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COMPETITIVE ERAS IN TELECOMMUNICATIONS

EXECUTIVE SUMMARY

The Telecommunications Act of 1996 codified a national preference for competition
rather than regulation in telecommunications. The telecommunications industry has
become a case study of whether competition can be fostered in an industry, and whether
competition so fostered can work in conjunction with regulation to the public benefit,
possibly even reducing the need for regulation. There is no rule guiding coordination of
competition policies with regulation. Indeed, there can be inherent conflict between the
“public interest” standard for decision-making by regulators and the competition standard

used in antitrust.

Where monopoly still rules, the majority of states have modified regulation to
improve the public utility incentives to provide service at low cost: tools such as price caps
and incentive regulation have been widely adopted in place of conventional ratebase, rate-
of-return regulation. Current theory holds that some mix of competition, consumer bills of
rights, franchise requirements, and statutory provisions can substitute for regulation in

providing low rates, innovative services, and consumer protections.

Some of these “new” policies have historical antecedents. For much of the
nineteenth century, the Congress and state legislatures relied heavily on competition, both
within and between industries, to constrain the public utility and transportation firms. Non-
commission forms of regulation in the first competitive era included public ownership,
judicial regulation, local regulation and charter regulation, and government promotion of
competition remained an important constraint on the incumbent utility. Thus, the common
method of social control from the 1830s to the 1880s, bears a striking resemblance to the

social controls that are again becoming fashionable. As
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competition and other policies are substituted for regulation, it may well be worthwhile to
consider why reliance on competition failed after a half-century of vigorous and

enthusiastic trials.

Toward the end of the nineteenth century public opinion began to swing against
competition as a means of controlling public utilities, and Congress and the state
legislatures developed the commission form of regulation. Commission regulation
originally stressed investigations; the modern ratebase, rate-of-return form of regulation

evolved from those investigations.

Much, especially technology, has changed since the nineteenth century.
Nevertheless, market power issues are relevant in any era. In the nineteenth century,
control of market power via competition was fostered by mechanisms such as deliberately
supporting and even subsidizing competitors in a manner that would be unacceptable
today. On the other hand, today we have antitrust laws that, if vigorously enforced, may

address some of the problems that bedeviled competition in the nineteenth century.

Antitrust statutes began to appear in parallel with the regulatory commissions but
were rarely applied in the first competitive or early regulatory eras. Today they are likely to
be an extremely important tool for promoting workable competition. Legislators and
regulators attempting to use competition as a supplement or substitute for other forms of
regulatory social control must consider antitrust doctrine and competition policy as part of
rather than apart from the regulatory arsenal. This requires significant rethinking on the

part of regulators.

The early use of corporate charters, franchises, and competition as regulatory tools
failed for several reasons. There were practical difficulties of enforcement, which often
required relying on the courts that lacked specific technical expertise or training to deal
with utility matters. Franchises and charters could be made to expire, but such expiration

created uncertainty, making it difficult to raise money and requiring charter provisions to
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provide for valuation and transfer of assets on expiration. In addition, coordination of

charters and franchises granted by multiple municipalities was nearly impossible.

Although a review of the nineteenth century shows that, where it was feasible,
competition was often successful in lowering prices, there was widespread perception that
competition also failed to produce desirable results. Competition resulted in turnover,
bankruptcies, and financial disorganization. It led to unacceptable levels of price
discrimination. It resulted in wasteful construction, and actions by competitors including

rate agreements, pools, mergers, and consolidation eliminated competition.

Commission regulation was an attempt to address the problems of franchises. If
we seek to rely again on competition as our primary means of control, we can combine it
with antitrust, using general statutes and commission rulemaking powers. However, a
regulatory mindset may still exist even among people professing allegiance to competition.
Indeed, the FCC has permitted anticompetitive mergers or other activities by finding that

the adverse effects on competition were outweighed by the public interest standard.

There has been some resurgence of interest in charter regulation. When utilities
merge, licenses—certificates of public convenience and necessity—must be transferred to
the surviving firm. Such transfers are at the discretion of regulators, and enable the them to
examine, and possibly constrain, aspects of the utility’s operations that may have eluded
regulatory control previously. State commission reviews of recent mergers have tended to
stress problems in quality of service, and most of the conditions that the states impose on
the merging parties are intended to secure improved service quality. Moreover, these
measures can be applied in circumstances in which the regulatory body lacks direct
authority to act. Some municipal regulators attempted to create a competitive market for
high-speed Internet access by requiring “open access” to ISPs of the customer’s choice
(rather than mandating access via an ISP affiliated with the cable system) as a condition to

approving the transfer of cable franchises. Although these attempts were rebuffed in the
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courts, they showed interest and willingness on the part of local regulators to assert what

control they had.

For its part, the FCC has a fairly consistent method of evaluating mergers, which it
reviews under the Communications Act as part of the process of transferring wireline and
radio licenses. The FCC has stated that it is charged with promoting competition in
communications and that it has an obligation to determine whether a merger is in the
public interest. This commitment to both competition and to a public interest standard
creates a dilemma: the FCC cannot simply assume that competition is invariably in the
public interest; rather, if a regulatory procedure can achieve results equivalent to

competition, the FCC may, and perhaps must, continue regulation.

The public interest standard and the FCC's powers under the Communications Act,
allow it to impose regulatory conditions to mitigate anticompetitive effects of a merger — or
other effects that might frustrate its policies or be otherwise contrary to the public interest.
The FCC's actions illustrate its conflicted regulatory mindset: competition is only one of its
concerns, and it considers regulation to be an effective substitute for competition. Indeed,
despite the fact that the Telecommunications Act of 1996 calls for, competition to replace

regulation, the FCC has chosen a regulatory path In several cases.

In the Bell Atlantic-NYNEX merger, even though it found that the merger would
reduce competition in the New York market, the FCC chose not to block the merger —
possibly because the Justice Department had already approved it. Instead, the FCC used
the public interest standard to “condition” its approval of the merger, imposing behavioral
conditions on the merged company. Several state commissions also imposed behavioral

conditions on merged companies.

In the MCI-WorldCom merger, the FCC interpreted the public interest standard to
justify accepting an anticompetitive merger, but it did not make a positive public interest

case for the merger. The FCC approved the license transfers without imposing significant
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conditions beyond those already imposed by the Justice Department and by European

authorities.

AT&T’s acquisition of Tele-Communications, Inc. (TCI) was directly within the

FCC's authority under titles 1l and Il of the Communications Act. There were both vertical
elements (AT&T gained access to TClI's cable systems, giving it facilities-based access to
subscribers in markets all over the country) and horizontal elements (both AT&T and TCI
were retail ISPs, and, to some extent, providers of the Internet “backbone”). In addition,
there was concern about open access to TCI's cable modems used for broadband access
to the Internet. Although eventually rebuffed in the courts, several local government entities,
including Portland, Oregon, and Broward County, Florida, tried to impose procompetitive

open access rules on cable modems.

Similarly, the FCC’s early reviews of whether companies met the “competitive
checklist” required for inter-LATA toll authority under Section 271 of the
Telecommunications Act of 1996 ignored problems with the ways the incumbent firms
were meeting the requirements. The situation improved, but it did so slowly, and there

continue to be disputes over whether some of the systems are operating effectively.

Where elements of monopoly remain, price discrimination constraints have not
been relaxed. Charges for services provided to the incumbent’s competitors or potential
competitors are closely regulated. Other discrimination issues now being addressed by
regulatory commissions include discrimination in quality of service or in access to network

functions and facilities, both of which are important in ensuring workable local competition.

Perhaps paradoxically, the practice of deregulation has much to gain when coupled
with aggressive application of regulatory authority to promote competition, either under
federal or state antitrust laws, or under the authority to regulate public utility licenses or
franchises in the “public interest, convenience, and necessity.” Regulators have been

generally reluctant to apply their authority aggressively, preferring to assume that the
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promise of future competition resulting from the relaxation of regulatory and other barriers

to entry will be sufficient to cause workable competition to develop.

No regulatory body can create competition where there is none: the best a
regulator can do is create conditions that foster competition and induce entry. Effective
deregulation requires workable competition to maintain the public interest. Proactive
application of antitrust principles by regulators may be required for deregulatory policy to
work. Attempts by local regulators to impose proactive, procompetitive conditions on the
AT&T-TCI merger are instructive. Had they succeeded, they would have set a precedent
for greater procompetitive activity by regulators. Regulatory powers and regulatory
mindsets are sorely tested by the recent wave of mergers and by the new emphasis on
competition. Regulatory bodies may have to continue applying ingenuity in creating policy

and calibrating their powers to meet the new challenges.
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FOREWORD

David Chessler examines the successes and failures of regulation in the “first era” of
telecommunications competition and contrasts the lessons learned with the current era.
He concludes that both the public interest standard that underlies regulation and the
antitrust competition standards need to be reexamined in terms of their usefulness in
telecommunications mergers.

Raymond W. Lawton, Ph.D.
Director
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CHAPTER 1

EVALUATING THE SUCCESSORS TO CONVENTIONAL REGULATION

Competition is being introduced in place of regulation in all segments of the
traditional utility markets except water supply. Thus, we find efforts to introduce
competition into the generation of electricity and the supply of gas, retaining regulation on
the distribution of these products to consumers. In telecommunications, after an early
success in introducing competition to the provision of customer premises equipment, and
a slower-developing success in the provision of interstate and international toll calling,
markets have been opened for the competitive provision of local telecommunications
service. Where monopoly still rules the majority of states have modified regulation to
improve the public utility firm’s incentives to provide service at low cost: tools such as price
caps and incentive regulation have been widely adopted in place of conventional ratebase,

rate-of-return regulation.*

For most of the nineteenth century, the promotion of competition was the principal
method of control of what are now considered public utilities. In this “first competitive era,”
even when other methods of control were used, such as franchise restrictions and various
early forms of regulation, government promotion of competition remained a very important
constraint on the incumbent utility. It was only toward the end of the century that public

opinion began to swing against competition as a control for public utilities.

1 Jaison R. Abel and Michael E. Clements, A Time Series and Cross-Sectional Classification of State
Regulatory Policy Adopted for Local Exchange Carriers: Divestiture to Present (1984-1998) (Columbus, OH:
National Regulatory Research Institute, 1998).
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Why did the public give up on competition? What were the market failures that
were perceived as so severe and so pervasive that they caused legislation, not just at the
federal level but in nearly all states, that fundamentally reshaped the paradigm of
capitalism? In the early nineteenth century, economic regulation became pretty much a
dead letter in the United States, with primary emphasis on governmental aid for
development of transportation and agriculture. By the end of the century it was reinvented
in a new form, in response to the action of the unfettered market, and would continue to

grow and develop for another three-quarters of a century.

Although much has changed from the nineteenth century, especially technology,
market power issues are relevant in any era. As competition is substituted for regulation at
the beginning of the twenty-first century, it may well be worthwhile to address the issues
that caused competition to fail after a half-century of vigorous and enthusiastic trial.
Competition was fostered in the nineteenth century by mechanisms such as deliberately
supporting and even subsidizing competitors in a manner that would be unacceptable
today. On the other hand, today there are antitrust laws that, if vigorously enforced, may
address some of the problems that bedeviled competition in the nineteenth century. The
antitrust statutes began to appear at about the same time as the modern regulatory
commissions, and were rarely applied in the first competitive era or early regulatory era.

Today they are likely to be an extremely important tool to promote workable competition.

This report is one piece of an ongoing effort by the NRRI to anticipate and elucidate
possibly appropriate successor regulatory regimes to ratebase, rate-of-return regulation.

Other recent work in telecommunications includes an assessment of the evidence on

performance of price cap regimes, a report on balancing the conflicting demands of
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universal service and competition, and a paper delineating several dozen different

approaches state regulators might take going forward.?

The Shrinking Sphere of Ratebase,
Rate-of-Return Regulation

In recent years, conventional regulation, as it developed over the past century or
century and a quarter, has come under intellectual attack for a variety of failings, some real,
some alleged. It has been argued that traditional regulation caused the regulated firms to
become inefficient and slow to innovate. It was claimed that regulated firms have a
tendency to overinvest and to provide a “gold-plated” level of service. It was assumed that
the purported consumer protections provided by the regulators were weak, since the
regulators were “captured” by the regulated and tended to support the interests of the

industry.

Regardless of the strength or weakness of the empirical evidence for most of these
effects,® for over two decades, academicians, regulators, and legislators have considered
ways of improving or replacing ratebase, rate-of-return regulation, regulators began to

encourage competition in sub-markets where its introduction seemed feasible and tried to

2 Jaison Abel, The Performance of the State Telecommunications Industry Under Price-Cap Regulation: An
Assessment of the Empirical Evidence, Columbus, OH: NRRI, 2000; Phyllis Bernt, Maintaining the Balance
Between Competition and Universal Service: The Role of the Regulator in the Evolving Telecommunicatoins
Marketplace (Columbus, OH: NRRI), forthcoming; Raymond Lawton, “Successor Regulatory Regimes: A
Transition to What?”, NRRI Quarterly Bulletin, Vol. 20, No. 1 (Spring 1999).

% There is little or no empirical evidence validating the economic theories that, for example, ratebase, rate-of-
return regulation causes utility firms to overinvest or to substitute capital assets for labor (the so-called
“Averch-Johnson hypothesis,” after Harvey Averch and Leland L. Johnson, “Behavior of the Firm Under
Regulatory Constraint,” American Economic Review, Vol. 52, no. 5 [December 1962], 1052-69). All the
“evidence” in that article and several others that made similar claims for other industries is anecdotal. (See
Fred M. Westfield, “Regulation and Conspiracy,” American Economic Review, Vol. 55, no. 3 [June, 1965],
424-43; and Stanislaus H. Wellisz, “Regulation of Natural Gas Pipeline Companies: an Economic
Analysis,” Journal of Political Economy, Vol. 71, no. 1 [February 1963], 30-43.) Nearly all subsequent
studies have found no measurable effect; a few have been inconclusive or have found slight effects.
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improve efficiency by substituting price caps, “incentive” plans, and other alternatives to
what had become conventional regulation. Eventually, attempts were made to extend
competition to markets for which there was little a priori evidence suggesting that it could
work. Workable competition* normally provides all the consumer protection that should be
necessary, but, for a variety of reasons, competition in many important submarkets of the
utility industries has not yet become workable; most of these markets remain subject to
some form of regulation. Yet many of the alternative regulatory plans now in use eschew
the detailed and careful examination of tariff rates and provisions that was once claimed to
be a major protection for consumers, and has been more recently claimed to be a major

protection for nascent competition.

Much of the recent effort to introduce competition into the public utility industries
reflects the emergence of new technologies. In some instances, as in the case of electric
generation, the new technologies are new production methods that make it possible for
new suppliers to enter the industry. In the case of telecommunications, interindustry
competition relies on new technologies that permit what had previously been separate
industries (that is, the firms operated in almost completely separate markets, providing
different services to different customers and even different types of customers) to compete
with each other. In most instances the industries appear to remain distinct (at least, so far)
but the products become partial substitutes for the products of other industries. In some
instances, the policy shift reflects only an expectation that new technologies will permit
competition to develop. For example, wireless alternatives to copper or fiber local loops

have been promised, but have not yet garnered appreciable market shares.® Indeed,

4 David Chessler, Determining When Competition is “Workable”: A Handbook for State Commissions
Making Assessments Required by the Telecommunications Act of 1996 (Columbus, OH: The National
Regulatory Research Institute, 1996). (Hereinafter, Workable Competition.)

5 peter S. Goodman, “AT&T Plans Local Push with Wireless Twist,” Washington Post, November 24, 1999,
E1l.
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competition between cable and telephone companies has been predicted for two
decades,® and is only beginning to arrive—so far, mostly for broadband rather than

message services.

The Telecommunications Act of 1996 imposed a new statutory requirement for
“affordable rates,” and imposed new requirements that most incumbent local telephone
companies provide facilities and services in support of local competition. Similarly, orders
or decisions permitting mergers, by states and the Federal Communications Commission
(FCC), have conditioned permission to merge on the utility's behaving in certain ways,
such as extending service, promoting competition, or both.” For years, state regulatory
commissions and state legislatures have been imposing similar requirements for
improvements in service, network modernization, or network extensions, in exchange for

granting a request by a utility, usually for an alternative form of regulation. In addition, some

8 See, for example, David Chessler, “The 1982 Consent Decree and the Future of the Telephone Industry,”
Public Utilities Fortnightly, Vol. 109, No. 5 (March 4, 1982).

" Applications of Corporation, Transferor, and Bell Atlantic Corporation, Transferee, for Consent to Transfer
Control of Corporation and Its Subsidiaries, File No. NSD-L—96—-10, Memorandum Opinion and Order,
August 14, 1997, (accessed as http://www.fcc.gov/Bureaus/Common_Carrier/Orders/1997/fcc97286.wp,
September 7, 1998). (Hereinafter BA- Merger Order.) We will discuss this merger at length below, because
it contains, at paragraphs 26, 43, 45, 105, et passim, a specific finding that Bell Atlantic had been about to
compete directly with in the provision of local service, and this competition was foreclosed by the merger.
(It also found at, paragraph 45, that the merger made it more likely that the remaining competitors in the
New York market might coordinate their actions.) In exchange, in appendices C and D, and at various
paragraphs in the Order, the FCC imposed certain behavioral requirements, of limited duration on the
merged firm. The requirements were to have been in place for forty-eight months (see paragraph 181 of the
Order), but the FCC is now reconsidering this period.
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states and public utility commissions are considering moral behavioral constraints on
public utilities through various codes of conduct, often under the rubric of a consumer bill of

rights.®

Analogies to the Nineteenth Century

The United States has nearly a century of experience with alternative forms of
regulation. Throughout the nineteenth century, the Congress and state legislatures relied
heavily on competition to constrain the public utility and transportation firms. Moreover,
they imposed a great many positive and negative behavioral constraints or requirements
upon these firms, either in the corporate charters or in the franchises under which the firms
operated. Thus, the common method of social control for half a century, from the 1830s to
the 1880s, bears a striking resemblance to the methods of social control of industry that
are again becoming fashionable. Regulation was for the most part adopted only toward
the end of the century, and originally stressed investigations. The modern form of

ratebase, rate-of-return regulation appeared at that time.°

8 The very earliest public utility commissions, between 1860 and 1870, used investigation, exposure, and
moral suasion as their principal means of affecting the behavior of public utilities. After 1873, commissions
began to get authority to set rates directly. There is some current discussion of reviving some elements of
this approach. See Vivian Witkind Davis, A Critical Perspective of a Telecommunications Bill of Rights
(Columbus, OH: National Regulatory Research Institute, 1999).

% The first Supreme Court case addressing ratebase, rate-of-return is Smyth v. Ames, 169 U.S. 466 (1898),
a quarter-century after the establishment of an lllinois railroad and warehouse commission, one of the very
earliest of the modern commissions, that was involved in the Smyth case and that served as a model for
other states. This commission was established in 1871, and was given authority to prescribe maximum
rates in 1873. Martin G. Glaeser, Public Utilities in American Capitalism (New York: Macmillan, 1957), 63.
The present lllinois Commerce Commission was established in 1914. U.S. Senate, Subcommittee on
Intergovernmental Relations, State Utility Commissions: Summary and Tabulation of Information Submitted
by the Commissions, 90th Congress, First Session, Senate Document No. 56 (Washington: Government
Printing Office, 1967), table | facing 6.
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There is now a popular view that much of the early impetus for regulation stemmed
from the industry itself, which sought to use regulation to “rationalize” the industry,
promoting monopoly and eliminating price wars and other forms of instability. While there
is evidence in favor of this relatively recent reinterpretation of the history, the contemporary
view was that the impetus for regulation stemmed from the failure of competition to restrain
the exercise of market power by the incumbent utilities. Indeed, even the instability that
may have been a manifestation of the working of a competitive market was seen by
contemporaries as an undesirable impediment to the smooth provision of services as

needed, when needed, with regularity in the supply.

In addition to the promotion of competition, including inter-industry competition, a
second approach commonly used in the nineteenth century was to impose formal
requirements on the utility firms. In the earliest stages these were usually embodied in the
charters or franchises of the firms; later they were embodied in statutes. A franchise was
originally considered at law as a grant of special privilege, which could be revoked or
modified by the granting agency. The Dartmouth College Case reinterpreted franchises
as contracts that could not, constitutionally, be unilaterally modified or abrogated.”® Just as
specific enforcement of the franchise contract was usually impractical in the nineteenth
century, so, too, was specific enforcement of statutes. Moreover, there was often legal

hostility to suits in public utility cases: sometimes the amounts in question were small, at

10 since the consideration given by the franchisee (the utility) is often obscure, and is rarely explicit, it has
been difficult to enforce franchises as contracts; it has been difficult to show that the franchisee has violated
the contract by failing to deliver the appropriate consideration. Moreover, in those instances when it has
been possible to show a failure on the part of the franchisee, the available remedy, abrogating the franchise
and replacing the franchisee, usually involves a serious disruption of service to the immediate detriment of
the public, however the public may be expected to benefit in the long run. [In some instances, discussed
below, franchising authorities have been able to make effective use of franchise revocation or other specific
enforcement of franchise terms. Although the courts are increasingly restricting this authority particularly
when it conflicts with federal and other statutes.] “The objects for which a corporation is created are
universally such as the government wishes to promote. They are deemed beneficial to the country, and this
benefit constitutes the consideration and, in most cases, the sole consideration of the grant.” Dartmouth
College v. Woodward, 4 Wheaton 518, 637 (1819).
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least for each individual consumer; sometimes the case hinged on a failure to serve, so
crafting an effective remedy would require the court to involve itself in the management of
the firm; sometimes the case involved differences in quality of service, or the firm's
competing directly with its customers, or some other situation in which damages might be
hard to determine. Very often adjudicating public utility cases requires specific and
detailed technical knowledge of the utility industry; courts typically lack this knowledge, and
it is impractical for them to attempt to acquire it for what may be an isolated case. These
difficulties led, starting in the middle and especially at the end of the nineteenth century, to
the development of public utility commissions to enforce franchise terms, assume statutory

responsibilities, and deal with other perceived market failures.

The use of franchises has correlates in the most recent approaches, in which
legislatures or commissions impose behavioral constraints or require specific behaviors
when granting utility requests to change the form of regulation or to merge. The analogy to
the present period is striking: the Telecommunications Act of 1996, for example, attempts
to promote competition, but also imposes behavioral requirements on the incumbent firms
(that is, to permit resale of their services and facilities), and a system of incentives for
procompetitive behavior on the Bell companies. Moreover, the Act adds a new national
policy goal and new requirement: in addition to rates being “just and reasonable,” and that

the commissions promote “universal service,” rates must now be “affordable.”

In the present situation behavioral requirements have sometimes been imposed for
specific periods, even in the absence of evidence that they will not be needed at the end of
the period. Other times behavioral requirements are imposed, but the specific
enforcement has proved difficult. Examples abound. For example, in the last decade and

a half, cable rates were deregulated, reregulated, and deregulated again, always on the

" Telecommunications Act of 1996, Public Law 104—-104, 110 Stat. 56, codified as various sections of 47
U.S.C. 88 151-614.
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expectation that impending competition would eliminate the need for regulation: each
deregulation has been followed by a period of rapidly rising rates. Competition in the
generation of electricity has not resulted in promised reductions in rates to the majority of
consumers, except where such reductions were required by statute, and some residential
and most small business consumers have experienced increases in rates due to recovery
of the costs of stranded plant.> Enforcement of the provisions for sale of local exchange
“network elements” and services has proved difficult and cumbersome, despite statutory
provisions for expedited review, arbitration, and other innovative procedures. Incumbent
local exchange carriers are just beginning to be found in full compliance with statutory

obligations under Section 271 of the Telecommunications Act of 1996.

The proposed codes of conduct and of consumer bill of rights** have some obvious
parallels with franchise and statutory obligations of utilities in the last century and
discussing the problems of enforcement that were then found. It was expected then that
competition would effectively constrain the market power of the utility firms, and that
franchise or statutory requirements would provide necessary consumer protections where
competition failed to do so. Add consumer bills of rights to the mix, and the theory is the
same today. And, again, current theory is that some mix of competition, consumer bills of

rights, franchise requirements, and statutory provisions can substitute for regulation in

2 That is, the rapid write-off of public utility assets that cannot pay for themselves in a competitive
environment. A similar situation occurred with respect to telephone rates in the 1980s: more rapid
depreciation of telephone assets “in preparation for competition” led to rises in rates for exchange services
and even for toll services for small users, after years of steady decline (there were also some costs of
network reconfiguration, though these were alleged to be relatively minor). For details, see David Chessler,
The Effect of Toll Competition on Prices, Costs and Productivity of the Telephone Industry in the United
States: Report to the Canadian Radio-television and Telecommunications Commission and the Joint
Federal-Provincial Examination of Competition in Public Long Distance Telephone Service (Hull, Que.:
Canadian Radio-Television and Telecommunications Commission, December, 1988, and Bethesda, MD.:
David Chessler and Associates, January, 1989). (The “Sherman Commission Report,” Volume 4.)
Hereinafter, Toll Competition.

BDavis, Telecommunications Bill of Rights.
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providing low rates, innovative services, and consumer protections. Thus, it will be
instructive to examine the effects of such a mix of policies when they were tried in the

absence of regulation.

The large reductions in toll rates in telecommunications occurred only after years of
relatively minor reductions for all but the largest customers (and even increases for some
customers), as market share of the dominant firm fell slowly until it fell below critical levels
needed by the dominant firm to sustain its market power.** Similar reductions in rates for
station equipment occurred relatively quickly, as market share dropped precipitously.
Rates for yellow pages advertising have not been reported to have dropped: most of the
alternative yellow pages that were begun in the early 1980s, right after divestiture, have
vanished, and competition from the Internet or other sources does not, as yet, appear to

have exerted a measurable effect reducing advertising rates.*

Today’s Confluence of
Commission Regulation and Antitrust

At the end of the nineteenth century there were two major innovations: the first was
the invention of the modern regulatory commission and ratebase, rate-of-return regulation;
the second was the development of antitrust laws. Now, at the beginning of the twenty-first

century, these two inventions are converging. In particular, the passage of the

14 Recognizing that simulation models are no better than their assumptions, it has been shown that, under
plausible conditions, if relatively small firms enter a market in which a dominant firm charges high prices
(that is, it exercises market power), the entrants will, for a possibly protracted length of time, charge low
prices while the dominant firm continues to charge high prices. Eventually, however, as the entrants
achieve more substantial market shares the prices of then entrants will rise to meet that of the dominant
firm (which will, by then, have lowered its price because, with loss of market share, it will have lost market
power). Richard E. Schuler and Richard E. Schuler, Jr., “Predicting the Exercise of Market Power in
Formerly Regulated Utility Markets,” paper presented at the Transportation and Public Utilities Group,
American Economic Association, January 7, 2000.

% Chessler, Workable Competition.
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Telecommunications Act of 1996 represented an attempt to reinstate competition as the
major means of control in a public utility industry. It was not the first such attempt;* it was
however, an attempt to introduce competition in segments of the telephone industry*” that
were, at the time of passage, showing relatively little signs of becoming competitive in
general, though elements of competition were appearing in some submarkets. Thus, the
telecommunications industry is a case study into whether competition can be fostered in
an industry, and whether the competition so fostered can work in conjunction with

regulation to the public benefit, or even to effectively reduce the need for regulation.

However, there is no doctrine of how to coordinate competition policies with
regulation. Indeed, there is an inherent contradiction between the “public interest” standard
for decision-making by regulators (that is, public service commissions), and the
competition standard used in antitrust. Thus, Congress specifically removed the FCC's
primary jurisdiction under the Clayton Antitrust Act, largely because of the inherent conflict
and the inappropriateness of giving a regulatory agency authority to insulate a merger from
antitrust scrutiny.*® It is well-established among empirical economists that only actual
competitors with non-trivial market shares have any measurable effect on the prices and
practices of dominant firms. Indeed, the only arguments to the contrary—that is, that
potential competitors or very small competitors are significant—come from theoretical

economists who rely on an extreme model to derive some conclusions—conclusions that

8 Deregulation of the airline (the Airline Deregulation Act of 1978), railroad (Railroad Revitalization and
Regulatory Reform Act of 1976), and trucking (Motor Carrier Act of 1980) industries came first, and there
has been a steady introduction of competitive market structures in various submarkets of the electric
industry since the Public Utility Regulatory Policies Act (PURPA) in 1978.

Y That is, “Local Exchange Service” and “Exchange Access” (the provision of access to interexchange [that
is, “toll” or intercity services]).

18 U.S. House of Representatives, 104th Congress, Second Session, “Telecommunications Act of 1996,
Conference Report,” Report 104-458 (January 31, 1996), 92, 200. Bills pending in Congress would remove
even more of the FCC's authority over mergers, including the authority to use its authority over the transfer

of licenses to impose conditions on mergers. GAO, LEC Merger Review, 8, fn. 9. At this writing, none of
those bills has been voted upon.
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they have, thus far, been unable to show to be applicable in a policy sense.®* However,
since local service competition was generally legally precluded prior to passage of the
Telecommunications Act, the FCC had to develop and apply doctrines of “actual potential
competition,”® and “precluded competitor analysis.” Since the passage of the
Telecommunications Act of 1996, which is generally interpreted to have established a
national preference for competition rather than regulation in telecommunications, there
have been several instances in which regulators have had to choose between more or less
competitive market structures in various telecommunications markets. It is interesting to
observe that in some major cases the FCC has acted in such a way as to require

continued regulation and to make it less likely that workable competition will develop.

Organization of Paper

A careful review of the American experience in the nineteenth century will identify

market failures that continued to occur despite competition and restrictions on the firm in

® For details, see Chessler, Workable Competition, 29-31, 34—35, and the sources there cited.

2 Taken from the Justice Department—Federal Trade Commission merger guidelines, the doctrine refers to
“whether, in the absence of a merger, one of the merging companies is likely to successfully enter the
other's market, and on whether competition in the market will be substantially lessened by the elimination
of such entry. To show that a firm is a potential competitor, however, it is important to have evidence that
the firm was actually planning or at least considered entering the market in question.” General Accounting
Office, Telecommunications: Process by Which Mergers of Local Telephone Companies are Reviewed,
GAO/RECD-99-233, August 20, 1999 (available as http://frwebgate.access.gpo.gov/cgi-bin/useftp.cgi?
IPaddress=162.140.64.21&filename=rc99223.pdf&directory=/diskb/wais/data/gao, on January 5, 2000), 12.
(Hereinafter, LEC Merger Review.) According to the GAO, the courts have differed on the standard of proof
required to show that a firm intended to enter a market. Ibid., 12, fn. 17.

2 since it is difficult to prove that entry was likely if a firm did not enter a market, and since, in any case,

the standard was “difficult to apply” in “nearly monopolized” markets, in which “laws, regulations, and
related requirements” prevented the firms from entering each other's market areas, the FCC developed the
“precluded competitor” framework to “protect the interest defined by the Communications Act.” In this
analysis, the FCC attempts to determine the likelihood that a firm would have entered a market if it had not
been legally precluded from doing so. GAO, LEC Merger Review, 12-13. There are few studies of potential
entry, and there is no way to predict whether or when it will occur, if ever. Shepherd, Economics of
Industrial Organization, 277.
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franchises and corporate charters. In Chapter 2 we review the past to identify problems
that may recur in the public utility industries if they are unregulated and from the review of
the past and some more recent experiences, discuss the tools that will be appropriate for
utility commissions to retain in an era in which strict ratebase, rate-of-return regulation is no

longer the norm.

Antitrust protections stand out in their potential to mitigate market power in today’s
competitive era, but the current confluence of regulatory and competitive issues presents
conflicts in the antitrust arena. Much of this report is devoted to an examination of recent
merger cases before the Federal Communications Commission (FCC) to elucidate these
problems. In particular, in Chapter 3 we look at mergers in three segments of
telecommunications — incumbent local exchange carriers, interexchange (toll) and cable
television; moreover, we look at joint marketing arrangements in Internet access. In each
of these cases, regulators have adopted long-term regulatory procedures to deal with the

immediate anticompetitive effects of the merger or other action.
Chapter 4 briefly summarizes the report and draws attention, based on experience

in the far and recent past, to tools that will be appropriate for commissions to retain and

actively use in an era in which ratebase, rate-of-return regulation is no longer the norm.
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CHAPTER 2

THE EXPERIENCE OF THE FIRST COMPETITIVE ERA

Contrary to popular impression, commission regulation did not arise during the New
Deal, nor even in the century just past. Rather, regulation, in its modern form, arose shortly
after the Civil War and was widely adopted well before the beginning of the First World
War. The first half of this fifty-year period is commonly said to be characterized by
unfettered capitalism and widespread competition, even in the public utility and
transportation industries, yet many of our present institutional controls of regulation and
antitrust were invented and put into effect in many states well before the end of the
nineteenth century; the early years of the twentieth century were characterized more by the

extension of regulation to additional states and industries.

Throughout most of the nineteenth century the principal regulatory tools were
competition and the restrictions in corporate charters and, after the middle of the century,
in franchise agreements. Some commissions existed throughout the century, but the
commissions did not develop their modern forms until after about 1870. Thus, the history
of this period presents an interesting and potentially important question for regulators

today: Why did the public and the legislatures give up on competition?

In this chapter | present a framework to analyze the history of the utility industries
and the viability of their markets. | discuss the regulatory tools that were used in the
nineteenth century. | discuss the problems that persisted despite repeated attempts to

promote both direct and interindustry competition, and despite a wide variety of efforts
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to constrain the utility firms. | extend this analysis by discussing the reasons attempts to
ensure competition were abandoned in the last quarter of the nineteenth century, despite
their apparent success in lowering prices.

A Framework for Analysis

Martin Glaeser identified four overlapping periods in the history of American public

utilities:

1. A promotional period extending from Colonial times to past the
middle of the nineteenth century;

2. An essentially competitive period extending from about 1850 to the
end of the century;

3. An essentially monopolistic period beginning gradually in the 1880's
and extending to the beginning of the great depression in 1929; and

4. A period of national coordination and planning, with public ownership

and public regulation jointly effective in achieving certain public ends,

among which conservation of natural resources plays a leading role.2

We may add that the fourth period began to be phased out in the 1970s, and we

are currently in the midst of a transition to a fifth period.

5. Restructuring, intra- and interindustry competition, market entry,
deregulation, and technical innovation.
This chapter focuses on Glaeser’'s competitive era, drawing comparisons with the

current period of restructuring and competition (see Table 2-1).

2 Martin G. Glaeser, Public Utilities in American Capitalism (New York: Macmillan, 1957), 14.
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In a widely quoted passage, Carl Kaysen and Donald F. Turner identified three
situations (that is, three forms of market failure) in which regulation or other alternatives to

competition may be required:

1. Situations in which competition, as a practical matter, cannot exist or
survive for long, and in which, therefore, an unregulated market will not

produce competitive results.

2. Situations in which active competition exists, but where, because of

imperfections in the market, competition does not produce one or more
competitive results.

3. Situations in which competition exists, or could exist, and has produced

or may be expected to produce competitive results, but where in light of
other policy considerations, competitive results are unsatisfactory in one

or more respects.?

By way of contrast we note a fourth situation, the normal industry in which regulation

is not required:

4. Industries in which competition works, or in which the market failure is not of such

nature or seriousness as to call for public utility treatment.

2 carl Kaysen and Donald F. Turner, Antitrust Policy: An Economic and Legal Analysis (Cambridge:
Harvard University Press, 1959), 189-90, quoted in Charles F. Phillips, Jr., The Regulation of Public
Utilities: Theory and Practice, Third edition (Arlington, VA.: Public Utilities Reports, 1993), 50.
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Table 2-1
U.S. Regulatory Regimes and
Their Impact from Colonial Times to the Present
Assumptions
. Type of about Utility Policy Regulatory
Period Regime Markets Frame- tools Results
works
19th Competitive | Competition Encourage | Corporate Competition was
century could work entry, charters and | effective but was
including franchises increasingly
intra- Judicial unsatisfactory
industry control
and inter- Local
industry regulation
competitio Public
n ownership
1880s Monopolisti Competition Tight Commission | Largely
101929 | ¢ would be regulation regulation satisfactory
imperfect inhibition of
monopoly power
1930s National Competition Tight Commission | Largely
to coordination | would be regulation regulation satisfactory
1970s and imperfect inhibition of
planning monopoly power
1970s- | Competitive | Competition Encourage | Restructuring | Regulation was
present can work entry Deregulation | increasingly
Antitrust unsatisfactory;
Consumer competition has
protection had some
and success
education

Source: Author’s construct

Glaeser’s promotional and competitive periods, which maybe called“the first
competitive era” or the pre-regulatory period, were characterized by a belief that
competition could be made to work. Governments tried to promote competition both as

interindustry competition, even in the form of having competing firms providing similar
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services. Although this first competitive era predates the invention of the telephone, we
may examine its history for some inklings of the specific regulations or type of regulations
that may continue to be required if the industry is workably competitive (or even partially
competitive), as in Kaysen and Turner's cases 2 or 3. The major regulatory tools used
during this time were corporate charters and franchises. Local regulation, judicial

regulation and public ownership were also used.

Partly as a result of government efforts to promote competition, there was a
substantial amount of imperfect competition in the utility industries in the nineteenth
century. These were primarily the transportation industries—railroads and competing

industries such as rivers, canals, and road transport—at that time.

In the “monopolistic” period and the period of national coordination and planning,
the prevailing assumption about utility markets was that an unregulated market would not
produce competitive results (Kaysen and Turner’s case 1). Tight regulation through
commissions and ratebase, rate-of-return regulation became, and remained, the norm.
The results were largely satisfactory for this long time period, which began in the 1880s

and extended through the early 1970s.

Regulatory Tools in the First Competitive Era

In addition to competition, there were experiments with a wide variety of what we
would now call “non-commission forms of regulation” throughout the nineteenth century.
Non-commission forms of regulation in the first competitive period included public
ownership, judicial regulation, local regulation and charter regulation. 1 will briefly examine
the first three of these regulatory tools and more closely examine the experience with the

most important, charter or franchise regulation.
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Public Ownership

Public ownership has not recently been at issue in the United States or Canada,
except for large water and hydroelectric projects, and, while it has been the norm in Europe
and parts of Africa, Asia, and Latin America in transportation, electric utilities, and
telecommunications, even there the recent trend has been to “privatize” some of these
utilities, particularly in telecommunications. However, the failure of public ownership in the
United States in the first half of the nineteenth century
led to many of the regulatory provisions that are still enforced by public utilities

commissions.

Many of the state enterprises, including state investments in private transportation
enterprises (that is, railroads and canals), mostly after 1820, proved to be wasteful,
corrupt, premature, and unnecessary. Much of the money (most of which was borrowed
abroad) was lost; much of the debt was repudiated (but later paid) in 1837. State-owned
railways were mostly sold (the modern term would be “privatized”), and state constitutions
adopted after 1840 often prohibited use of state funds or loans for “internal improvements.”
Thus, the public facilities in this country were developed by private initiative, though often
aided by public grants. Water supply was the only one of the public utility industries in

which state ownership was more successful than private ownership.

As in 1830 the federal government stepped aside for state governments, so
in 1850 state governments assigned to corporations the duty of furnishing
the means for inland transportation. The twenty years intervening were
marked by a decline in the theory that the development of a country through

% Glaeser, Public Utilities, 23.
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canals and railways was a public function, and the gradual rise of the theory
that this duty was one which could with greater safety be entrusted to private
enterprise.®

“In other words, the opinion began to gain ground that the business of a common
carrier was purely private.”® Toward the end of the competitive period, public ownership
was given some consideration as a constraint on monopoly power. The best plans involved
indeterminate-period franchises or renewable short-term franchises, with the option of
municipal buy-out, either at any time or any time after an initial period (for indeterminate
franchises) or at expiration (for short-term franchises). If a new company were substituted, it
was obligated to compensate the former owner of the property. These provisions
eliminated problems of amortization charges and protected the investment. The price at

settlement could be arbitrated, or specified in the franchise .

Judicial Requlation

In the early years of the nineteenth century, although the dominant form of control was
legislative, in the form of a charter or franchise from the state government, a parallel system
of judicial control developed.? The basis of judicial regulation was an assumed “common
law” right of consumers to reasonable service at reasonable rates. This was the main form
of regulation during the early nineteenth century “when ideas of laissez faire held undisputed

sway.” The police power of the state was “dormant.”® Early charter-based regulation

% H.C. Adams in introduction to F H. Dixon, State Railroad Control (New York: Thomas, J. Crowell & Co.,
1896), 6, quoted in Glaeser, Public Utilities, 57.

% Glaeser, Public Utilities, 58, commenting on quote above.
27 Glaeser, Public Utilities, 78.
% Glaeser, Public Utilities, 31.

2 Glaeser, Public Utilities, 32.
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assumed the railway was a public highway as an extension of the theory that the provision

of highways was considered to be a state function.®

“Regulation by lawsuit” failed. “Judicial methods, certainly those of that period, were
designed primarily to remedy past wrongs and visit punishment.” Only individual grievances
were addressed (not group grievances). “Regulation, in order to be effective, must be
preventive and promotive as well as remedial and exemplatory.” Glaeser said, in 1957, that
the legislatures of the early nineteenth century had not yet learned this (that is, that
regulation must be set up to prevent problems and provide incentives to behave well). The
courts were too slow, and expensive: “After all, these grievances were petty and loomed
large only when taken in the aggregate.” But the central difficulty was that the courts were

limited to reacting to actions that the utility had already taken.*
The training of the judges was not sufficiently specialized and technical “to assume
the tasks of constructive regulation.” (Now courts limit their review to matters of law, and let

“quasi-legislative agencies” determine questions of fact and policy.)®

Charters and Franchises

Originally charter grants were special regulations. There was a great diversity of
restrictions, but, since state legislatures tended to copy from each other, there was a
tendency toward uniformity. After the early 1830s, general legislation permitting

incorporating appeared, though some special charters continued to be granted until the

% Glaeser, Public Utilities, 57.
3! Glaeser, Public Utilities, 32.

%2 Glaeser, Public Utilities, 32.
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1870s.® Legislation creating general incorporation statutes was a reaction to “perfunctory,
indiscriminate and even corrupt” issuance of charters “that contained all manner of
restrictions and special privileges.” Even so, legislatures continued to issue charters until,
as in the case of railroad mergers, the resulting legal situation was very complex due to

“conflicting, if not mutually exclusive privileges.™

An important provision of modern charters is a requirement that a federal, state or
municipal agency (as appropriate, and often agencies at several levels) approve any
transfer of ownership or control of franchises or operating licenses (these are often called
“certificates of public convenience and necessity”). As we shall see below, this clause is
important in allowing commissions to review mergers under their more flexible “public
interest” powers, rather than under antitrust laws that may not be easy to apply to mergers
where the firms have been local monopolies with different service areas, or between

potential competitors where competition has not yet developed in the relevant market.

The first effect of general incorporation “was a recession in the vigor of regulation,”
since there would be little control over the operations of a corporation so established.
There were abuses in corporate organization and management. “Even the power of
eminent domain was often used by rival companies to defeat legitimate and sound
enterprises by blocking construction or by forcing one of them to purchase needed

properties at exorbitant prices.”*

3 Glaeser, Public Utilities, 58. Even more recently, the Communications Satellite Act of 1962 (76 Stat.
419; 47 U.S.C. 88 701-757) is a special charter with particular restrictions for the provision of
communications common carrier services.

3 Glaeser, Public Utilities, 58—59 and note 4.

% Glaeser, Public Utilities, 59.

THE NATIONAL REGULATORY RESEARCH INSTITUTE 23



COMPETITIVE ERAS IN TELECOMMUNICATIONS

Long term or perpetual (or undated) franchises did not constrain utilities to perform
properly. They also led to excess profits when substantial demand appeared, which was
often earlier than expected. The remedy was that when franchises expired or had to be
amended, short-term franchises were substituted.®* “Short term” in this context generally

meant ten to fifty years, with many in the range of about twenty to thirty years.*

“On the whole, the short term franchise was a failure.” Because the franchises did not
terminate on the same date, and because most utilities had many franchises, “at no time
could cities exercise complete control over all of them so as to work out a uniform policy of
control.” Some claimed that the utilities understood and benefitted from franchises that were
not coterminous. Cities could not take over the system piecemeal, or secure bids from
competitors, so incumbents had an advantage in negotiations. Also, limited term
franchises often did not specify the disposition of fixed assets at termination, and some
incumbents argued they could continue to provide service with those assets under their

general charter.® The uncertainty about renewal made financing difficult toward the end of

% Glaeser, Public Utilities, 72. In the late 1960s there were still unexpired street-traction franchises.
When O. Roy Chalk took over Fifth Avenue Coach in New York City, which had perpetual franchises on
some routes, New York City considered the ensuing strike to be an “abandonment of service,” terminated
the franchises, and seized the property (busses and garages) under eminent domain. The city then used
the property to provide service. The courts accepted this argument; Fifth Avenue Coach was compensated
for the value of its physical property but received little if anything for the value of its routes.

%7 Glaeser, Public Utilities, 73.

% Glaeser, Public Utilities, 73.
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the term of the franchises,* and companies were reluctant to build extensions. Companies
tried to keep the expiration date sufficiently far in the future so that uncertainty about the
renewal did not seriously depress the value of the property. One way the municipalities
tried to deal with the problems caused by the proliferation of franchises with different

expiration dates was by combining multiple franchises when they came up for renewal.

By the turn of the century, a consensus arose that franchises should be reorganized
as a system with a specific period of tenure, a grant of monopoly rights, but with regulation
of service and rates. The theory was that competitors were bound to be few, consolidation
was apt to follow anyway, that the difficulties of coordinating all the utilities (gas, electric,
telephone, street railway) meant that unified operation would result in improved service, and

large-scale operations would lead to lower operating cost.*

With term franchises it was even more important to limit charges for the franchise
period so as to curb the exercise of monopoly power. Other terms of service and charges
were also regulated. However, fixed maximum rates became obsolete with increased

complexity of operations. Moreover, companies began to appreciate that they could

% See the biblical economic concepts of the “sabbatical year” and the “jubilee year,” leading to the

adoption of the prosbul. The sabbatical year is the biblical concept that every seven years the land is left
fallow. The year following seven sabbatical years (that is, the fiftieth year, is the jubilee, when all debts are
forgiven, slaves are freed, and land purchased since the last jubilee reverts to its original owner. (Lev.
25:3ff; Lev. 25:8; Deut. 15) This concept has led to a recent movement to reduce the debts that
underdeveloped countries (the third world) owe to developed countries (the first and second worlds) and
international institutions. The original jubilee year became a significant burden on commerce, since no one
would lend money shortly before the jubilee; thus, Rabbi Hillel (1st cent. BCE) devised a legal method of
avoiding such repayments. There are obvious similarities to the present system of bankruptcy in the United
States, and the relative ease with which former bankrupts can obtain loans (albeit at high rates of interest)
soon after their bankruptcies (when it is seven years until they can again declare bankruptcy). See Cecil
Roth and Geoffrey Wigoder, The New Standard Jewish Encyclopedia, 4th edition (Garden City, NY:
Doubleday, 1970), articles: “Hillel,” “Prosbul,” “Sabbatical Year and Jubilee.”

4 Glaeser, Public Utilities, 74. This could also be used to negotiate a specific end to perpetual franchises,
by including them in the general renewal. Idem.

4 Glaeser, Public Utilities, 74-75.
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increase gross and net earnings by lowering rates. If franchises were contracts, the rate,
whether maximum or specific, became an inflexible term in a binding agreement. Inflexible
rates were impractical and risky when multi-year arrangements were being negotiated.
After 1896, increasing costs required rate increases, which could only be made by

agreement of the parties.*

The special franchise was particularly ineffective in coping with discrimination in
service or rates. Often cities and even municipal employees got free service. “Adequate
service” (the common law concept) involved so many elements that it could not be specified
with concrete detail. Continuity of service required prevention of strikes and lockouts, which
involved municipalities in obtaining fair wages and working conditions for employees and
protecting the companies against destruction of property during labor unrest. This resulted

in boards of conciliation to settle grievances.®

In this respect it is significant that the state commission reviews of recent mergers
have tended to stress problems in quality of service, and most of the conditions that the
states impose on the merging parties are generally intended to secure improved service
quality in the future* Service quality has resurfaced as an issue in telecommunications in

recent decades—and many think this loss has been exacerbated by price-cap incentives to

4 Glaeser, Public Utilities, 75-76.
4 Glaeser, Public Utilities, 76—78.

4 For example, see the discussion of the conditions the states imposed upon the Bell Atlantic-NYNEX
merger in chapter 3.
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save by curtailing costly maintenance.*® Economic theory provides the reasons that price
cap and similar alternative forms of regulation will lead to deteriorations in service, so that

service quality has to become a major focus for regulators.*

Local Requlation

Regulation of local utilities (water, gas, urban transit) went through an evolution
similar to that at the state level. The early charters were issued by legislatures, but
legislation enabled cities to issue the later charters on the theory that the grants by the
legislature were “less intelligent and consistent than those conferred by the cities
themselves under delegated authority.” Eventually, complications led to constitutional

provisions preventing the issuance of charters “without the consent of local authorities.”

Local utility regulation has again been thrust into the limelight because of its
prevalence in the regulation of cable television systems. Many of these systems are, even

now, also partially regulated by states as they begin to provide telecommunications service,

% Interestingly, the severe service problems of 1984, and the even worse problems of 1968 to 1970
occurred in periods of conventional regulation. Indeed, regulation in the 1968 period was considered by
some to be relatively "lax," which should have caused overbuilding if the Averch-Johnson effect were valid.
For a description of the 1968 problems, which led to FCC monitoring of service quality starting in 1969 and
the creation of the NARUC Staff Subcommittee on Service Quality in 1972, see K. Aubrey Stone, I'm Sorry,
The Monopoly You Have Reached Is Not in Service (New York: Ballantine Books, 1973), or, for another
view, Alvin von Auw, Heritage and Destiny: Reflections on the Bell System in Transition (New York:
Praeger, 1983), 10-13. There was a rumor that the service problem in New York City was caused by a
president of New York Telephone who was three years from retirement, and who reduced maintenance and
equipment expenditures so his last years in office would look very good financially. Supposedly, the
deterioration in service quality he foresaw but dismissed manifested itself in two and one-half years rather
than three. This rumor is supported by an acknowledged AT&T policy at that time of trying to reduce service
costs rather than increase rates. Compare the version in John Brooks, Telephone (New York: Harper and
Row, 1975), 288-295, esp. 293-294.

% Jean-Jacques Laffont and Jean Tirole, Competition in Telecommunications, chapter 2.

47 Glaeser, Public Utilities, 36, (emphasis in the original).
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even though the FCC has resisted regulating cable television as common carriage.”® As
cable television systems become one preferred means of accessing the Internet, the
application of nondiscrimination clauses has become a major issue. Such clauses have

been part of common carrier regulation for well over a century.*

In the later years of the nineteenth century, when general charters became available,
the situation was the same with respect to municipal utilities, incorporated under general
law and obtaining their franchises from local governments. Regulatory clauses were weak
or absent in the general laws. “The familiar charges of fraudulent capitalization, over-
capitalization, and exorbitant and discriminatory rates date to practices that crept in during
this period.” There were legal questions as to whether the city, in granting the franchise,
could impose additional restrictions or conditions on the corporation beyond those in the
general law. Cities tried to “protect themselves” by granting competing franchises, often
with no restrictions to protect the interests of the city or the public. “Thus here, as in the
railway field, the belief prevailed that competition was the best regulator and that
governmental regulation was unnecessary where competition existed.” “Consolidations
and mergers placed upon the final incumbent an unnecessary duplication of investment,

besides keeping alive in some of the cities the terms of the competing grants.”

8 |t prefers to regulate it as ancillary to broadcast.

4 The “Lord Shaftsbury Clauses” of early English railroad charters were the direct antecedent of the
antidiscrimination language of the Interstate Commerce Commission Act and all later statutes regulating
discrimination by public utilities. See Isaac Beverly Lake, Price Discrimination by Railroads and Other
Public Utilities (Raleigh, N.C.: Edwards and Broughton Co., 1947), 14-15, 23, 37.

%0 Glaeser, Public Utilities, 59—60.
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Failures of Corporate and Franchise Regulation

There were several reasons for failures of the corporate charters and franchises as

regulatory tools.

To begin with, as discussed above, the specific terms of franchises and corporate
charters were difficult to enforce in the courts. Because the amounts at issue were small in
individual cases, the courts tended not to take the lawsuits seriously.s* Even when lawsuits
were feasible, the legal delays were often excessive. In instances where a rate
discrimination was a burden upon competition or small business, this was intolerable.
Eventually the courts began to treat the franchise or charter as a contract rather than a grant
of privilege from the sovereign; when this happened canceling the franchise ceased to be
an option, because the “consideration” being provided by the utility was unclear. Hence, it
was difficult to cancel the franchise on the grounds that the utility had failed to provide the
service. Finally, the courts lacked specific technical expertise or training to deal with utility

matters, which caused further delays in the trials, and led to judicial confusion.

A second reason that franchises and charters fell out of use as regulatory tools is

that they were inflexible. This was particularly a problem during periods of declining

5l Indeed, this would still be a problem today. For the individual consumer the amount at issue is often too
small to merit a lawsuit. Only a class-action lawsuit would merit the legal expenses from the consumers'
point of view. However, consumer advocacy offices are typically poorly funded, and do not usually engage

in class action lawsuits. In fact, class action lawsuits have rarely been used in the public utility arena.
Moreover, most deregulatory plans assume that tariff filings will no longer be necessary, or, if they are still
made, will not be contested or adjudicated. Thus, deregulation may bring back one of the serious problems
of the last century.
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prices:* the price limits in the charter or franchise were not effective constraints. The
renegotiation of terms occurred at rare intervals, or when additional franchises were
needed. Hence, it did not necessarily occur when it was economically necessary.* Indeed,
since the terms of the franchises were often developed individually for each situation,
utilities often found that they held many franchises with conflicting or even contradictory

terms.

On the other hand, general corporate charters (that is, corporate charters under the
general incorporation statutes that developed toward the middle of the nineteenth century)
did not provide for necessary oversight for public utility corporations. Indeed, general
corporate charters did not provide necessary restrictions and responsibilities
appropriate to a public utility, such as the requirement to serve and set prices in a

nondiscriminatory manner.

One attempt to develop charters appropriate to the utility industry was to have them
expire: the charters could then, in principle, be modified at reasonable intervals. This also
failed. Expiration created uncertainty: there were financial issues when the franchise had
only a short term remaining, making it difficult to raise money. Moreover, charter provisions

had to provide for valuation and transfer of assets when the franchises expired. In any

52 Prices of utility services have generally tended to fall relative to prices elsewhere in the economy, and
even absolutely. This is usually because of the high rates of productivity increase in the industry. However,
utility prices also fall as competition becomes effective. Thus, the late nineteenth century was a time of
declining utility prices, yet it was the time when franchise regulation coupled with competition were
supplanted by the commission form of regulation.

% In the modern context, commissions or other regulators can modify the terms of existing charters and
franchises (now usually called “certificates of public convenience and necessity,” but still called franchises
in the cable television industry) when mergers or changes of ownership occur. As discussed elsewhere
herein, this leads to the commissions reviewing quality of service as a condition for telephone mergers and
discriminatory access in the case of cable mergers.
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event, most utilities had many charters (for various routes, services, localities, and so forth),
and the charters expired at different dates, so there was never an ideal time to renegotiate

the charters.

Promotion of Competition in the First Competitive Era

Competition was the most important, most prevalent, and most successful method of
social control of vital industries of all those tried in the nineteenth century. Legislatures and
the congress used both intra-industry and interindustry competition: they franchised and
even subsidized competitors. They set up and encouraged firms to compete with each
other. They did not seem to be concerned by the duplication of facilities and overbuilding.
Indeed, for many years they tolerated (or recognized but apparently did little to prevent)
financial crises, financial failures, and even frauds attendant on the construction and
operation of multiple competing utilities. This was most obvious in the transportation
industries, which were the principal utilities of the day, but it occurred in other industries,
such as telecommunications (that is, telegraph, and, at a the end of the period, telephone),

and manufactured gas.

Throughout the nineteenth century, states and sometimes the federal government
promoted interindustry competition. This is most obvious in the transportation field, where
canals, riverboats, and other waterways, competed with railroads. The evidence shows that
this competition was extensive and the effects are clearly measurable in lowering rates and
promoting development in regions where such competition existed. Still, by the 1870s, the
first glimmerings of the modern system of commission regulation had begun to appear, and
by the 1880s public opinion was clearly switching. Thus, interindustry competition in the
absence of regulation in the nineteenth century may do much to inform our analysis of

interindustry competition as a substitute for regulation in the twenty-first century.
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Railways began to compete with canals in the 1840s, and began to dominate
transportation in the 1860s. Canals and turnpikes became feeders or supplements to the
railways.* Thus, Glaeser argues, the only feasible form of competition was rivalry between

railway lines.
From 1840 to the end of the century transportation was somewhat competitive, with
limited intermodal rivalry between water and railway routes.* River (steamboat) traffic

declined after the railroads decided to compete directly in 1879.%

Success of Competition in Reducing Rates

In retrospect, interindustry competition was effective at controlling the level of rates,
at least, on a gross level. Indeed, it was widely supported and affirmed by congressional

investigations as late as 1874.

The evidence suggests that even after the passage of the Granger laws and the

establishment of the first modern commissions, with authority to regulate prices and prevent

> By the mid-1840s, there were 3,400 miles of canal in the United States, but, by 1840, only 2,800 miles
of railroad, nearly all of it built in the preceding decade. However, by 1854, over 3,400 miles of railroad per
year were being constructed. Benjamin M. Friedman, Day of Reckoning: The Consequences of American
Economic Policy Under Reagan and After (New York: Random House, 1988), 224-225.

% Glaeser, Public Utilities, 40.

% Glaeser, Public Utilities, 41.
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discrimination,® competition continued to be effective. Prices continued to drop until the
end of the century, and there is evidence, that the inter-modal competition between rail and

water transportation had a large and measurable effect on the price of farmland.

In 1890 most of the area of feasible commercial agriculture in the United States was
within 40 miles of the major waterways (ocean, lake, river, or canal, including some canals
that had been abandoned by that date). This was reflected in land prices: within the
feasible region improved land was worth $25.16 per acre; outside the region, it was worth
only $17.34. This is particularly clear in lowa: all parts of the state were equally well served
by railroads in 1890, but the feasible region represented only 30 percent of the state. Land
in the feasible region was worth $32.11 per acre, rather than $23.42.% There is an
implication, though perhaps not a proof, in these data that interindustry competition
between rail and water transport did effectively moderate the monopoly power of the
railroads. It would appear from these data that, where there was no water competition, the
unchecked monopoly railroad was able to appropriate to itself the “economic rent” value
(the locational value or “economic profit”) of the land. (Economic theory suggests that a firm
with a monopoly at any stage of the production process can appropriate to itself all the

economic profits from the entire production process.)

We may draw parallels to the present situation in telecommunications. At present,

there is a substantial amount of competition in interexchange telecommunications, though

57 Munn v. lllinois, 94 U.S. 113 (1877). As Garfield and Lovejoy say: “It was a Granger regulatory law,
enacted by the lllinois legislature, which resulted in the memorable opinion by the Supreme Court of the
United States in the case of Munn v. lllinois. Handed down in 1877, this decision constitutes the bedrock
foundation of the modern public utility concept.” Paul J. Garfield and Wallace E. Lovejoy, Public Utility
Economics, (Englewood Cliffs, N.J.: Prentice-Hall, 1964) 6. Between 1871 and 1874, lllinois, lowa,
Minnesota, and Wisconsin established commissions with authority to set maximum rates, prevent
discrimination, and, significantly, prevent mergers of competing railroad lines. Phillips, The Regulation of
Public Utilities, 132.

% Fogel, Railroads and American Economic Growth: Essays in Econometric History (Baltimore: Johns
Hopkins, 1964, 1970) 79-80.
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opinions differ as to whether it is so substantial as to be “workable”. There is much less
competition in local communications, and there are persistent questions as to whether
telephone companies are failing to serve rural areas adequately, and whether local
competition will be effective or even feasible in rural areas.® Interexchange prices fell for
over a decade® before the FCC declared AT&T to be non-dominant,® and the FCC
exercised its new authority® to forbear from requiring tariffs for interstate services,®
although its review of new tariff filings had been perfunctory to nonexistent for non-dominant

carriers since it first tried to forbear from requiring tariffs of non-dominant carriers in the

% The Telecommunications Act of 1996 had several provisions to deal with such concerns, such as
47 U.S.C. §8§ 153(37), 214(e), 251(f), and 254.

% Some of the fall in prices for toll service was clearly attributable to changes in cost allocations that
transferred much of the cost that had previously been recovered from toll service to local service for
recovery. See David Chessler, “Evaluating Alternative Non-traffic-sensitive Recovery Plans, Pooling, and
Nationwide Rate Averaging from an Economist's Perspective”, in Richard L. Wallace, ed., Proceedings of
the Thirteenth Annual Rate Symposium: Pricing Electric, Gas and Telecommunications Services, Today
and For the Future, February 10, 1987 (Columbia, MO.: Institute for the Study of Regulation and University
of Missouri—Columbia, 1987).

81 Domestically, the FCC made this declaration in 1995. See Motion of AT&T Corp to be Reclassified as a
Non-Dominant Carrier, FCC mimeo 95-427 (released October 23, 1995) ("AT&T Reclassification Order"),
paras. 78-84; Reconsideration, FCC Mimeo 97-366, October 9, 1997.

52 In particular, 47 U.S.C. § 160 permits the FCC to “forbear” from applying any provision of the
Communications Act, if the FCC finds that: “(1) enforcement of such regulation or provision is not necessary
to ensure that the charges, practices, classifications, or regulations by, for, or in connection with that
telecommunications carrier or telecommunications service are just and reasonable and are not unjustly or
unreasonably discriminatory; (2) enforcement of such regulation or provision is not necessary for the
protection of consumers; and (3) forbearance from applying such provision or regulation is consistent with
the public interest.” The FCC has made no such filings, even though it had attempted to de-tariff MCl's
services in the early 1980s. Similarly, 47 U.S.C. § 226(h)(1)(B) permits the FCC to waive tariffs for operator
service providers, starting in February, 2000. At this writing, no such proceedings appear to be underway.
See also, 47 U.S.C. § 617(d) that permits the states to require filing of “informational” tariffs for telephone-
like services provided by cable companies (which are not, otherwise, subject to tariff regulation).

8 Fcc, Policy and Rules Concerning the Interstate, Interexchange Marketplace, Second Report and Order,
11 FCC Rcd 20730 (1996), FCC Mimeo 96—424 (October 31, 1996).
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early 1980s and been rebuffed by the courts.* The FCC continues to deal with consumer
complaints about tariffs and their applicability, and it is uncertain as to whether the terms of

unreviewed “informational” tariffs will continue to override those of negotiated contracts.

In 1869 there were the first mergers of railroads to create directly competing long-
distance routes (that is, without requiring connections to go from one city to a distant one).
This led to construction of competing transcontinental routes between 1881 and 1883, and
speculative “paralleling” of routes in the east. Competing fast express agencies
developed.® Thus, railroad rates declined almost uninterruptedly from the Civil War until
1900.

There is a clear parallel with the telecommunications industry during its regulatory
period (roughly, 1934 to some time after 1982), where there was a steady downward trend
in long distance rates, and regulators used an accounting “gimmick” (the transfer of costs to
the interstate jurisdiction through the separations process) to reduce local service rates as
well. Thus, the impetus for regulation of transportation in the nineteenth century stemmed in

large part from something other than the overall level of rates; in particular, it stemmed from

% Policy and Rules Concerning Rates for Competitive Common Carrier Services and Facilities
Authorizations Therefor, CC Docket No. 79-252, Notice of Inquiry and Proposed Rulemaking, 77 FCC 2d
308 (1979) (Competitive Carrier NPRM); First Report and Order, 85 FCC 2d 1 (1980) (First Report and
Order); Further Notice of Proposed Rulemaking, 84 FCC 2d 445 (1981) (Competitive Carrier Further NPRM);
Second Further Notice of Proposed Rulemaking, FCC 82-187, 47 Fed. Reg. 17,308 (1982); Second Report
and Order, 91 FCC 2d 59 (1982); Order on Reconsideration, 93 FCC 2d 54 (1983); Third Further Notice of
Proposed Rulemaking, 48 Fed. Reg. 28,292 (1983); Third Report and Order, 48 Fed. Reg. 46,791 (1983);
Fourth Report and Order, 95 FCC 2d 554 (1983) (Fourth Report and Order), vacated AT&T v. FCC, 978 F.2d
727 (D.C. Cir. 1992), cert. denied, MCI Telecommunications Corp. v. AT&T, 113 S. Ct. 3020 (1993); Fourth
Further Notice of Proposed Rulemaking, 96 FCC 2d 1191 (1984); Fifth Report and Order, 98 FCC 2d 1191
(1984) (Fifth Report and Order); Sixth Report and Order, 99 FCC 2d 1020 (1985) (Sixth Report and Order),
vacated MCI Telecommunications Corp. v. FCC, 765 F.2d 1186 (D.C. Cir. 1985) (collectively referred to as
the Competitive Carrier proceeding).

% The first express agency was opened in 1836 between New York and Boston; eventually there were five

such agencies. The government merged them into the Railway Express Agency during World War 1.
Glaeser, Public Utilities, 43-44.
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various discriminations. The impetus for deregulation of telephone in the 1970s and
thereafter stemmed from something other than dissatisfaction with the overall level of rates
or their trend: Hushaphone, Carterfone, the Above 890 Decision, the MCI Decision, the
Specialized Common Carriers Decision—the landmarks of deregulation in the 1950s,

1960s and 1970s—were not in any way rate cases.

Because the telephone was not invented until 1876 and the patent did not expire until
1893, the competitive period in telephone occurred between about 1893 and the early
1920s, decades after most other public utilities had begun to be regulated. While the
telephone patents were in force, the return on equity of the Bell System averaged almost 46
percent, and the dividends averaged about 15 percent. Dividends totaled $25 million on
subscribers equity of $20 million (of which about $15.5 million appears to have been paid-
in equity), and retained earnings were $15 million.® Earnings on average net investment fell
to 8 percent for the early competitive period, 1900 to 1906. Average Bell annual revenue
per station had been $88 in 1895, the first year of competition; by 1907 it had fallen to $43.
Interestingly, the drop in rates was about the same in exchanges where there was direct
competition as in exchanges where there was not.* Thus the rate of growth in the number

of telephone customers was much greater after the expiration of the Bell patents, and by

% Richard Gabel, “The Early Competitive Era in Telephone Communication, 1893—-1920,” Journal of Law
and Contemporary Problems, Vol. 34 (1969), 340-359, at 343. (Hereinafter, “Early Competitive Era.”)

57 Gabel, “Early Competitive Era,” 352.

% Gabel, “Early Competitive Era,” 346. During this period there were many municipalities where there
existed two or more competing telephone companies, each with its own separate plant, a situation that
continued in many places through the 1920s and in a few places, such as Philadelphia, through the 1940s.
According to Gabel, the president of AT&T, Theodore Vail, attributed the price drop to cost savings rather
than competitive pressures, but, as Gabel points out, there had not, apparently, been such cost savings in
the monopoly period. Idem. Between 1900 and 1906, several AT&T annual reports complain of having to
charge low rates to meet the competition, rates too low to cover expenses. Ibid., 351.
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1902, non-Bell companies had 1,053,866 stations, compared to 1,317,178 for the Bell
companies; by 1907 non-Bell companies had 3.0 million telephones and Bell companies

had 3.1 million.®

Until recently most of the anticipated competition to local telephone companies was
expected to come from outside the industry. For example, for many years it has been
thought that cable television systems would provide two-way service. Cable companies do
provide some local competition, as do analog and digital cellular systems, and some of the
competitors to local telephone companies come from the other fixed utility industries, which
have networks and rights-of-way. It is certainly possible that these will be the dominant
competitors in the new century. As competition develops, much of it is coming from other
segments of the telephone industry, such as the interexchange carriers. However, the
various segments of the electronic communications sector have been converging. For
example, AT&T has been acquiring cable television companies, possibly for their rights-of-
way, partly as a means of acquiring broadband local facilities, but partly as a means of

maintaining a presence in the internet industry.

There are obvious parallels to the telecommunications industry today, in which much
of the competition is in limited markets, though more likely product markets than
geographic markets. For many years regulators have been dealing with rate cases in
which telephone companies have attempted to justify rates for particular services (usually
business services such as point-to-point private lines or Centrex; more recently to bulk-rate
message services or certain types of access, particularly broadband access services) on

the basis of “competitive necessity.”

% Gabel, “Early Competitive Era,” 344. The year 1907 is significant because that is the year in which the
Baker-Morgan banking interests took over the Bell System and re-installed Theodore Vail as president; see
Gabel, 345. In this period and until the 1970s, the number of telephone sets or stations was the standard
metric for the size of the industry, and corresponded to what we now term the number of access lines.
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The parallel between rail transportation in the late nineteenth century and the present
situation in telecommunications is obvious. Despite interindustry competition from satellite
services, cable television rates continue to rise faster than the rate of inflation, though not as
fast recently. Thus, it appears that the limited competition may be having a moderating

influence on rates, though it is clearly not fully effective.

Industry Responses to Competition

In general, firms facing weak or limited competition will, if they can, try to form a pool
or cartel, and, if that fails or is declared illegal, will merge. In response to competitive
pressures, and also the need for through-traffic arrangements, the railroads attempted
combinations, starting in the 1850s, but particularly after the Civil War. The railways also

developed revenue pools to eliminate competition in the 1870s and 1880s.™

When pools (1887) and rate agreements (1897-98) were declared illegal, railroads
merged, and formed territorial groups; in 1905 thirty-nine persons constituted a majority of

the boards of directors of all railroads in the eastern part of the US.™

During the early part of the competitive era in telephone, that is, 1895-1906, the Bell
System engaged in propaganda against the independent (that is, non-Bell) companies,
refused to interconnect with them, and refused to sell them telephone instruments. The
propaganda seems to have affected the larger independent companies, but not the smaller
companies that stemmed directly from local needs. The refusal to interconnect took two

forms: refusing local interconnection where there were Bell and non-Bell companies in the

0 Glaeser, Public Utilities, 45-46. The Pennsylvania, New York Central, and other systems took shape by
1880. lIbid., 46.

" Glaeser, Public Utilities, 71.
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same or adjacent territories, and refusal to interconnect long distance. (This latter is the
opposite of the recent period where the Bell System tried to use its local monopoly to
enforce its long-distance monopoly.) The Bell System's refusal to sell equipment led to the
establishment of new manufacturers, Automatic Electric, Stromberg-Carlson, and Kellogg.
The Bell System then attempted to acquire Kellogg and Stromberg-Carlson, but this was
prevented as an attempt to create a monopoly. Ironically, by the time the Bell System was
willing to connect with independents, differences in standards and practices, and

differences in equipment, created problems.”

In the later competitive period in telephone, 1907 to 1920, the Bell System changed
its tactics. It slowed its rate of internal expansion and began to acquire independent
telephone companies. This policy was modified in 1913, with the Kingsbury Commitment.
In this agreement, AT&T vice-president N.C. Kingsbury agreed with Attorney General
George Wickersham not to acquire competing telephone companies and to connect to
other companies that met its technical standards. However, AT&T was free to acquire non-
competing telephone companies and continued to do so. The Kingsbury Commitment also
forced AT&T to relinquish the control it had acquired of the Western Union Telegraph
Company, which Postal Telegraph (Western Union’s competitor) complained was
undercutting it. Independent telephone companies were not very viable, and in 1921
Congress passed the Willis-Graham Act, permitting the acquisition of competing telephone
companies; this terminated the Kingsbury Commitment, and AT&T again engaged in

aggressive acquisition of independents.”™

2 Gabel, “Early Competitive Era,” 349—-351.

3 Gabel, “Early Competitive Era,” 351-353.
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Both Bell and non-Bell companies were aggressive in resisting interconnection, and
in opposing state legislation that might compel interconnection, apparently because each

hoped to be the surviving monopolist.”™

Ownership of the Commodity Transported

After the Civil War a problem of railroads transporting their own wares arose.
Previously, common carters had not owned their goods. At first, railroads were transporting
coal from their own mines, but later they began to deal in grain, and gave themselves an
advantage relative to other grain dealers.” Such self-dealing by railroads was prohibited
by the Hepburn Act of 1906, which forbade railroads from transporting goods they had

mined, manufactured, or produced, and still owned at the time of transportation.™

For many years such prohibitions were a staple of common carrier regulation; thus,
the 1954 AT&T Consent Decree (that settled the 1949 antitrust case) prohibited most sales
by AT&T's manufacturing subsidiary, Western Electric, other than of equipment it produced
for use by the Bell System.” There had been complaints from other producers alleging that

AT&T “looked upon AT&T's inventions and patents outside telephony as instruments of

™ Gabel, “Early Competitive Era,” 353-354, quoting F. B. MacKinnon, president of the United States
Independent Telephone Association, testifying before Congress in 1921.

 Lake, Discrimination by Railroads and Other Public Utilities, 32, citing: In re Grain Rates of Chicago
Great Western Ry. 7 I.C.C. Rep. 33 (1897), McGrew v. Mo. Pac. Ry. 8 I.C.C. Rep. 630 (1901); Wyman,
“Business Policies Inconsistent with Public Employment,” 20 Harvard L. Rev. 511, 528 (1907).

8 Lake, Discrimination by Railroads and Other Public Utilities, 32, citing United States v. Delaware and
Hudson Co., 213 U.S. 366, 29 S.Ct. 527 (1908).

7 U.S. v. Western Electric Co., and AT&T Co., Final Judgement, Civil Action No. 17-49, D. N.J.,

January 24, 1956. See Charles E. Phillips, Jr., The Regulation of Public Utilities: Theory and Practice,
Third edition (Arlington, VA.: Public Utilities Reports, 1993), 755-758.
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industrial warfare for getting control of other industries,” and tried to use its ownership of
wireline transmission to promote its manufacturing position for radio equipment in the
1920s and motion picture sound in the 1930s; Thus, in 1971, in the first Computer Inquiry,
the FCC prohibited AT&T from owning the information it carried;” a policy it renewed in the
second Computer Inquiry in 1980.% This restriction was carried forward to the Bell
Operating companies, but not AT&T, in the 1982 Consent Decree,®* sometimes also called

the “Modification of Final Judgement” because it modified the 1956 Consent Decree.

Such restrictions were never applied to cable television because the FCC has
avoided regulating cable television as common carriage. Rather, the FCC regulated it as
ancillary to broadcast, and state or local regulators have even, at times, required cable

television companies to originate certain types of local programming. In any event, the

8 AT&T disputes whether this memorandum, by an executive at Western Electric, was ever company
policy. John Brooks, Telephone (New York: Harper and Row, 1975), 181. See also 160-165, 171,
180-185.

™ FCC, Regulatory and Policy Problems Presented By the Interdependence of Computer and
Communications Services and Facilities, Docket No. 16979, Final Decision and Order, 28 FCC2d 271
(1971), aff'd in part and rev'd in part sub nom. GTE Serv. Corp. v. Federal Communications Comm'n, 474
F.2d 724 (2d Cir. 1973), on remand, 40 FCC2d 293. Hereinafter, Computer I.

8 FCcc, Amendment of Section 64.702 of the Commission's Rules and Regulations, Docket. No. 20828
(Computer I1), 73 FCC 2nd 384, 35 PUR 4th 143 (1980), modified on reconsideration, 84 FCC 2nd 50, 39
PUR 4th 310 (1980), modified on further reconsideration, 88 FCC 2nd 511 (1981), aff'd sub nom. Computer
& Communications Indus. Ass'n. v. Federal Communications Comm'n, 693 F.2d 198 (D.C.Cir. 1982), cert.
denied, 461 U.S. 938 (1983), modified, 3 FCCR 22 (1988). See Phillips, Regulation of Public Utilities, 769,
772-774.

81 United States v. Western Elec. Co., 19822 Trade Cases, Y 64,900, 552 F.Supp. 131 (D.D.C. 1982),

aff'd sub nom. Maryland v. United States, 460 U.S. 1001 (1983). See Phillips, Regulation of Public
Utilities, 174-781.
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major cable television companies own much of the programming they carry, and this may
be a source of market power, to the extent that they can charge their rivals to carry popular

programming.®

Ownership of the information content being transported continues to be a serious
issue in the communications industries. This issue has been addressed by the courts and
the FCC several times. It has recently manifested itself in the context of two mergers: the
MCI-WorldCom merger, in which control of the Internet was held to be an issue; and the
AT&T acquisition of Tele-Communications, Inc., in which monopolization of the “Internet
Service Provider” industry was said to be at issue. (Content ownership is a traditional
issue in broadcast and cable television regulation, governed by “must carry” and

“origination” rules promulgated by the FCC from time to time.)

Since cable television is not common carriage by the FCC's definition, though
certain services may be common carriage and regulated as such by some state definitions,
restrictions against discrimination (such as refusal to serve) do not apply. Thus, as cable
television companies start to provide internet access in competition with local telephone
companies’ broadband offerings, questions of monopolization may arise. We see these
guestions, for example, in the context of the AT&T acquisition of Tele-Communications Inc.
(a major owner of cable television systems), which AT&T had acquired primarily to obtain
facilities over which AT&T could provide local telephone services. Somewhat similar

Issues relating to control of the Internet also arose in the context of WorldCom's acquisition

8 General Accounting Office, Telecommunications: The Changing Status of Competition to Cable
Television, GAO/RECD-99-158, July 8, 1999 (accessed as http://www.access.gpo.gov/cgi-bin/getdoc.cgi?
dbname=gao&docid=f:rc99158.txt.pdf, January 4, 1999), 16-17, 21-22, 27. (Hereinafter, Competition to
Cable.)
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of MCI. lItis interesting to note that in the case of the MCI-WorldCom merger, the issue was
addressed, not by United States regulators or antitrust authorities, but by the European

Commission, the Antitrust Authority of the European Common Market.

Starting in 1870, one of the results of the Granger movement was to insert into state
constitutions clauses permitting the state to forbid discrimination by railroads. Previously,
some of the eastern states held that the common law forbade discrimination by utilities, or
that state could forbid such discrimination under the general police power (such statutes
were upheld).® Lake believes that many of these instances of discrimination involved
favoritism (that is, the railroad management favored its friends), or reciprocal dealing (the
exchange of favors with other firms). The earliest American decisions on rate
discrimination involved personal favoritism.* The earliest American decisions on
discrimination that held that the common law required uniform rates were dicta in
Pennsylvania in 1864 and Maine in 1869. The first decision that actually forbade

discrimination in rates was in New Jersey in 1869.%

8 | ake, Discrimination by Railroads and Other Public Utilities, 33. Lake makes the point that the insertion
of constitutional clauses suggests that as late as 1880 there was some doubt about the police power of the
state to forbid price discrimination.

8 Lake, Discrimination by Railroads and Other Public Utilities, 33, 106; the discrimination cases Lake
cites in this context date to 1873 and 1874. Lake also points out that the common law on discrimination
did not originally extend beyond refusal to serve on equal terms; discrimination in rates was added to the
common law by interpretations of American judges in the last half of the nineteenth century. For example,
none of the early cases required uniform rates. Ibid., 9, citing cases from 1840 through 1884. That is, the
early meaning of “discriminatory” was that rates be related to costs, not to each other. lbid., 10, citing a
case from 1869.

8 Lake, Discrimination by Railroads and Other Public Utilities, 37-38. The New Jersey Case, Messenger
v. Pennsylvania R.R., 36 N.J. Law 407 (Sup. Ct. 1873), affirmed 37 N.J. Law 531 (Ct. Errors and App.

1874), relied on the fact that the contract for a favorable rates, if enforced, would enable the shipper to
obtain a monopoly, which would be adverse to public policy, and that the franchise to build the railroad is a
prerogative of the sovereign who, by “natural principle,” could not favor one citizen over another. In the case
that held such discrimination to violate the common law, Justice Doe of New Hampshire admitted that his
view of the common law differed from that of the English courts. Lake, 39, citing McDuffie v. Portland & R.
R.R., 52 N.H. 430, 451, 13 Am. Rep. 72, 76 (1873).
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However, the law on discrimination has not generally been extended beyond the
public utility field (that is, railroads and other “exceptional” businesses), and some of the
early decisions tied the prohibition on discrimination in rates to the power of eminent
domain.® On the other hand, as Lake points out, among the abuses that led to the passage
of the Sherman Act in 1890 were the heavy discounts given the Standard Oil Company,

which tended toward monopoly.®

However, outside the public utility field, many of the issues of discrimination that
inspired the Granger Movement have few forums in which they may be addressed outside
“classical” tariff regulation. Modern antitrust theory is more concerned with the effect of
discounts on the competitors of the discounter, rather than regulatory concern with the effect
on competition among the customers. In some instances the courts of the early era
sustained rates that were clearly designed to put competitors out of business as non-
discriminatory because they were open to all, even if the effect was to put a competing

carrier (such as a water carrier) out of business.

Contemporary Views of Public Utility Problems
in the Preregulatory Period

There were some serious failures of the market throughout the nineteenth century,

despite the widespread interindustry and intra-industry competition in the public utility

8 Lake, Discrimination by Railroads and Other Public Utilities, 47. Illustrative are the cases which
extended the prohibition on discrimination to the communications industry; these relied to a great extent on
the industry’s possession of the power of eminent domain: Western Union Telegraph Co. V. Call
Publishing Co., 181 U.S. 92, 21 S.Ct. 561 (1901); Cumberland Telephone and Telegraph Co. v. Kelly, 160
Fed 316 (C.C.A. 6™, 1908); and Postal Telegraph-Cable Co. v. Associated Press, 175 App. Div. 538, 163
N.Y. Supp 4 (1916).

87 Lake, Discrimination by Railroads and Other Public Utilities, 106. Lake also points to an 1897 case in

which a court refused to enforce a contract calling for preferential discounts to a shipper on the grounds that
it was against public policy because it tended toward a monopoly.
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industries, much of which was deliberately promoted by government, often at great public
expense, and despite the careful systems of controls and restrictions in franchises,
corporate charters, and, toward the end of the century, by statute. Many of these failures
were so serious that, by the end of the century, commission regulation was invented as a
new form of control. That is, in the last quarter of the century the widespread public
perception arose that the market was not providing adequate consumer protection, so that
there was a perceived need for an alternate form of consumer protection. The agitation for
consumer protection antedates what Glaeser calls the period of monopolization, to which

we also refer as the period of modern ratebase, rate-of-return regulation.

An alternative view is that regulation was instituted at the behest of the affected
industries to “rationalize” them; that the industries accepted regulation to escape the
pressures of competition.® While there is undoubtedly evidence to support this latter view,
it is certain that the major pressure for regulation came from popular movements such as

the Grangers, and it is equally certain that the pressures for antitrust did not come from

8 The interpretation is generally associated with George Stigler and other economists and lawyers at the
University of Chicago. See, for example, George J. Stigler “The Theory of Economic Regulation,” Bell
Journal of Economics and Management Science, Vol. 2 (Spring 1971), 3-21. For example, J.P. Morgan
was initially hostile to the Interstate Commerce Commission, but tried to work with it, initially trying to use it
to enforce cartel agreements. He also considered it less hostile than the state legislatures of the time.
Jean Strouse, Morgan: American Financier (New York: Random House, 1999), 257, 260-261, 305—-306.
Many politicians and business leaders thought the I.C.C. would be entirely anti-business, although a few
saw in it an opportunity to prevent rate wars and “rationalize” the industry. lbid., 257. Although as early as
1893 the I.C.C. asked for authority to prescribe minimum rates, a power that is necessary if a commission
is to prevent rate wars, and it repeated the request in 1897, 1898, and 1916, it did not actually get that
authority until 1920. State commissions, such as those in New York and Wisconsin, had been granted
such authority appreciably before then. Glaeser, Public Utilities, 126—-127.
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within the affected industries.®* On the other hand, the evidence can be interpreted to reflect
“industry capture’—that the industry was able to shape and limit regulatory legislation so

that the regulated firms could derive some benefit from it.

For example, in 1907 Theodore Vail was reinstated as president of AT&T through
the efforts of the bankers, Baker and Morgan, who were also involved with railroads. As a
result of observing the experience of the railroads with the Interstate Commerce
Commission (ICC), which had stabilized the markets and prevented price wars without
interfering with managerial prerogatives, Vail was favorably inclined toward regulation,

particularly if there were no competition.* In 1910, the Mann-Elkins Act provided, inter alia,

8 As Donald J. Dewey says: “Cartels invariably arise, provided that they are legal, whenever firms are
relatively few and short-run obstacles impede the easy entry of new firms. Since such obstacles
characterize most industries most of the time, weak cartels are a thoroughly ‘natural’ form of market
organization.” Microeconomics: The Analysis of Prices and Markets (New York: Oxford University Press,
1975), 126. Since cartel agreements have never been enforceable at law in the United States, businesses
turned to the trust to “rationalize” the industry; when the trust was outlawed, they used mergers. “Antitrust
is nota policy that has endured and expanded for a century because it creates economic rents for
important groups that defend it fiercely.” Donald J. Dewey, The Antitrust Experiment in America (New York:
Columbia University Press, 1990), 2. In this respect antitrust differs from regulation, which some claim can
create such rents by rationalizing the industry, eliminating competition. For example, while Morgan
“believed in the efficacy of industrial consolidation and also in the need for administered markets, but had
no faith in the government’s ability to do the administering. The country, in his view, ought to leave control
of its commercial and financial resources to qualified experts. He told a friend in 1912 that the
consolidation of industry was ‘the only thing to do’: the government was ‘crazy to fight it.” Strouse,

Morgan, 303—-304. Supreme Court decisions in the 1890s, which prohibited weak cartels and price-fixing
agreements, led to large scale mergers, a much stronger form of consolidation. Ibid., 316. Thus, Morgan
was stunned when President Theodore Roosevelt announced that the administration would move against
Northern Securities, which had been created by lawyers with a careful eye on the Sherman Antitrust Act.
Ibid., 440.

9 Gabel, “Early Competitive Era,” 355-356, quoting AT&T's 1907, 1909, and 1910
Annual Reports.
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for regulation of interstate telephone companies by the Interstate Commerce Commission.
Between 1910 and 1920, thirty-one states began to regulate intrastate telephone

companies.*

Regulation prior to the nineteenth century had concerned itself primarily with levels of
rates, refusals to serve, and issues of quality of service. Over the course of the nineteenth
century price discrimination became an issue,”? as did favoring one customer's products

over another’s, and self-dealing to the utility’s financial benefit in non-utility activities.

Abuses included using captive construction companies which had “unduly profitable”
construction contracts® and irregular methods of finance.* While captive suppliers were a
major source of contention in telecommunications as late as the AT&T divestiture in 1983,
they are not a significant problem, and probably will not be unless the prohibitions on

manufacturing are waived.®

Other abuses included rebates and discriminatory rates favoring certain customers.®

Standard Oil's rebates were $10,000,000 in eighteen months, but most other rebates were

%l Gabel, “Early Competitive Era,” 357. Strouse, Morgan, 563.

9 There were common law proscriptions against overcharging, but not against discriminating between two
customers, so long as neither was charged an unreasonably high price. “The common law could not
proceed from the requirement of reasonable rates to a requirement of no discrimination by sound deductive
logic.” Lake, Discrimination by Railroads and Other Public Utilities, 10. A common law basis for prohibiting
price discrimination was found by some American judges in the second half of the nineteenth century, but
they did so without specific precedents.

% The best known example was the Credit Mobilier which constructed the Union Pacific. (Glaeser, 45)
% Glaeser, Public Utilities, 45. The best known example is Jay Gould and the Erie Railroad. Idem.

% These were in the 1982 Consent Decree. Their current status is governed by the Telecommunications
Act, 47 U.S.C. § 273.

% Glaeser, Public Utilities, 45. The prime example was the Standard Oil Company, which used these
rebates and rates to crush its competitors. ldem.
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much less. Still, even a small rate advantage enabled a shipper to “freeze out” competitors;
a concession of four percent on railroad rates in the winter of 1877 enabled two shippers to
control the grain trade of New York City, then the largest secondary market in the nation.®
Rate reductions favoring large shippers, or on routes where there was rail or water

competition drew complaints.®

Excess valuations, duplicate capacity, and unnecessary capacity (capacity built
where sufficient demand never developed) were eliminated as up to seventy percent of the
railroads went through receivership. Communities and the Granger movement favored
competition with other railroads and water transport to keep rates low; it was hard to
abandon this policy for a policy of government regulation. Thus, at least in the last decades
of the century, interstate regulation was always hostile to monopoly, and sought, if possible,
to retain competition. The rate wars and discrimination were the direct effect of “excessive
competition.” Discrimination arose out of railroads’ desires to “build up” particular markets
they had entered. Discrimination resulted in high rates for local traffic not subject to
competition, and low rates for traffic between junction points where there was competition.

In addition, large shippers could negotiate concessions.®

The ICC Act was aimed principally at discrimination and rebating. For the general

level of rates, competition was relied upon to control the level of rates. After the first few

% Fogel, Railroads and American Economic Growth, 6-7, citing Richard T. Ely, “Social Studies; Il The
Economic Evils in American Railway Methods,” Harpers Magazine, Vol. 73 (1886), 455; William Larrabee,
Governor of lowa, The Railway Question (Chicago: 1893), 141, State of New York, Legislature, Assembly,
Proceedings of the Special Committee on Railroads, 8 Vols. (Albany, 1879), Vol. 6, 41, 57.

% Glaeser, Public Utilities, 45.

% Glaeser, Public Utilities, 65—66, 68.
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years, there was considerable hostility between the ICC and the carriers.*® Still, as noted
above, Theodore Vail of AT&T and his backers who had experience in railroading,
accepted and even embraced ICC-type regulation, both at the federal and state level, in

order to stabilize the industry.

The Twentieth Century Interpretation
of the First Competitive Era

For at least the last forty or fifty years, textbooks in regulation and economic history
have discussed intra-industry and interindustry competition in transportation as the “long-
haul-short-haul problem.” Competition or potential competition in the other utility industries
was largely neglected and even considered undesirable, because it necessarily involved
duplication of facilities.*® The argument in the textbooks was that there were lower rates
per ton-mile on the long routes between major cities, where there was competition, created
resentment among farmers, in particular, who shipped from intermediate points where there
was little or no competition.’® To a lesser extent, the textbooks mention rebating and secret
discounts, though they tend not to emphasize the anti-competitive effects of these
discounts, even though such discounts, particularly to the Union Tank Car Company, are
well-documented as major instrumentalities used by John D. Rockefeller in establishing the

Standard Oil monopoly. The textbooks also mention the rate wars and instability, which

10 Glaeser, Public Utilities, 68—69.

101 see, for example, Garfield and Lovejoy, Public Utility Economics, 15, quoting John Stuart Mill, writing in
1848 about London, England, gas and water service, in Principles of Political Economy, as quoted in
George T. Brown, The Gas Light Company of Baltimore (Baltimore: Johns Hopkins, 1936), 63-64.

102 An early British canal charter required uniform rates throughout the length. There was an early British
railroad charter that required uniform rates per ton-mile, but this was not usually a major concern on the
relatively short routes in the early years of the nineteenth Century. Lake, Discrimination by Railroads and
Other Public Utilities, 13, n. 19, 15-16.
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were problems for firms in the transportation industries, but would not have been serious
problems for shippers. However, the result of the rate wars was usually the combination of

the firms to create monopolies.*®

The bankruptcies and other problems caused by excessive construction costs and
irregular methods of finance are also mentioned; these are problems for the shareholders
and taxpayers because of the public moneys that were often involved in railroad

construction.

In short, reading the twentieth-century textbooks on public utilities or transportation
would give the impression that competition was a complete failure in the nineteenth century,

and that many of its effects—even when it worked as intended—were pernicious.

Summary: Why Competition Failed

The preceding brief history has shown that throughout most of the nineteenth century
the principal regulatory tools were competition and the restrictions in the corporate charters
(and after the middle of the century, in the franchise agreements). There were some
commissions throughout the century, but commissions did not fully develop their modern
forms until after about 1870. Statistical analysis suggests that this competition was
effective enough to cause price reductions, particularly in major markets. (Indeed, the effect
of competition in transportation can be seen even in prices for farmland.) Still, in the last
quarter of the nineteenth century there was a change in perception, and regulation rapidly

replaced competition as the mechanism for social control of the utility industries. Thus, the

18 Garfield and Lovejoy, Public Utility Economics, 16. This is, of course, the “natural” result whenever pro
fits (or economic rents) are to be made thereby, and there are no statutory prohibitions against such
combinations, or the statutes are unenforced.
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history of this period presents two questions: why were the corporate charters and franchise

agreements ineffective, and why did the public and the legislatures give up on competition?

After being promoted as the principal form of regulation for most of the century, in the
last few years of the nineteenth century the encouragement of competition was replaced by
a system of regulated monopoly. There were several reasons for this shift—a shift that was
very reluctantly adopted by the public and the legislatures: as late as 1874, Senatorial
commissions were recommending ways in which competition (including intermodal

competition) could be increased.

To summarize the reasons that regulation supplanted the promotion of competition:

« Competition resulted in turnover and financial disorganization: Over the
course of the century seventy percent of the railroads were reorganized at least
once. Some of this financial reorganization resulted from exploitation or corruption

and from over-construction.

Large enterprises began to look to government and customers for large construction

subsidies, which were offered to promote economic development.

» Competition resulted in discrimination: As emphasized in the twentieth century
textbooks, discriminatory pricing between long-haul and short-haul routes, occurred.

Some discrimination favored friends of owners or for government employees

» Competitors were not available: Water transport, a strong competitor to railroads
early in the century, was largely driven out of business. There were markets, for the
most part non-nodal, where there was no rail competitor. Small customers

sometimes had no alternative supplier.

» Competition resulted in wasteful construction: This included over-construction

and construction of parallel routes.
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* Rate agreements and pools eliminated competition: Not illegal at the time, rate
agreements and pools were an inevitable and pernicious result of excessive market

power.

* Mergers and consolidations further eliminated competition: An alternative to
rate pools for firms seeking to limit competition, mergers and consolidations
became inevitable in partially competitive utility markets when pools and
agreements were made illegal. Mergers and consolidations addressed the problem
of through traffic.!** They rationalized excessive construction and parallel routes.
They also created legal conflicts due to alternative terms in the franchises of merging

firms.

» Competition was incompatible with large-scale enterprise: The limitations may
have been due to problems of nineteenth century economic organization, capital
markets, or the sizes of nineteenth century product markets relative to efficient firm
sizes, but this perception was nonetheless common in the late nineteenth and early

twentieth centuries.

Thus, over the course of a century, more or less, policy makers changed from
perceiving utility markets as ones in which competition can work (Kaysen and Turner’s case
2 or 3) to falling under Kaysen and Turner’s first case—situations in which competition

cannot exist or survive for long.

Most of the problems of the franchises were addressed when commissions were
established under legislation that set forth obligations and rights of the utilities and that

permitted commissions to investigate and prosecute misfeasance or malfeasance and

194 Now called “interlining” or the “through bill of lading,”this involved long-distance shipments without
reloading or changing cars. This led to the mid-twentieth century quip, that a log could cross the country
without changing cars, but not a human.
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allowed commissions to modify the rules to deal with particular situations. Indeed, the
modern utility commission makes all the specific rules, establishing rates of return and even
specific rates in what are technically rulemaking proceedings. (That is, the rate or rate of
return is a “rule.”) Under these circumstances necessary rights of consumers (or

obligations of the utility) could be addressed with dispatch and expertise.

The financial difficulties and uncertainties were also addressed when commissions
were substituted for franchise regulation. The uncertainties of expiring franchises, and the
ineffectiveness of the franchise form of control when franchises did not expire
simultaneously, became moot. The regulations, rights and obligations, were contained in
the statutes and the rules of the commission, rather than the franchise, and other forms of
enforcement were possible, including fines and forfeitures. Increased flexibility was gained,
since the penalties were no longer limited to nonrenewal of the franchise at relatively long

intervals.

During the period when commission regulation was being established, antitrust laws
began to be enacted. Antitrust laws, by addressing market failures due to lack of
competition, and restoring competition, were particularly effective in industries that had
been monopolized to “stabilize” the market (that is, to raise prices or prevent rate wars) but

in which there were few significant economies of scale.
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