained in the 1996 Act and eliminate the unnecessary regulation. (See 47 U.S.C. §§ 160, 161.)

Structural Market Conditions After the 1996 Act
Given the significant changes that may result from the 1996 Act, how should we think about applying economic “first principles” to assess market power in, or the market performance of, telecommunications industries? A good starting point is to try to identify some of the prominent structural characteristics of telecommunications markets.

Products and Producers.  For example, many telecommunications firms‑like most other firms‑are not single‑out‑put providers. This observation is more significant than merely recognizing that many telecommunications firms sell multiple outputs using different technologies ( e.g., wired and wireless telephone service, and cable and satellite video programming. Rather, a more sophisticated analysis of telecommunications providers often reveals that while many telephone companies appear to provide a homogeneous telephony service‑ either local or long‑distance‑the reality is that these carriers provide a number of discrete telephone services (at different prices) in the form of residential, business, toll, and wholesale services, such as local exchange access for use by interexchange carriers. Moreover, products are further differentiated by the number and availability of various calling plans.

  From the supply side, many of the facilities used to provide various services are identical; yet from a demand‑side perspective, residential customers generally do not view business services as an acceptable substitute or vice‑ versa. In addition, the demand characteristics are often very different for each service, as business customers are often more sophisticated and, therefore, may have a higher own price elasticity of demand than residential customers. Finally, although the service may appear to be homogeneous, the presence of switching costs (i.e., searching out new providers, abandoning a traditional brand, and administering the switch) also demonstrates that there is substantial product differentiation among telecommunications services.

  Market Definitions.  Given the above, it is extremely important to avoid the use of overly narrow or broad market definitions when analyzing the structure of telecommunications markets, because the convergence of technologies makes “traditional” telecommunications market definitions increasingly irrelevant. For example, it makes no sense to discuss a single “cable” or similar technology market, when cable actually competes with broadcast television, direct broadcast satellite systems, MMDS systems, and the like.

  Similarly, it is becoming increasingly questionable to define distinct homogeneous “long‑distance” or “local” telephone markets with the eventual re‑ integration of the long‑distance and local business as permitted by the new 1996 Act. (See 47 U.S.C. § 271.) This distinction becomes even more blurred now that companies are beginning to bundle additional telecommunications or information products and services into a single package, such as wireless service, paging, Internet access, video, or even alarm monitoring.

  Accordingly, with this increasing convergence of telecommunications services and products into a variety of bundled offerings, the boundaries created by the MFJ increasingly reflect a dated economic picture of the market. When the MFJ was implemented, the various parties agreed to create “local access and transport areas” or “LATAs.” Although these lines were completely arbitrary, the LATAs were a convenient way to delineate the respective service areas of the BOCs. The creation of these boundaries under the MFJ therefore argued for three distinct economic markets: (1) local; (2) intra‑LATA toll; and (3) inter‑LATA or “long‑distance” service. While these boundaries may have made sense at the actual time of divestiture, the LATA boundaries were never intended to be definitive (or permanent) economic boundaries for purposes of measuring market power. Accordingly, given the radical changes set in motion by the 1996 Act, the MFJ approach does not accurately reflect a market where firms offer “one‑stop shopping” for a variety of telecommunications services.

  For example, most consumers appear to take a more simplistic approach towards telephone service: there is the local (fixed‑charge) call (near) and the more expensive (per minutes of usage) long‑distance toll call (far). To consumers, there is no significant difference between an intra‑LATA toll call and an inter‑LATA toll call‑they are both toll calls. Thus, the fact that consumers tend to view both toll calls as one product, rather than distinct services, argues against the automatic use of LATAs as appropriate market definitions for [*34] antitrust or regulatory purposes.

  The increasing use of wireless service also argues against the use of LATAs as appropriate market definitions. Wireless service, by definition, can extend beyond artificial LATA boundaries. Accordingly, if wireless service eventually replaces, or at minimum is viewed as a close substitute for, wired local service, then LATAs again will not accurately reflect the economic boundaries of the market.

  Relevance of Market Share. In analyzing the structural characteristics of telecommunications markets, it is also important not to exaggerate the relevance of the Herfindahl‑Hirschman Index (HHI). Given the technology of the telecommunications industry, many markets will probably be characterized by the presence of one or more firms with a predominant market share. Under well accepted precedent, this basic condition alone does not indicate that a market is performing poorly.
 This is why, in the context of telecommunications, the analysis must always move beyond HHIs and toward the evaluation of the elasticities of supply and demand and, in particular, the presence (or lack) of barriers to entry.

For example, consider the FCC’s recent deregulation of AT&T for domestic long‑distance service.
  In that proceeding, many parties argued that AT&T had market power simply by virtue of having a 60 percent market share. Upon review, however, the FCC found that while AT&T did have a very large market share, AT&T nonetheless faced a very elastic demand curve, in which consumers were very likely to switch carriers in the event of a price increase or unsatisfactory service. The FCC further found that AT&T no longer controlled any bottleneck facilities, and supply was highly elastic both in terms of excess capacity and the number of competing firms. The Commission also found strong evidence of nonprice competition in the form of frequent‑flyer points or tie‑ins with other products. Given such a market structure, the Commission found that it would be difficult for AT&T to successfully engage in strategic anticompetitive conduct.

  Residual Regulation. There is one additional structural characteristic of telecommunications markets that simply cannot be ignored in any thorough economic analysis‑i.e., the continuing presence of some sort of “public interest” regulation by the government. While regulation of telecommunications markets is supposed to decrease as more competition develops, residual regulation of telecommunications industries will nevertheless probably continue well into the future. It will, therefore, be crucial to account for such regulation and to examine the effects of such regulation on the various market participants.

For example, the 1996 Act requires the FCC to impose residual regulations‑ unrelated to competition‑designed to advance certain public policy objectives that will have a direct effect on market performance. Perhaps one of the most significant of these residual regulatory mandates is the Act’s requirement that telecommunications firms provide “universal service” to, among other entities, rural health care providers, educational providers and libraries. (See 47 U.S.C. § 254.) Universal service is defined as those telecommunications products or services which: (a) are essential to education, public health, or public safety; (b) are subscribed to by a substantial majority of residential consumers; (c) are being deployed in telecommunications networks; and (d) are consistent with the public interest, convenience and necessity. (See 47 U.S.C. § 254(c)(1).) Unlike most other rate prescription statutes‑where rates must only be “just and reasonable”‑the rates for universal service must be “just, reasonable and affordable.” (See 47 U.S.C. § 254(b)(1).) According to the statute, “affordable” appears to mean rates that are “less than the amounts charged for similar services to other parties ... that the [FCC] ... and the States ... determine is appropriate and necessary to ensure affordable access to and use of such services by such entities.”
 (Emphasis added. See 47 U.S.C. § 254(h)(1)(B).) Thus, under this mandate, regulation will continue to be an important factor that can affect firms’ conduct, because even if there is a “competitive” price, that competitive price has no meaning if it is not “affordable.”

Potential Conduct After the 1996 Act
Once the relevant structural characteristics are defined, the question becomes whether this structure will permit firms to [*35] exercise market power to the detriment of consumers.
  In the context of telecommunications, there are specific factors that can indicate whether competitors can engage successfully in anticompetitive conduct. On one hand, telecommunications industries are currently enjoying unparalleled investment in both capital infrastructure and research and development.
 Advertising revenues are currently up in many sectors,
 and many telecommunications firms are also heavily competing in areas other than price, such as frequent‑ flyer miles, bar association discounts, credit cards, etc. These factors are consistent with the conclusions that there are high elasticities of supply and demand in these markets.

  On the other hand, with the increasing trend of vertical and horizontal reintegration among telecommunications providers and/or services (e.g., MFS/WorldCom, AT&T/McCaw, BT/MCI, Sprint/DT‑FT, NYNEX/BellAtlantic), firms may attempt to raise rivals’ costs by, inter alia, foreclosing key inputs of production.
  In addition, so long as the FCC remains in place, many firms may nonetheless continue to attempt to manipulate the regulatory system for their individual benefit and to the detriment of good market performance.

  For example, the interconnection provisions of the 1996 Act may provide fertile ground for a “price squeeze” claim. As mentioned above, the 1996 Act requires incumbent local exchange carriers to offer competitors interconnection, unbundled network elements, resale of exchange carrier services, and number portability to rivals. If they do not, then they may not provide long‑distance (interexchange) service. (See 47 U.S.C. § 271.) In doing so, this framework sets up the classic supplier/competitor‑ customer/competitor friction that creates both incentives for (and perceptions of) strategic anticompetitive conduct.

Another significant challenge in evaluating firms’ conduct is determining whether the structure of telecommunications markets will permit firms to engage successfully in some sort of oligop‑olistic pricing harmful to consumers. Clearly, if discovery reveals a “smoking gun” demonstrating overt collusion, then the inquiry is at its end. But what happens if no smoking gun is found, and there is a clear pattern of parallel pricing? Is it evidence of overt collusive attempts of joint‑profit maximization (that should therefore properly be a violation of the antitrust laws) or is it simply Cournot pricing (and therefore probably not a violation)?

  As a general matter, an industry, such as telecommunications, that is subject to rapid technological change and innovation is usually less susceptible to oligop‑olistic coordination because technological change and innovation can introduce differences in product lines, production costs, and demand conditions‑i.e., the pace and direction of innovation is difficult to predict. Indeed, the more rapidly producers’ cost functions are altered through technological change and the more unevenly those changes are diffused throughout the industry, the more likely it is that there will be conflict among competitors regarding pricing choices.
  However, despite this generalization, there may be some telecommunications market structures that could facilitate successful joint profit maximization.

Accordingly, the ability to make an accurate determination of firms’ conduct will depend directly on the accurate identification of the market’s basic conditions and structure referenced above. Specifically, are there homogeneous products? Are supply and demand elastic? How sophisticated are consumers? And is there an adequate signalling mechanism? If the structure of the market indicates procompetitive conditions‑i.e., high elasticities of supply and demand, sophisticated consumers, no asymmetrical or advanced tariffing requirements to act as price signals, etc.‑then firms will probably not be able to succeed in strategic conduct, even if they try.

Again, examine the case of the domestic interexchange marketplace. Most customers avail themselves of a variety of discount plans, rather than “basic” service, which indicates that actual market prices are not homogeneous. Considering the complexities of a modern tariff, exact prices are extremely difficult to replicate. This pattern is further exacerbated by the fact that discount plans are often bundled with non‑price incentives, such as reward programs, which are often hard to quantify in making a price comparison. Moreover, because supply continues to expand in terms of both the number of competitors and the amount of fiber transmission capacity that is available, firms are motivated to protect their sunk investments by competing for new customers. Similarly, there is a tremendous amount of consumer “churn” among carriers’ various discount plans, which is consistent with a conclusion that firms face a high elasticity of demand. Finally, with the FCC’s increasing trend towards the elimination of asymmetrical regulations and even total de‑ tariffing of telecommunications services, effective signalling mechanisms are rapidly disappearing.

  Some observers, however, continue to maintain that the interexchange market will become “truly competitive” only when the BOCs can enter this market. As support for this position, proponents often cite the fact that “basic” rates for long‑distance service appear to have increased in “lock‑step” over the past several years.
 Focusing exclusively on basic rates, however, ignores the fact that most customers who spend more than the average amount for long‑ distance service (e.g., greater than $20 a month) are on some kind of discount plan.

  In contrast to the rise in basic rates, real prices for discount plans have fallen dramatically over the last several years. Thus, given the structural attributes of the interexchange market discussed above, this evidence supports the conclusion that strategic coordinated behavior is difficult to achieve, because firms must aggressively compete to retain (or possibly increase) market share and protect sunk investments.

Market Performance After the 1996 Act
  In addition to looking at the structure of the relevant markets and the conduct of firms within these markets, we should also look at the current and potential performance of these markets to determine whether some sort of intervention‑antitrust or regulatory‑is warranted to ensure that consumers receive lower prices or new products and services.
 The inherent technological characteristics (e.g., economies of scale and density) of many telecommunications markets make it unlikely that imposing remedial conditions in either a consent decree or an FCC order will achieve “perfect” competition.
 [*36] As many economists have recognized, telecommunications markets typically are characterized by high fixed and sunk costs, making marginal cost pricing (the raison d’etre of perfect competition) impossible to achieve.
  Also, the presence of network externalities ( i.e., the value of the network increases with the number of users‑makes “perfect” competition difficult to obtain. Finally, residual “public interest” regulation will continue to distort market performance by affecting both the structure of many markets and the conduct of firms within those markets.

Rather than pursuing the ethereal goal of “perfect” competition by regulation or antitrust, however, the critical question should instead be whether competitive rivalry in telecommunications markets is generating either static economic efficiencies (are prices for telecommunications services going up or down) or dynamic economic efficiencies (is there innovation in new telecommunications technologies) or both. If technology is improving and costs are going down, will competition create sufficient incentives for firms to provide societal benefits to consumers, such as educational Internet service, in order to attract and maintain market share, or must government continue to mandate that these firms do so?

Conclusion
Because our actions today directly affect how we will live tomorrow, we should consider exactly how we want the market to look before we address the analytical issues presented by the 1996 Act. Given the complexities and dynamic nature of these markets, the possibilities for innovative ways to maximize ( or, if we are not careful, to harm ( consumer welfare, seem endless.

* 	Lawrence J. Spiwak is a Senior Attorney in the Competition Division of the Federal Communications Commission’s Office of General Counsel. The views expressed in this article are exclusively the author’s, and do not express the views of the Competition Division, Office of General Counsel, or the Federal Communications Commission. The author would like to thank the Competition Division and, in particular, Jerry Duvall, for their help with this article.
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� 	For example, there are no federal regulatory commissions or comprehensive consent decrees in such industries as camera film (Kodak sells 70% of the film sold in the U.S.), pasta (4 firms comprise 77% of the market); commercial airplane manufacturing (3 firms control 97% of the market), soft drinks (2 firms control 71% of the market) or toothpaste (4 firms control 90% of the market). See Michael L. Katz & Harvey S. Rosen, Microeconomics 508 (2d ed. 1994); John E. Kwoka, Jr., Regularity and Diversity of Firm Size Distribution in U.S. Industries, 34 J. ECON. & BUS. 391 (1982). Indeed, if there is sound economic evidence that indicates that a market is performing well in markets with low barriers to entry�e.g., static economic efficiencies in the form of declining prices and dynamic economic efficiencies in the form of increasing technological innovation and new services�it may be appropriate to let one firm earn high profits in the short term because, in the long term (a) new firms will have a greater incentive to enter and compete, and (b) the existing firm will have the incentive to innovate to retain its leadership position. However, if it is demonstrated that, over the long term, this same firm can erect barriers to entry by foreclosing key inputs of production, then some sort of intervention�antitrust or regulatory�may be appropriate.


� 	See generally William J. Baumol & David F. Bradford, Optimal Departures From Marginal Cost Pricing, 60 AM. ECON. REV. 265 (1970).


� 	See generally John Haring & Kathleen Levitz, What Makes the Dominant Firm Dominant? (OPP Working Paper No. 25, 1989).





Courtesy of:

The Phoenix Center for Advanced Legal and Economic Public Policy Studies “Virtual” Reference Library

www.phoenix-center.org


