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Two sets of events related to the point-to-point telecommunications 
sector have recently bred expectations of radical new ideas. First, 
AT&T’s settlement with the Antitrust Division of the U.S. Justice 
Department offers large practical changes in its organization. Sec¬ 
ond, several Bell-related economists have offered new ideas (“sus¬ 
tainability” and “contestability” of monopoly) which are claimed to 
replace the mainstream literature on competition and to overturn the 
accepted lessons for public policies. 

On both levels there is currently much flux. In this article, I can 
only aspire to address the deeper issues rather than the latest devel¬ 
opments. My argument will be critical, both of the antitrust settle¬ 
ment and of the new theories. But my main conclusion is also 
highly positive; the basic theory of competition is both sound and 
effective in guiding the main revisions that the telecommunications 
sector may need. 
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In the first section, I will cover a variety of recent developments 
in theory, policy, and real-world conditions. Next I will consider 
the economic choices posed by a Bell-like system, with its several 
vertical and geographical parts, varying degrees of viable competi¬ 
tion, and problems, of access by competitors. The third section will 
consider the complex problems in moving from monopoly to com¬ 
petition. Then I will assess “sustainability” and “contestability.” 
The following section will address the organization of the sector 
itself, offering several suggestions for revising the antitrust settle¬ 
ment and treating future problems. 

BACKGROUND 

A series of recent research findings are relevant in judging the 
telecommunications sector. 

The Increase in Competition in The 
U.S. Economy 

Since 1960, there has been a marked increase in competition 
throughout most of the U.S. economy.* The share of pure monopo¬ 
lies and dominant firms has dropped from 8 percent of national in¬ 
come to 5 percent, while the share of tight oligopoly has declined 
by half, from 36 percent to 18 percent. The increases in competition 
have occurred in every major sector. Altogether, the total share of 
markets with effective competition has risen from 56 to 76 percent 
of national income. 

In this new setting, cases of high market power—such as in tele¬ 
communications—stand out as distinct deviations which invite cor¬ 
rective treatment. 

The Crucial Role of Antitrust 

A large share of the rise in competition has been caused by anti¬ 
trust activities and deregulation, which itself has largely been a 
response to antitmst pressures.^ Though often debatable in specific 
cases, antitrust activities encompass a wide range of informal and 
formal actions which have had a large total effect. The rise in com¬ 
petition indicates the value of maintaining these actions toward the 
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remaining instances of market power. Despite recent denials by Chi¬ 
cago-oriented economists, the economic, legal, and social support 
for strict antitrust enforcement is strong. 

The Receding Importance of 
Economies of Scale 

Technical scale economies have not been a major cause of market 
power in the last two decades, and they appear generally to be re¬ 
ceding rather than rising in importance.^ That large trend reflects 
several forces, including the growing use of computer technology, 
electric power equipment, and changing worker attitudes. In point- 
to-point telecommunications, too, the economies of scale (and econ¬ 
omies of scope) now appear to be dwindling compared to market 
size in many parts of the sector. 

Improvements in Pricing Criteria 
and Practice 

The basis for utility pricing has become markedly more refined in 
fitting marginal costs, both in electricity and telecommunications. 
The ability to define and achieve efficient price stmctures, and to 
identify predatory or other unfair pricing strategies, has increased. 

Changes in Telecommunications 
Technology and Demand 

Large changes are occurring in many parts of the telecommunica¬ 
tions sector, including switching, transmission, and the composition 
of traffic (between voice and data). Moreover, there is an increasing 
overlay with adjacent markets, especially cable television, data 
processing, and electronic equipment. Therefore some parts of the 
sector have become “naturally competitive,” with minimum effi¬ 
cient scale small enough to permit at least several viable competitors 
of similar size. Many other parts are expected to become naturally 
competitive (or at least partially so) in coming years. 

Taken together, these changes call for replacing regulated monop¬ 
oly with effective competition throughout most of the sector. But 
there are crucial questions of degree and timing. Deregulation is a 
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process which should occur as competition becomes effective, not 
before. But how much competition is enough to be effective, and 
how can it be identified and measured? Because the Bell system is 
the long-established monopolist in most of the sector, that system’s 
officials naturally prefer to have deregulation immediately, and Bell- 
associated theorists have prepared a rationale for withdrawing regu¬ 
lation quickly. 

DEFINING COMPETITION AND 
STANDARDS OF PERFORMANCE 

Before considering that rationale, I will first briefly set out the 
basic concepts of competition and efficiency since there has recently 
arisen some confusion over these matters.”* The following summary 
is meant to reflect the established core of research in the field. 

What conditions determine the degree of competition? One begins 
with the structure of the market, but not because it precisely deter¬ 
mines behavior and performance. It doesn’t. But structure does usu¬ 
ally have strong effects on market outcomes, and its main elements 
can be measured fairly reliably, more reliably than the behavioral 
aspects. 

Market Structure and Actual 
Competition 

The primary element of structure is the leading firms’ market 
shares. Ceteris paribus, the larger the share of the largest firm, the 
higher the degree of market power, as illustrated in Figure 1. The 
extra profits can be attributed either to the simple raising of price, 
or to price discrimination, or to both. (Economies of scale are usu¬ 
ally a minor cause of the extra profits (Shepherd, 1982).) Firms with 
high market shares usually have high market power and opportuni¬ 
ties for excess profits; firms with low market shares do not, even if 
they are in the same market. 

A small market share gives the firm little market power or influ¬ 
ence. That applies also to new entrants to a market; small entry 
usually has little or no competitive effect. The degree of effect may 
vary with the structure of the existing firms; for example, a 2-per¬ 
cent entrant might have more effect on a prior pure monopolist than 
on ten firms with 10-percent market shares. In fact, the whole prob- 
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Rate of Return (%) 

Figure 1. The basic relationship between market share and profitability 
(illustrated here in linear form). Copyright © 1979 by permission of 
Prentice-Hall, Inc., Englewood Cliffs, N.J. 

lem of measuring the degree of entry and its effects has been largely 
undeveloped ever since Joe S. Bain’s (1956) initial work. 

Nonetheless, it is well established that firms with small market 
shares (including entrants) have small effects on the market. Con¬ 
versely, firms with dominant market shares (above 40 to 50 percent, 
with no close rival) have high market power, except in unusual sit¬ 
uations. More generally: market dominance is inconsistent with 
effective competition. An implication here is that a dominant firm’s 
market share will need to be lowered below 50 percent and possibly 
lower before effective competition can be tmsted to apply con¬ 
straints in formerly regulated markets. 

Actual competition in the market—as shown by the market shares 
and other conditions of established firms—is crucial. It exists and 
exerts force. In contrast, potential competition (the possibility that 
some firm not now in the market will enter at some future time) is 
usually a secondary and often a trivial matter compared to actual 
competition. Entry is a probabilistic thing, of unknown degree, both 
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in its likelihood and in its size. For example, a potential entrant that 
is expected (with a 50-percent probability of the entry occurring and 
succeeding) to try to achieve 8 percent of the market is equivalent 
to a firm that is already in the market holding a 4-percent market 
share and trying to double it. 

On the whole, the recent preoccupation of some analysts with 
entry is a strange effort to replace the heart of the problem with a 
literally peripheral aspect. This deviation is especially unfortunate 
because the measurement of both entry and entry barriers has re¬ 
mained in a primitive state, far less accurate than the measurement 
of actual structure within the market. Accordingly, there has been a 
high ratio of optimistic theorizing about entry compared to solid 
evidence showing what it is and that it actually has strong effects. 
Virtually no evidence exists to show that potential entry is more 
important than actual competition; the weight of research is over¬ 
whelmingly the other way. 

One would not need to stress that potential entry’s role is periph¬ 
eral and unproven, had it not recently evoked so many increasingly 
grandiose claims. To be sure, entry is not always of slight concern; 
some specific barriers (such as patents) can be crucial in individual 
cases. But generally, entry is correctly seen as only a possible mod¬ 
ifier of the more central conditions that exist within the market. 

Several other basic points about competition need to be noted. 
One is that competition tends to raise X-efficiency and the rate of 
innovation, often by amounts that dwarf its welfare effects on 
allocative efficiency. Therefore, static models focused on the max¬ 
imizing of consumers’ surplus under simple assumptions are always 
incomplete, and often they are deceptive in purporting to evaluate 
competition and its total social effects. 

Another point is that the market shares of leading firms in actual 
markets are normally well above (often by a multiple in the case of 
dominant firms) the size required by minimum efficient scale 
(MES).^ This surplus market share is socially costly, because it pro¬ 
vides unnecessary market power. 

The Learning Process 

In considering telecommunications, I need also to stress that the 
process of learning, as embodied in learning curves, can affect com¬ 
petition. A learning-curve situation gives a cost advantage to the 
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firm that is first (and furthest) to move down the curve. This firm 
may be able to slow down or prevent its competitors’ move down 
the curve to catch up with the leader. Any advantage this firm may 
have in controlling technology and/or the learning process will re¬ 
duce competition. Moreover, this advantage is increased if the un¬ 
derlying technology is advancing. Then the leading firm’s ability to 
extract extra profits and limit its competitors’ ability to catch up will 
be larger. Once the firm is ahead, it may be able to stay ahead, and 
not because of any innate superiority. On the contrary, that firm’s 
leadership may reduce the rate and diffusion of technological prog¬ 
ress below the results that effective competition would yield. 

Marginal Cost 

Finally, the efficient basis for prices (and price structures) is mar¬ 
ginal costs. In a well-planned firm, this will not cause a problem of 
financial deficits. Therefore, price discrimination is not justified so¬ 
cially in the usual cases. Only in extreme cases of excess capacity 
or overhead costs will a set of marginal-cost-based prices cause a 
deficit. Even in such unusual cases, the price discrimination may 
not need to depart more than slightly from marginal-cost pricing 
patterns. Conversely, because discriminatory prices do not usually 
offer social gains, competitive pressures away from discrimination 
and toward cost-based prices need not be socially harmful. 

CONCEPTS FOR THE TRANSITION FROM 
UTILITY TO COMPETITION 

With these points as a basis, I will now analyze the shift from 
regulated monopoly to deregulated competition. That transition is 
more complicated than the literature has recognized, and it presents 
several specific problems that I will address. With this review in 
hand, we can then consider the Bell economists’ ideas and the ac¬ 
tual treatment of telecommunications. 

The concepts to be considered here are the “room” for competi¬ 
tion, core services, separability, joint costs, and responsibility for 
service. 

Regulation is a distinct contractual situation, giving the finn cer¬ 
tain rights, duties, and protections. Introducing competition can 
change the firm’s role, usually in complex ways. The optimal treat- 
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ment in traveling from regulated monopoly to partial or complete 
competition depends on certain economic conditions (of costs, sepa¬ 
rability, and competition) which are discussed in this section. It is 
necessary to begin with basic issues of regulatory economics, for 
that is what the sustainability literature has set out to recast. 

Conventional Natural Monopoly 
and Ideal Regulation 

The conventional regulated monopoly is defined by conditions of 
demand and cost.^ If market demand is small relative to economies 
of scale, as in Figure 2, one observes the simple case of natural 
monopoly. Demand may intersect with average cost in the declining 
part (as does Di) or just where average cost reaches its minimum, as 
does Dg. The latter part is called minimum efficient scale (MBS). In 
either case, Di or D2, competition could not survive. The monopo¬ 
list, with its marginal revenue (MR), will prefer to set one output at 
Qm (where MRi equals Marginal Cost), and one monopoly price 
such as Pm, earning monopoly profits as shown. It may also try to 
segment the market and set discriminatory prices, in line with cus¬ 
tomers’ varying demand elasticities.^ That can yield still higher 
profits. 

Under regulation, the monopoly is usually given a public fran¬ 
chise as the exclusive supplier, and regulation is then supposed to 
hold price down to average cost—at Pr (R for regulation) for de¬ 
mand of Di. Ideally, price would be set equal to marginal cost. But 
with a demand of Di, marginal-cost pricing would cause financial 
deficits, as shown. That long-familiar analytical problem requires a 
“second-best” solution. Some analysts still consider it to be the util¬ 
ity problem, inexorably imposing difficult choices. 

But that often need not be so. Demand may grow to D2 or 
beyond, or costs may evolve toward smaller scale economies; or 
both may occur. A properly planned growth path for the utility will 
keep the firm’s capacity in line with demand, so that demand inter¬ 
sects the average cost curve at its minimum, as does D2 in Figure 
2.^ Then price can equal marginal cost while yielding zero or posi¬ 
tive profits, and the problem of the deficit disappears. Moreover, 
cost variations in multiproduct firms (including demand fluctuations 
between peak and off-peak times) can call for a structure of prices 
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Figure 2. Simple natural monopoly under regulation. 

in line with the marginal costs. Under common conditions, this ar¬ 
ray of prices can still yield sufficient profits. Regulation prevents 
any unnecessary price discrimination. 

The franchised firm bears the responsibility for service in two 
senses: (a) it must extend service to all who meet the going price. 
That is the conventional “common carrier” duty; (b) the firm is also 
supposed to guarantee all customers reliable service: its capacity 
will be adequate and assured. Because customers have to rely on 
this supplier, their activities come to depend on its continuous, am¬ 
ple supply. A service failure therefore imposes severe costs and im¬ 
perils the firm’s retention of its franchise. 

In the ideal static case (with D2 in Figure 2), perfect regulation 
forces price down to average cost, permitting just adequate profits. 
No large excess profits are permitted, and so major windfall capital 
gains are prevented. But the regulators accept a duty to protect the 
utility’s asset values from harm. Investments made in good faith and 
approved by the regulators will be protected by the regulators’ deci¬ 
sions on “fair” prices and profits. Management is assumed to be 
both internally efficient (“X-efficient”) and quick to innovate all 
worthwhile new techniques and products. 
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Such perfection never occurs in this world, and actual cases often 
depart sharply from it. If regulation is ineffective, then the firm may 
move to classic monopoly behavior: especially (a) excess profits, (b) 
excessive price discrimination, (c) X-inefficiency, and/or (d) re¬ 
tarded innovation. Various side effects of regulation may also occur, 
including an enlargement of the firm’s investment (the Averch-John¬ 
son rate-base effect). 

Room for Competition and the 
Cross-over Zone of Market Share 

Now consider the advent of possible competition. Demand may 
shift out beyond the given declining part of the average cost curve; 
or new technology may reduce minimum efficient scale; or both 
changes may occur in parallel. Where demand intersects the flat 
average cost curve, as in Figure 3, there can occur the “first-best” 
output level, with price equal to marginal cost and no excess profits. 
Call that level Qi (/ for industry output). Between MES and Q, 
there is now room for competition. That “room” may be of any 
degree, from small to large, depending on costs and demand. 

Figure 3 illustrates two interesting cases. First, with demand D3 

there is some slight room for competition (MES to Qi^), but the 
original monopolist’s market share at MES will continue at over 50 
percent. Such cases—where Mo remains between 50 and 100 per¬ 
cent of the market—are natural quasi-monopoly (or the “dominant 
firm” case). The new “room” for competition (between MES and 
Qig) may, of course, be captured by the established monopolist, 
rather than by new entrants. The actual market share taken by new 
entrants is indeterminate: a number of other conditions may influ¬ 
ence it. Though natural quasi-monopoly conditions make some com¬ 
petition possible, they do not assure that competition will actually 
emerge, nor that it will be effective. 

Second, further relative demand growth may give natural 
oligopoly, as illustrated by demand curve D4. There is now room 
for four equal-size firms, and competition could become severe. Yet 
this tight oligopoly might instead develop collusion, either tacit or 
direct. And the original monopoly may, as before, be able to cap¬ 
ture all or part of the output above MES for itself, with Mq staying 
as high as 100 percent. 
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Figure 3. Varying “Room for Competition.” 

Finally, if the demand and cost shifts go still further, then natural 
competition may emerge, with an even larger ratio of Q to MES. 
Many efficient firms might be able to coexist, and price will be 
driven down to average cost. The original monopolist may find it 
hard to retain a high market share; yet conceivably its Mq could still 
remain high. 

The spectrum therefore contains all degrees, ranging from pure 
monopoly, quasi-monopoly, and oligopoly to full competition. Evi¬ 
dently, the shift from traditional natural monopoly regulation to nat¬ 
ural competition—which permits full deregulation—is a large one. It 
presumes a radical relative shift of demand and of scale economies. 
Any lesser shift, say to Qi at double the level of MES, will leave a 
high degree of market power even if Mq is held strictly to MES. 
Deregulation will need to be a careful, complex sequence—dealing 
with pricing, entry, mergers, and other aspects—so as to fit and use 
the growing room for competition. No easy, quick deregulation is 
appropriate. Moreover, regulation will often lack complete informa¬ 
tion on these conditions, and will have to guess at them. 

The shift toward competition involves a cross-over zone, defined 
in terms of the market share .of the established firm, Mq. As Mq 
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declines across the range, effective regulatory constraint may be re¬ 
placed by the constraints of a competitive market. 

The cross-over zone of Mo is not a unique level of market share. 
It depends on other firms’ market shares and on the height of bar¬ 
riers to further entry. The literature on market structure and per¬ 
formance suggests that the zone usually lies between about 60 and 
30 percent of the market.^ With an Mo of 60 percent or higher, 
competition cannot be fully effective; but when Mo is .below 30 
percent and entry barriers are low, competition usually is fully 
effective. 

The benefits of effective competition are the same as those for 
ideal regulation; prices aligned with costs, X-efficiency, and innova¬ 
tion. If Mo remains above the cross-over zone, then competition is 
inadequate and regulation needs to be retained. 

Related to the cross-over zone is the minimum efficient market 
share. It is the Mo value that provides an optimum balance between 
(a) the gradient of the average cost curve below MES and (b) the 
efficiency and innovation benefits of competition (Scherer (1980), 
Shepherd (1982)). The cost gradient is commonly defined as the cost 
penalty from being only one third the size of minimum efficient 
scale, as a percent of minimum cost. That point is illustrated in 
Figure 3 at MES/3, where average cost of a is about 15 percent 
above the lowest attainable cost b. The cost gradient is: 

a—b 
G 

MES does not set a rigid lower border on Mq. If the cost gradient 
is low, then setting Mq below MES will raise cost only slightly, 
while the added competition may yield more X-efficiency and inno¬ 
vation. The relationship between Mq, MES, and G is complex, and 
deserving of further research; on its basic form, see my paper in 
Sichel and Gies (1982). 

Core Services 

Most utility sectors contain certain operations that are regarded 
as, or merely claimed to be, the essential core or network that 
makes the whole system’s service possible. Other services are adja¬ 
cent: ancillary, normal, or ordinary, in some sense. 
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Core services are not uniquely defined. They may be those which 
have the greatest relative economies of scale. Often they share joint 
costs of production. But scale economies and joint costs are neither 
necessary nor sufficient. Core services may simply be regarded as 
the unifying or crucial part of the system. For example, local tele¬ 
phone switching service may be a natural monopoly. But telephone 
officials may instead regard intercity switching and transmission ca¬ 
pacity as the real core of their system, essential to its unified opera¬ 
tions. Several other instances of core services are given in Table 1. 
Evidently, core services are often inputs to the utility system. To 
that extent they occupy a separate vertical stage of production and 
can be separated from the utility firm. 

Core operations are often controversial, for the established forms 
have an interest in contending that the core is large, even if it is 
not. Core services are usually the main part in any argument that 
the existing monopolist needs to be protected. If there are no core 
outputs, then it does not matter who supplies which outputs. And if 
consumers value core services at less than their costs, then such 
services can be omitted altogether. 

I am not urging the importance nor even the existence of core 
outputs; on the contrary. But since the recent “sustainability” analy¬ 
sis does need them, it is important to consider them explicitly. 
Though as this stage they have not been fully defined, we can ana¬ 
lyze their general role. 

Separability 

The crucial question is how separable the utility’s services are. If 
they are closely mingled—with joint production and high overhead 
costs, often called “economies of scope”—then their provision will 
need to be done by a single unified multiproduct monopolist. But if 
instead production and costs can be cleanly separated for each out¬ 
put—with all costs fully allocable because there are no economies 
of joint production—then each output can be treated as in a separate 
market. Products with natural monopoly conditions can be separated 
from the rest, and competition can be applied just where it is appro¬ 
priate. 

The degree of separability is often unclear, particularly to regula¬ 
tors and other outside observers. Technology is usually not transpar- 
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Table 1. Examples of Possible “Core” Services. 

Sector 
Possible 

“Core” Services Presently Provided by 

Airlines, air Airports Public agencies 
freight Flight guidance Federal Aviation 

systems Authority 
Reservations systems Each Airline 

Trucking, intercity 
buses 

Highways and roads Public agencies 

Satellite commu- Satellite launching National Aeronautics 
nications systems and Space Adminis¬ 

tration 

Telephones Local switching and 
loops 

Telephone companies 

Intercity routing (?) Bell System 

Postal Local delivery routes Postal System 
Local sorting Postal System 

Electric power Generation (?) Electric firms 
Local distribution Electric firms 

(private and public) 
Regional pooling By agreement among 

electric systems 

Banking Check clearing Federal Reserve 
System 
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ent, especially for complex monopoly systems such as telephones. 
Moreover, separability is often not just a technical given. The firm 
may be able to control the degree of separability among its outputs, 
in two different ways. First, it can select the technologies that have 
the largest element of joint production and overhead cost, avoiding 
the more highly separable ones. Second, it can conduct its opera¬ 
tions and cost accounting in ways that make the joint costs and 
overhead costs seem as large as possible. 

When that occurs, the recorded marginal costs for individual out¬ 
puts will be minimized, giving the utility the widest discretion in its 
pricing actions, and in its pricing reactions to new competitors. The 
utility has an interest in minimizing the apparent degree of sepa¬ 
rability, so as to make its monopoly control of most or all services 
seem necessary. Often the firm has wide discretion in doing so. The 
result can be to overstate sharply the true degree of “economies of 
scope” within the utility “system.” 

Where true economies of scope are large, there may exist a set of 
true core services. (Yet even so, they may be a peripheral subset of 
outputs, interrelated but a minor part of the whole set of outputs.) 
Some core services can be provided by the utility or separately by 
some other unit, perhaps a public agency (such as the public provi¬ 
sion of airports and FAS flight guidance systems). 

At any rate, core services (if they do exist as such) can often be 
quite separate in provision and pricing from other outputs of the 
sector. If public policy succeeds in maximizing that separability, 
then the viability of competition in quasi-monopoly settings will be 
enhanced. Table 1 offers some examples showing that separability 
can be complete. “Core” services in several sectors (airlines, air 
freight, trucking, and banking) are provided separately from the 
firms themselves. 

Since core services do not necessarily have large scale econo¬ 
mies, they need not create a natural monopoly. Competition may be 
possible, and firms may be able to proliferate, each with its own 
core services. Airline reservations systems are an example of that; 
each airline is able to provide itself with the core system. 

Core conditions may change or fade away, as technology devel¬ 
ops. There have been marked reductions of core conditions in a 
variety of sectors. Indeed, the recent deregulation series in various 
sectors has mainly occurred following the shrinkage or disap- 
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pearance of core conditions. Therefore, the regulated multiproduct 
monopoly bears a burden of proof to demonstrate that its claimed 
core conditions and complementarities of production do exist, and 
that they are unavoidable by alternative technological choices. Oth¬ 
erwise the regulatojs, with their limited knowledge of technology 
and internal company conditions, may (a) be unable to find the true 
conditions, (b) be led to underestimate separability, and therefore 
(c) be maneuvered so as to limit competition unnecessarily. 

Joint Costs and Entry 

These concepts help to redefine the role of joint costs in the face 
of entry by low-cost firms. Consider the simplest case, with two 
outputs 1 and 2 produced jointly by monopolist A. There are separa¬ 
ble marginal costs for each output, plus some shared overhead cost. 

Now let a new firm appear, able to produce output 1 at less than 
its marginal cost to the monopolist. At that point, the output ceases 
to possess the economic attribute of a joint product with output 2. 
As a joint product, it can no longer survive. Therefore output 1 will 
henceforth be produced only with the new method, by a new firm 
B, and/or by the existing monopoly firm A. The former joint costs 
must now be assigned by firm A solely to output 2. Whether to 
produce output 2 depends on the demand conditions. If consumers 
are not willing to pay the combined cost, then either: (a) the output 
is to be discontinued, or (b) the overhead costs are (partly or 
wholly) written off, reflecting the new tme cost of output 2. Firm A 
suffers a loss of asset value, but this is merely the efficient outcome 
of technological progress in producing output 1. 

In this way, innovation in producing individual outputs may re¬ 
duce the breadth of the monopolist’s offerings, unless the monopo¬ 
list preempts entry by adopting the new technology first. The 
innovation may force up the monopolist’s apparent costs on the re¬ 
maining outputs. Yet the shift of overhead cost to output 2 is part of 
an efficient assimilation of new technology. Only by letting it hap¬ 
pen under the threat or reality of entry can the innovation (by either 
firm) be assured. The monopolist’s financial injury is inevitable. In 
practice, of course, the injury can be lightened or avoided, if the 
monopolist is far-sighted and progressive, so that it avoids mistaken 
commitments to doomed technology. 
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The Responsibility for Service 

Under conventional regulation, the franchised firm has borne ex¬ 
clusive responsibility for service. Any shrinkage of that domain of 
responsibility seems to challenge the firm’s exclusive role, as well 
as the interests of customers in having reliable service. New compe¬ 
tition is therefore often resisted for being likely to undermine relia¬ 
ble service. Yet eliminating or diluting that exclusive responsibility 
for service is necessary if competition is to become effective. In 
virtually all industries (regulated and unregulated), goods and ser¬ 
vices are provided steadily and reliably by several or many competi¬ 
tors, even though no one firm is required to accept any formal 
responsibility for service. Competition and profit seeking induce an 
adequate supply to be forthcoming. Of course there may be occa¬ 
sional lapses in supply. But such lapses also occur occasionally in 
exclusively “responsible” utilities.^” The idea of absolute respon¬ 
sibility of franchised utilities for service is largely a myth. Accord¬ 
ingly, competition’s dilution of responsibility is merely a matter of 
degree, and actual service reliability may increase. Only in extreme 
cases of certain emergency services is absolute responsibility possi¬ 
ble and perhaps desirable. 

Furthermore, customers can usually adjust so as to be less reliant 
on utility service. Industrial customers often have their own reserve 
power sources, to tide over electricity failures. Families can often 
adjust their consumption habits and appliances so as to be less vul¬ 
nerable. Such adjustments to lighten the future impacts may impose 
higher costs, but the net rise in costs may be small. 

In short, we already live in a world of partial service respon¬ 
sibility. Competition may increase reliability, not reduce it. Even if 
reliability is reduced, the costs are finite and may be small. 

THE ANALYSIS OF SUSTAINABILITY 

With these points in mind, we can now consider the question of 
“sustainability.” Since 1976, Baumol, Bailey, Willig, Panzar, 
(BBWP) and others have written a series of papers on the “sus¬ 
tainability” of regulated utility firms facing new competition.** Writ¬ 
ing in highly abstract terms, they have suggested (a) that regulated 
firms tend to adopt optimal prices and outputs, and (b) that new 
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competition will often make those prices and outputs (and possibly 
the entire firm) “unsustainable.” Though the authors occasionally 
disclaim any policy relevance of their analysis, they and many oth¬ 
ers frequently describe it as important and authoritative. So it is 
timely to assess “sustainability,” even if only briefly here.*^ 

I will point out that the issues now labeled “sustainability” have 
been long debated, using different terms and methods. The crucial 
functions and outcomes are continuous, not of a disjunct, checker¬ 
board nature as BBWP suggest. The competition that may occur is a 
matter of degree, across a familiar spectrum of conditions, which 
may or may not entail significant welfare losses. In this light, the 
sustainability literature has yet to offer important lessons about the 
familiar basic issues. 

BBWP present the regulated monopoly firm as being fragile and 
vulnerable to entry. The firm is likely to reach an optimal result, 
they indicate, but only if it is protected from entry. In taking this 
line, BBWP ignore the enormous literature which establishes that 
utilities are strong and often wasteful under regulation and that com¬ 
petition can often improve their economic performance.*^ 

A Summary of BBWP Analysis 

The main assumptions of BBWP analysis are given in the left- 
hand side of Table 2. Most BBWP articles have offered static analy¬ 
sis, but BBWP also offer a two-period “dynamic” discussion, based 
on construction costs in the second period. The assumptions for that 
are included in the second part of Table 2. 

Regulation is assumed by BBWP to be “ideal”; omniscient and 
all-powerful. Optimal prices and outputs are known and enforced. 
This result holds even if the regulated firm is a multiproduct pro¬ 
ducer with complex Joint-production and overhead costs. 

Under natural monopoly conditions (assumption 2) and ideal 
regulation, the firm offers the ideal set of products, at “Ramsey” 
prices which maximize consumer surplus.*'* Since there is unlimited 
reselling of products (assumption 3), the monopolist can set only 
one price for each product. BBWP do not consider the nature or 
relative importance of those various products (core or adjacent; large 
or small volume). Nor do BBWP permit the firm or new entrants to 
vary the products as the action proceeds. By assumptions 5 through 
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8, the monopolist is completely exposed to entry, without advan¬ 
tages, frictions, or barriers. Nor by the Coumot-Nash assumption 
(assumption 9) is the monopolist expected to retaliate at all against 
entrants, or even to threaten to respond. 

The results under regulation are assumed to be “ideal,” maximiz¬ 
ing consumer surplus. Because of the cost conditions, strict mar¬ 
ginal-cost pricing will cause the firm to run financial deficits. 
Therefore, prices can do no better than to fit some second-best pat¬ 
tern. For the multiple-output case, BBWP propose Ramsey prices, a 
discriminatory multiproduct price structure. It is important to recog¬ 
nize that Ramsey prices are virtually nothing more than price dis¬ 
crimination. Prices are set short of full monopoly price 
discrimination by some uniform ratio. Such prices may well maxi¬ 
mize consumer surplus, when (but only when) a deficit is otherwise 
inevitable.^^ 

Ramsey prices may even arise voluntarily if a utility faces a mod¬ 
erate degree of entry, according to BBWP. A “weak invisible hand” 
may tend to result in Ramsey prices, by the monopolist’s voluntary 
choice. (That apparently occurs only if no excess profits are permit¬ 
ted and if the costs of entry are high enough to deter superior poten¬ 
tial entrants.) The outcome can maximize static consumer surplus. 

If an entrant is permitted to produce a subset of products at lower 
than the Ramsey prices for those products, the utility’s price vector 
is said by BBWP to be no longer “sustainable.” The costs of the 
other products and overhead costs cannot be covered by the Ramsey 
prices. Therefore low-price entry can reduce consumer welfare, and 
it imperils the utility’s existence. Still other harms have also been 
suggested, including “wasteful entry” and “destructive innovation.” 

A BBWP “dynamic” analysis also poses a two-period case 
where, under certain conditions, an entrant can construct new capac¬ 
ity (instantly) in the second period. Because the entrant’s capacity 
can be built on a larger scale and therefore have a lower construc¬ 
tion cost than the original firm’s capacity, the entrant can displace 
the original firm altogether. Therefore competitive entry is said to 
threaten efficient production in both settings, static or dynamic. 

Altogether, BBWP offer a seemingly powerful rationale for pre¬ 
venting competition in regulated sectors, particularly in the complex 
telecommunications sector. 
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Evaluation 

In appraising this many-sided analysis, one begins with the as¬ 
sumptions. I will discuss them as a group and then consider several 
of them individually. 

The main BBWP assumptions appear to be self-defeating: they 
contradict the reality that the analysis is intended to clarify. The 
right side of Table 2 summarizes actual conditions in regulated 
firms, based on the rich literature on these subjects. At the static 
level, assumptions 2, 4, and 10 are doubtful in most cases, and 
assumptions 1,3, and 5 through 9 are radically inaccurate. The two- 
period assumptions 11 through 13 are also implausible. 

BBWP have indicated privately on several occasions that their 
analysis is merely an “exercise” designed to give “insights,” but 
not pretending to deal with real sectors. Certain assumptions (espe¬ 
cially assumption 9) are needed to make the analysis tractable, they 
say, and are admittedly unrealistic. Yet the published results have 
been presented by BBWP as if they had strong relevance, and they 
are gaining acceptance as being definitive, in some quarters. There¬ 
fore one must judge the BBWP analysis’s relation to reality. As 
Table 2 indicates and as I will discuss more thoroughly, it is slight. 

In the single-output case, BBWP focus on natural monopoly con¬ 
ditions, where Q is less than MES. Setting price at marginal cost 
will cause a financial deficit, and so some second-best result is 
needed. New competition would reduce the established firm’s output 
and force a higher price, perhaps putting the firm in deficit. 

But if Qi exceeds MES, so that there is room for competition, 
then sustainability is no longer in question. Prices can be at cost, 
while all firms—established and entering—are viable. In this general 
case, the BBWP analysis adds little to well-established conclusions 
about the single-output case. 

As for multiple products, the sustainability issue arises when 
economies of scope prevail throughout. Then joint-production and 
overhead costs are extensive, and all outputs have marginal costs 
below average costs. 

Yet if Ramsey (discriminatory) prices are not required, the BBWP 
analysis loses its force. That can occur if enough of the firm’s out¬ 
puts have rising marginal costs, which lie above average cost. Ex- 
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amples include peak-load outputs, which are common among 
utilities because of fluctuating demand. In other directions, too, 
marginal costs may be above average costs, for regulated firms typ¬ 
ically provide a variety of services outside the central set of joint- 
cost products. There is often room for competition in many of the 
regulated firm’s services.*^ Therefore, the need for comprehensive 
Ramsey prices is a peculiar special case among regulated firms. 

Even where Ramsey prices are appropriate throughout, they will 
cease to be the welfare criterion for those outputs where the new 
entrant is able to set its price below the original firm’s marginal 
cost. Then joint cost ceases to be joint, and it applies only to the 
remaining output, as noted above. The former monopolist may need 
to write off the joint cost and adopt a new set of prices. It is opti¬ 
mal to accept this entry, even if it renders the Ramsey prices unsus¬ 
tainable. 

Sustainability therefore needs protection only (a) where the en¬ 
trant’s price falls in the band between the original firm’s average 
and marginal cost, and (b) where no marginal costs are above aver¬ 
age costs. This is a limited and perhaps small problem. Moreover, it 
is one of degree, not of absolutes. Entry may require adjusting the 
Ramsey prices, but perhaps by little. Any loss of consumer surplus 
may be slight. BBWP have neglected the question of degree, in¬ 
stead discussing only if sustainability exists or not. That has implied 
a more ominous effect of entry: that the firm’s very existence is 
unsustainable. Why would BBWP give the problem such extended 
analysis if it did not have serious effects of that sort? 

Yet the effect may instead be trivial: a robust established firm— 
dominant in its markets and with a wide range of pricing and strate¬ 
gic choices—merely adjusts one or several of its prices, or lets an 
entrant replace one of its products. 

BBWP portray the monopoly firm as a passive target, unable to 
fend off entrants, even little ones. The Coumot-Nash assumption 
rules out actual responses, and the entrant expects to encounter none 
at all. This extreme assumption permits an analytical result to be 
derived, but it also leaves the analysis out of touch with reality. 
Instead, the monopolist is likely to retaliate—perhaps with great 
effectiveness—by using pricing and other strategies so as to penalize 
and deter entry. Such likelihoods are clear from the massive litera¬ 
ture and experience in a variety of utility and industrial markets. 
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Indeed, the actual or threatened entry automatically shifts the mo¬ 
nopoly’s demand curves for the subset of affected outputs, making 
demand more elastic. Therefore it leads the monopoly to cut its 
price to meet—if not to undercut—the entrants’ price, at least in 
the short run. If the utility looks ahead strategically, then it may cut 
prices-^erhaps temporarily and strategically—enough to deter all 
anticipated entry. That action (or possibly just the threat of it) can 
often forestall any entry. 

In each case the actual conditions will govern the scope for deter¬ 
rent actions and the probabilities of success. As a matter of general 
theory, the assumption of no retaliation is eccentric. As a matter of 
industrial experience, it is thoroughly unacceptable. One might sim¬ 
ilarly begin an aeronautical study by assuming that gravity makes 
objects fall upward. The Coumot-Nash assumption alone creates an 
important bias in virtually all of the BBWP analysis and its results. 

The whole topic is one of degree as well as of logic. As for 
logic, the sustainability literature has first adopted a strange version 
of the regulated firm. It has treated competition as a threat to a 
narrowly defined price vector, suggesting that the firm’s viability 
and existence will be in danger. But the effects of competition pose 
problems only if any likely social losses exceed the competitive im¬ 
provements in efficiency, innovation, and other directions. Those 
matters of degree depend on the cost functions, demand conditions, 
and other relationships. 

New competition may usually cause some degree of adjustment of 
relative prices, of a minor, rather than large or decisive, degree. 
The resulting efficiency losses, if any, may be trivial, sizable, or 
large, and they may be offset by other competitive benefits. 

BBWP give us no guidance on that, nor does their analysis even 
permit us to weigh the quantitative effects or to ascertain whether 
core or adjacent goods are involved. This is the obvious line for 
serious research to take, but BBWP instead treat “sustainable” as 
merely a yes-no issue. 

The same problems of unrealism and inattention to degree also 
afflict the “dynamic” analysis. Their analysis is significant only if 
construction costs are substantial relative to current costs, and if 
scale economies in construction are large. They also assume that 
construction can be completed instantly, and that no strategic ac¬ 
tions about construction (e.g., pre-announcements, delays, etc.) are 
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possible. If either of the latter two assumptions fails, then the mo¬ 
nopolist’s ability to deter entry may be large. 

If regulation is removed entirely, then two main possible cases 
arise: economies of scale and scope can guarantee the continuance 
of the firm at efficient prices; and if outputs are separable, then 
competition may spread, but the original firm can survive as much 
as its efficiency warrants. 

In this light, the optimal choice of regulatory policy depends on 
(a) the static cost and competitive conditions (economies of scale 
and scope, separability, cross-over range, etc.), (b) the degree of X- 
inefficiency and retardation of innovation which may occur under 
monopoly power, and (c) the practical problems of imperfect knowl¬ 
edge, of the strategic advantages of the incumbent firm, and other 
such real factors. 

One policy error therefore is to retain formal regulation after cost 
and demand conditions have shifted in ways that would give true 
separability and room for competition. Even if regulation is effec¬ 
tive, the artificial monopoly is unnecessary. The monopoly is prone 
to have price discrimination, excess profits, X-efficiency, and slow 
innovation. Weak regulation will let these losses be bigger. A cor¬ 
rect analysis will compare such losses with the possible distortion of 
prices that may be caused by excessive entry. That evaluation will 
need to allow for the practical problems of imperfect regulation, 
unequal knowledge, strategic moves, and the like. 

The opposite error—to remove regulatory controls prematurely, 
before the cost conditions permit effective competition to force the 
monopolist’s market share below the cross-over values—can also be 
costly. It gives the monopolist a free hand, while pretending that 
competition can restrain it. Such premature deregulation is the error 
that BBWP analysis encourages. 

A key need is to set the burden of proof correctly. Experience 
suggests that the burden of proof should favor entry where cost and 
demand conditions probably permit Mq to go below the cross-over 
zone. Willig’s 1979 paper affirms that, for he shows that any re¬ 
maining economies of scale and scope will permit the monopoly to 
deter inappropriate entry. 

Meanwhile, events since 1976 have moved rapidly, permitting 
competition and new entry in a variety of regulated sectors. Indeed, 
the sustainability literature already has a certain antique quality. An 



CONCEPTS OF COMPETITION AND EFFICIENT POLICY 105 

original stimulus was the Bell system’s concern about new entry. 
But during 1979-80 Bell officials reversed their course to accept 
competitive policies, with little concern about the static niceties of 
sustainability. Apparently they are aware of their own competitive 
advantages, which the BBWP analysis has assumed away. 

Summary 

Because BBWP have tried to graft an analysis of competition 
onto an odd model of monopoly, their lessons are of limited rele¬ 
vance. A fuller analysis of the varieties of competition—especially 
quasi-monopoly and oligopoly—is needed. That can best be done by 
using models that embody the matters of degree. 

The problem has elements—cost conditions, degrees of room for 
competition, cross-over zones, core and adjacent products, pos¬ 
sibilities for strategic behavior, X-efficiency, and innovation—which 
usually occur in continuous functions. To be relevant to these is¬ 
sues, analysis needs to incorporate the continuity and make com¬ 
parisons of degree. The BBWP papers have offered instead an 
either-or quality and little basis for evaluation. 

By contrast, the familiar literature on dominant firms and 
oligopoly gives a basis for clarifying the move from monopoly 
toward competition. Variations in scale economies, of room for 
competition, strategic behavior, X-efficiency, and innovation can be 
estimated and compared usefully. 

CONTESTABILITY: ANOTHER "NEW" 
ANALYSIS 

More recently, the BBWP authors have shifted to a new ap¬ 
proach, which Baumol (1982) presents as a “rebellion” which is a 
“common cause” shared by a large number of scholars.^* It has 
been presented with much ballyhoo and self-praise. Though Baumol 
claims that it is relevant to a wide range of markets, its lessons—if 
they are valid—would immediately affect the deregulation of sectors 
such as telecommunications. In this brief space I can give only a 
summary evaluation of contestability. I will first note its general 
features and then assess the major lessons which the BBWP group 
draws. 
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Features of Contestability Analysis 

First, the contestability analysis focuses on extreme conditions of 
free entry and absolutely vulnerable markets. “Entry is absolutely 
free, and exit is absolutely costless.” Therefore: “The crucial fea¬ 
ture of a contestable market is its vulnerability to hit-and-run entry” 
(Baumol, 1982). The analysis converts Bain’s interest in entry con¬ 
ditions into an obsession. In this exotic world, entry-exit conditions 
supersede all others: if contestability exists, then it is immaterial 
whether the internal structure of the market is pure monopoly, dom¬ 
inant firm, tight oligopoly, or any other condition. If such an as¬ 
sumption is valid, then contestability is valid. If it is not, then 
contestability is not, or rather it is simply a portentous term which 
adds little to the mainstream analysis, in which entry is just one 
element that may have significant effects. 

Baumol-Panzar-Willig (BPW) evidently hope to be able to prove 
that assumption, but the weight of the expert literature is that they 
cannot. As I noted above, the opposite is more likely; internal struc¬ 
ture is central to the problem of monopoly, while potential entry is 
peripheral. Such a focus on internal condition does not reflect naive 
“structuralism,” but rather many decades of thorough research by a 
wide variety of specialists. Only if internal structure is utterly fea¬ 
tureless—with no inelasticity of demand for any consumer, no brand 
loyalties, no lags, no sales forces, no financial advantages or con¬ 
tinuity, no possibilities of strategic action, etc.; in short, with none 
of the substance of real markets—might it be absolutely superseded 
by potential entry. In claiming generality, BPW neglect the nature 
of real markets, apparently willing to believe that an IBM or an 
AT&T can be instantly eliminated or neutralized by the possibility 
of “hit-and-run” entry. Such theorizing is not easy to take seriously 
as more than armchair thoughts. It will take an enormous fund of 
new industry studies, reversing the findings of decades of careful 
research, in order to make that claim believable. In short, the BPW 
analysis may be interesting theory, but it is not part of the field of 
industrial organization. 

Second, apart from the one-dimensional analytical basis is the 
empirical question: are many important markets actually highly con¬ 
testable? Air transport and trucking are two candidates, where the 
leasing of equipment makes possible relatively quick entry and exit. 
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There may be some others, but they are mostly in small, “light” 
industries, not in the leading familiar cases of market power, and 
certainly not in telecommunications. 

Yet even the prime case of air transport (the focus of Bailey’s 
interest) is turning out to be only moderately contestable. Its deregu¬ 
lation has led to rapid changes in many city-pair routes, and entry 
and exit are now virtually free. But many routes still have only one 
or two airlines. Pricing is fitting closely the predictions based on 
market shares; higher market shares cause higher price-cost margins, 
often by a multiple of cost. Even in this favorable case, “con¬ 
testability is either limited, or ineffective, or both. Air freight may 
be a slightly better case, but no serious competitor there can operate 
with leased equipment on a “hit-and-run” basis. 

Trucking may fit the BPW analysis, but that remains to be seen. 
Other markets with extreme contestability—with possible “hit-and- 
run entry, which is not only powerful but also more powerful than 
existing competition—appear likely to be few. They will include 
few, if any, of the familiar cases of major imperfect markets with 
firmly established leading firms. 

The BPW group use perfect competition as a hapless foil in urg¬ 
ing that contestability is radically new and better: a “benchmark for 
desirable industrial organization which is far more flexible and is 
applicable far more widely than the one that was available to us 
before.” One could only say that either (a) strictly as theory or (b) 
by ignoring the mainstream of the industrial organization literature, 
which tries to combine structural and behavioral (and strategic) ele¬ 
ments in a balanced study of general patterns and real markets. By 
comparison, contestability emerges as strictly a deductive analysis, 
whose far-fetched assumptions will not support extravagant claims. 
Unless subsequent work provides massive new one-sided evidence, 
contestability will join sustainability as a mere curiosum. 

BPW offer several specific conclusions about contestability, 
which I will now consider briefly. All of them rest on the assump¬ 
tion of perfect contestability. 

1. “In contestable markets, zero profits must characterize any 
equilibrium, even under monopoly and oligopoly.” There¬ 
fore, “The analysis extends enormously the domain in 
which the invisible hand provides perfect efficiency.” The 
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hand “seems to rule almost everywhere” that perfect con¬ 
testability exists. 

This is an ambitious claim, indeed. BPW here go beyond 
even the more extreme Chicagoans, for whom two firms in 
a market can be enough to guarantee optimality. One firm 
is enough for BPW. From sustainability, with its weak mo¬ 
nopolist, we have come to monopoly which is competition. 

Whether the claim should be taken seriously as more 
than a theoretical deduction depends on its analytical valid¬ 
ity, as well as its factual strength. I have questioned those 
already above. BPW’s conclusion looks like either a tautol¬ 
ogy derived from extreme assumptions about featureless 
markets and microsecond entry; or a bold, unrealistic asser¬ 
tion denying the richness of conditions in real markets. 

2. Price will be driven toward marginal cost, neither less nor 
more. Therefore allocation will always be “first-best” effi¬ 
cient (except possibly for pure monopolists under certain 
odd conditions). As a side benefit, this is said to guarantee 
that no established firm (even a monopolist) will or can 
adopt predatory pricing. Apparently even the smallest resort 
to setting price below marginal cost will expose the monop¬ 
oly firm to elimination. 

These lessons also appear to be tautologies arising from 
extreme assumptions. Any realistic imperfections in the 
market will undercut their validity. For example, lags or 
asymmetric knowledge alone can permit important devia¬ 
tions from the deduced long-run results. So will many other 
familiar conditions. As for predatory actions, the literature 
affirms that price-marginal cost inequalities are only a sub¬ 
set (perhaps a small one) of all truly effective predatory 
actions. 

3. But BPW urges that even a pure, natural monopolist may 
be vulnerable to displacement by an entrant that, because it 
creates unnecessary new capacity, causes social waste. This 
is the intertemporal case noted above at Table 1 (p. 92). It 
deviates from the perfection provided by contestability; but 
only to stress even more flatly the impotence of existing 
monopoly. 
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I have noted above that the assumptions underlying this 
point are not credible, and so it has no more validity under 
“contestability” than it did under “sustainability.” 

In summing up the material so far, there is little reason to alter 
the evolving mainstream analysis of industrial organization to ac¬ 
commodate a theorists’ game resting on so narrow and shaky a 
base. So far, contestability and sustainability seem to be naive ideas 
with little substance. They are a diversion, but not a harmless one, 
for they aim to replace a solid research basis with theological spec¬ 
ulations. These speculations seem to be of little relevance either to 
the main industries posing policy issues or to the design of those 
policies themselves. The exercise seems similar to saying that if 
mountains are as flat and as smooth as ice, you can skate across 
them effortlessly. Can a complicated analysis beginning with such 
bizarre assumptions be fruitful, if it displaces more realistic treat¬ 
ments? 

One is left instead with the evolving set of prosaic structural and 
behavioral tools to deal with competitive issues and policies. In the 
case of telecommunications, one needs to consider the room for 
competition, the need for dominant-firm shares to go below about 
50 percent in order to provide for effective competition, the need to 
provide access for new competitors and protection against predatory 
actions. 

One feature of competitors’ access needs special comment here, 
for it links recent concepts of entry deterrence with the critical prob¬ 
lem of interconnection in the telephone sector. A monopolist can 
discourage entry by building excess capacity ahead of normal 
growth needs, as Alcoa and other monopolists have known and as 
Spence and others have recently analyzed. Excess capacity growth 
can even be effective in controlling competitors already in the mar¬ 
ket, as DuPont Co. recognized in the titanium dioxide market after 
1971. 

That incentive might induce a telephone monopolist to overinvest, 
so as to discourage new and existing competition. But such excess 
capacity can have a reverse effect, when competitors have access to 
share the use of that capacity. Then the greater the capacity, the 
stronger the case for admitting additional competitors; and the effi- 
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cient price to charge for access varies inversely with the degree of 
excess capacity. 

This ambivalence in competitive effect may cause investment in 
such a common carrier to be indeterminate. The firm wishes to have 
competition-reducing excess capacity but also to prohibit access to it 
by competitors. There may be a special need to inspect and possibly 
to constrain certain capacity decisions, if competition is to be effec¬ 
tive. 

POLICY TOWARD THE SECTOR 

In approaching telecommunications policies, the main lessons are 
that (a) changes in policy need to fit the economies of scale, and (b) 
transitions to competition require sharp drops in the monopolist’s 
market share, rather than just the possibility that potential competi¬ 
tion will become actual competition. The BBWP euphoria about 
potential competition needs to be replaced by a cautious withdrawal 
of regulation only where competition is established. Deregulation is 
a complex balancing process in a sequence of steps which takes 
time. One should not apply simple checkerboard economies, which 
merely assign markets among the pure extremes of natural monop¬ 
oly and natural competition—and perfect entry. 

For all their strengths, the antitrust agencies cannot handle the 
large, complex problems of price strategies in this sector. Antitrust 
is weakest in treating dominant-firm problems. Much of the staffing 
and skills of the FCC would need to be transferred to the Antitrust 
Division, and lengthy lawsuits (both public and private) would pro¬ 
ceed in the courts rather than at the FCC. To that extent, the con¬ 
sent decree would relocate the problem—possibly in a less skillful 
process—rather than solve it. 

I will discuss the main lines of the 1982 decree, in its final form: 
it presents several clear gaps and flaws. 

Revising the Consent Decree 

Some parts of the antitrust settlement will probably increase both 
competition and efficiency. 
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1. The separation of the Bell Operating Companies (BOCs) 
from Western Electric—perhaps the oldest antitrust objec¬ 
tive—will encourage competition in BOC equipment pur¬ 
chases. Western Electric will also add competition in other 
markets for equipment. 

2. Separate free-standing BOCs will now be exposed to direct 
market tests of their performance for the first time. 

3. A separated Long Lines will provide a cleaner economic 
basis for determining the terms for competition in intercity 
service. 

These changes therefore are improvements. Note also that they 
suggest that two frequently asserted kinds of economies within the 
Bell system are not as large as Bell officials have claimed in the 
past. One is vertical economies between Western Electric and the 
EOCs, some or all of which will now be ^dost.” The other is econ¬ 
omies of scope among the parts of the unified network. Apparently 
both economies are small, as many non-Bell observers have long 
suggested. Or else the excess profits from unregulated pricing of the 
Long Lines and Western Electric goods are expected to be so large 
as to exceed the past economies. 

Yet the decree has three basic flaws. Lirst, it creates two parallel 
sets of monopolies: (a) the BOCs, and (b) the rest, mainly Long 
Lines, Bell Labs, and Western Electric. Second, it attempts to pre¬ 
vent future competition among them. Third, it leaves unanswered 
some highly complex problems of regulation. They will require so¬ 
phisticated policy actions at least during the transition to competi¬ 
tion. 

By three simple revisions in the decree, these problems could be 
minimized by increasing the scope for competition. 

The BOCs should not be limited from entering adjacent markets, 
including long-distance service, data transmission and processing, 
local programming, etc. Their local markets are likely to become at 
least partially competitive as cable technology develops. Perhaps 
more important, the BOCs are a major natural source of effective 
competition for Long Lines. Encouraging that competition, rather 
than suppressing it, may be the most important method for even¬ 
tually placing Long Lines under effective competition so that dereg¬ 
ulation can safely occur. 
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One neglected issue has been the proper size for the individual 
BOCs. AT&T officials are planning a grouping into seven regional 
units. That may render state regulation ineffective, by spreading 
each BOC over an average of seven states. But it might permit 
more effective BOC competition in intercity traffic. The issue needs 
careful study, with the most efficient solution probably lying be¬ 
tween seven and fifteen new BOCs. 

Long Lines will possess great market power in a highly profit¬ 
able, rapidly growing market. The current competitors are small and 
highly vulnerable to Bell’s pricing policies. They and other possible 
competitors could be easily excluded or limited by Long Lines (and 
the BOCs) after separation occurs. Therefore, any unregulated basis 
for Long Lines now seems naive, since competition could be readily 
eliminated or controlled. Either regulation will have to continue to 
an important extent, or Long Lines will have to yield down to a 
market share below the cross-over range, which is probably around 
50 percent. Or some other basis for guaranteeing effective access 
and competition in intercity service must be provided. 

It would be most efficient to separate Long Lines from Western 
Electric and Bell Labs. Any vertical economies are presumably 
small, as has been noted, especially compared to those between Bell 
Labs and the BOCs. Pooling Long Lines’ large flow of profits with 
the equipment side would (a) permit exclusion in Long Lines’ pur¬ 
chasing policies and (b) permit cross-subsidizing of Western Elec¬ 
tric’s competitive strategies in selling equipment to BOCs and 
others. Having partly removed this incubus by separating the BOCs 
from Western Electric, it is clearly best to remove it completely by 
making Western Electric entirely independent. Under the actual de¬ 
cree, large regulatory and antitrust problems will continue. 

Further Problems of Regulation and 
Control 

Now I turn to the problems that would continue even if the de¬ 
cree had fitted my suggestions—^the problems of access, the 
treatment of Long Lines, and the future role of IBM. 

If competition on intercity routes is to be viable and efficient, 
then the access to interconnection and to bulk use of Long Lines 
must be open and neutral. Such access may also be important in the 
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evaluation of an optimal set of local services, including telephone, 
cable, information services, and so on. 

Currently, access is uneasily governed by legal and FCC adminis¬ 
trative criteria, trying to offset the natural Bell tendency to set high 
prices for its competitors’ access. The settlement will make access 
terms more indeterminate than they are already. Each local BOC 
will apparently be free to seek whatever terms it prefers, with juris¬ 
diction perhaps held by the FCC, or perhaps by the state regulators, 
or both. There may be volume discounts or other selective pricing, 
plus various restrictive provisions, which could prevent fair compe¬ 
tition . 

Access is a core service which is like a public good. It is proba¬ 
bly not neatly separable from other operations, but it needs nonethe¬ 
less to be separated from the incentives of the BOCs and Long 
Lines. Outside regulatory efforts to control it will be ineffective, 
especially because technology is changing rather than fixed. 

A separate publicly owned and operated entity to sell and control 
access may be the best solution. Its objective would be to provide 
access at neutral conditions, which (a) prevent any overcharging for 
access, and (b) prevent discriminatory prices among users. It would 
need to have thorough knowledge and to operate as an owner of the 
interconnect equipment as well as possibly some transmission capac¬ 
ity. 

Being public and neutral would not guarantee efficient results. 
The correct cost bases would still need to be applied, often involv¬ 
ing complex conditions. But it would avoid at least some of the 
awkwardness and indirectness of the present FCC attempts to con¬ 
trol policies. 

The treatment of Long Lines will be especially difficult, because 
it involves a virtual monopolist controlling complex and changing 
technology, under demand conditions permitting high excess profits. 
Entry by small firms since 1978 has already demonstrated the diffi¬ 
culty of reaching correct pricing levels for access. To get effective 
competition will probably require moving Long Lines’ market share 
on all major lines below 50 percent, as noted earlier. Yet that will 
presumably eliminate Long Lines’ role as being responsible for serv¬ 
ice availability. How to make that transition will be complex, given 
that the other newcomers will be vulnerable to BOC policies con¬ 
trolling access and to Long Lines’ pricing and related actions. 
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During this transition these conditions will need to be regulated, 
at the very least, until fully effective competition is established, 
with Long Lines and BOCs unable to eliminate any efficient com¬ 
petitor or entrant. But it is not clear that such an efficient outcome 
can be reached. For one comparison, the transition now occurring 
toward full airlines competition is still very much in doubt; high 
degrees of monopoly remain in many submarkets and tacit collusion 
is not absent from numerous trunk routes. And in airlines the tech¬ 
nology more clearly favors competition than it does in telephones. 
Also, airline and air cargo competition is possible partly because the 
cmcial “interconnection capacity”—embodied in airports—is pro¬ 
vided by public enterprise which is entirely separate from the air¬ 
lines. 

Telephones are perhaps more comparable to electric power. Com¬ 
petition in bulk power generation and transmission is feasible and 
could be effective in large areas. But the transition to that result 
would be (a) complex, (b) incomplete in many parts of the country 
(where users would have only one or two potential suppliers), and 
(c) perhaps inferior to moving instead to a unified transmission grid. 
Such a public grid could treat all parties neutrally in pricing and 
access. The choice among the status quo, unorganized free competi¬ 
tion, or a public grid, plus competition, is an uncertain one. 

Similarly, in telecommunications, it is not clear that open compe¬ 
tition under transitional regulation is a superior treatment for Long 
Lines than is the status quo (under close regulation) or a public 
enterprise controlling access. Nor are the best forms and policies of 
such a public unit clear. It might be sufficient for it to be the leas¬ 
ing and contracting agent. Or the unit might also need to own satel¬ 
lite capacity and/or land-based facilities adequate to force the prices 
of Long Lines and other firms down to cost. Or the public unit 
might need to own and supply the interconnection technology in 
order to prevent Long Lines, the BOCs, or any other group from 
impairing free access. 

At any rate, the problem of access poses difficulties far greater 
than any simple “unregulated, competitive” approach can solve. 
Both stmcture and behavior are involved. 

Some observers foresee a major role for IBM in the sector; some 
have credited Mr. Baxter with ending both cases simultaneously in 
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order to bring AT&T and IBM into a duopoly situation. The two 
would then offset each other’s dominance. 

This idea unfortunately has little substance. Granted, there may 
be direct competition between IBM and AT&T in data processing 
and electronic equipment. Though this is a relatively minor overlap, 
the two firms might shift more directly into each other’s product 
lines. 

But at present that is only a hope. Such a shift would occur only 
if each firm believed that risk-adjusted profit opportunities in the 
other s markets exceed its own alternatives by more than the costs 
of developing the new products, after allowing for retaliation. Each 
firm can penalize the other; entry is not a simple hit-and-run situa¬ 
tion but a strategic matter. Each firm has powerful sales forces, but 
only in its own product line. 

Therefore there are large impediments to cross-entry and future 
competition. The two firms are likely to maintain their separate spe¬ 
cializations in which each is well ahead of the other—rather than 
to begin actions which will jointly minimize their profits. 

This conclusion suggests that the contestability arguments may 
have little relevance even when the two potential entrants are pow¬ 
erful. 

To summarize this section, the AT&T antitrust settlement will 
yield only certain real but limited gains. It would be more efficient 
to separate Long Lines also from Western Electric and Bell Labs. 
Long Lines will continue to need to be regulated until effective 
competition is established, possibly with the aid of a public entity to 
assure equal access. 

The BOCs should probably be permitted to enter any business, 
including long-distance transmission and local programming activity 
on cable, while cable and other entities should also be permitted 
entry into BOC markets. Meanwhile, the proposed new BOCs are 
probably too few to permit effective state regulation. 

Indeed, the entire settlement leaves much heavier, more compli¬ 
cated regulatory responsibilities than have yet been admitted. These 
must somehow be borne until competition advances enough to con¬ 
vert monopoly down into tight oligopoly or less. That shift may be 
slow or may never reach effective competition at all in major parts 
of the sector. Meanwhile, there need to be positive steps to promote 
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entry and protect new entrants. Far from ending regulatory and anti¬ 
trust needs, the settlement will make them more complex. 

CONCLUSION 

I have offered four sets of ideas. First I noted the general back¬ 
ground for events in this sector. Then I summarized the basic 
criteria of competitive markets, as developed in the mainstream lit¬ 
erature on industrial organization. Next came several conditions im¬ 
portant in telecommunications and similar systems, including room 
for competition, the cross-over range of effective competition, core 
services, joint costs, and responsibility for service. Then I assessed 
sustainability and contestability, both for their general value and for 
guiding policies toward this sector. Finally, I suggested several 
ways in which the antitrust settlement needs changing, and I pointed 
out problems that will need major policy attention in the future. 

Here I will note only several points: mainstream concepts of com¬ 
petition offer relatively definite criteria for guiding a shift toward 
effective competition. Generally, market share will need to be be¬ 
low 50 percent and entry will need to be free. 

Despite “sustainability” arguments, the established monopoly 
firms (regulated or unregulated) are not usually fragile and vulnera¬ 
ble to entry. Contestability appears to be an analysis based on ex¬ 
treme assumptions and conditions, and so it is apparently of little 
relevance to most markets, including those in the telecommunica¬ 
tions sector. 

The antitrust decree needs major revisions, including the separa¬ 
tion of Long Lines from Western Electric and Bell Labs. It also 
needs to widen the BOCs’ opportunities, especially as competitors 
in long-distance markets. 

Even an optimal structural settlement will leave major regulatory 
tasks. Long Lines will hold high market power. BOCs will pose 
many interstate and intrastate issues of pricing and competitive ac¬ 
cess. A public enterprise entity may be needed to manage access to 
long-distance and interconnect facilities, in order to case problems 
of regulation and effective competition. 

Antitrust policies will be needed to promote competition. Most 
telecommunications markets will not move from existing monopoly 
to effective competition without great care in assuring neutral condi¬ 
tions. 
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Rather than ending antitrust’s and regulation’s roles in most of the 
sector, the coming structural changes will only make them more 
complex and important. 
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