                                      Understanding Regulatory Environments and their Impact on Economic Change

Harvey S. James, Jr., Ph. D.*

Department of Economics

University of Hartford

200 Bloomfield Ave.

West Hartford, CT 06117

Phone: 860 - 768 - 4864

E - mail: hjames@mail.hartford.edu

and

Derek M. Johnson, Esq.

Saint J oseph College

West Hartford, CT 06269 - 1063

Phone: 860 - 232 - 4571

E - mail: msrdmjlkm@AOL.com

May 2, 2000

Abstract: We propose a framework for evaluating the effectiveness of regulatory activity based on the

distincti ons among boundary, conduct, and attribute regulation. The standard we use to evaluate the

efficiency and effectiveness of regulations creating boundaries, regulating conduct, and defining attributes

is whether the regulations are market - enhancing or marke t - debilitating. We argue that this framework

provides a consistent means by which economists and policy observers can evaluate the impact and

effectiveness of a wide variety of regulatory initiatives, including antitrust actions, as well as economic

and so cial regulations. To illustrate the utility of our framework, we evaluate recent deregulatory efforts

in the telecommunications industry.

(J EL L51) Keywords: Regulation, antitrust, economic analysis, institutions, telecommunications

* Corresponding  author

                                     Understanding Regulatory Environments and their Impact on Economic Change

I.  Introduction

                                                  The public policy debates surrounding the recent deregulation of the telecommunications and
financial services industries, proposed OSHA ergonomic standards , and court rulings in the Microsoft
antitrust case, highlight the continuing unresolved interrelationship between private business conduct and
regulatory regimes. The reason is that, despite numerous in - depth economic examinations of specific
regulations and decades of research on regulatory change, there is little consensus on the impact of
regulatory environments on economic and industrial performance. Our general understanding is that
institutions that channel private behavior into socially productive c onduct or positive sum outcomes are
critical to economic performance and private innovation. Nevertheless, no unified, general framework
exists to properly evaluate all regulatory structures and initiatives from an economic perspective or to
connect our un derstanding of institutions to specific regulatory regimes.

                                                  The absence of a unifying framework for evaluating regulatory activity has led to intractable
debates regarding the economic consistency of public policies as well as the economic significance of
such regulatory structures. The lack of a unifying paradigm is evident in all three areas where business
conduct is regulated:
1

 social regulation,
2

 traditional economic regulation,
3

 and antitrust laws.
4

 For

1

     In Economics of Regulation and Antitrust , Viscusi, Vernon, and Harringto n (1995) divide their text into three
sections o n antitrust; econo mic regulat io n; and health, safety, and environmental (social) regulation.

2

     Important "social" regulations included the Federal Food and Drugs Act of 1906, regulating the safety of food and
drugs (later cosmetics in 1938 and drug effectiveness in 1962); the T raffic Safety Act o f 1966, specifying safety
standards for motor vehicles; the Fair Packaging and Labeling Act of 1966, setting standards for product labeling;

the Co nsumer Credit Protection Act of 1968 (T ruth - in - Lending), requiring the full disclosure of finance  and credit
ter ms and charges; the Occupational Safety and Health Act of 1970, regulating workplace health and safety; the

Consumer Product Safety Act of 1972, setting safety standards for consumer products; and  a number of acts
regulating air and water po llution (including the National E nvironmental Policy Act of 1969; the Clean Air Act of

1970, amended in 1977 and 1990; the Federal Water Pollution Control Act of 1972, amended by the Clean Water

Act o f 1977 and 1987; and the Safe Drinking Water Act of 1 974 , amended in 1986).

3

     So me examples of eco no mic regulation include the Interstate Co mmerce Act of 1887 governing railroads (later
trucks in 1935, water carriers in 1940, interstate telephone between 1910 and 1934, and interstate oil pipelines
between 1906 and 1977); the Federal Reserve Act o f 1913 and the Banking Acts of 1933 (Glass - Steagall) and 1935

example, some economists and professional policy watchers have highlighted the inefficiencies or anti -

consumer effects of many federal regulatory efforts, while others have argued that certain regulatory

structures are necessary to rebalance concentrated economic or market power or to correct social ills .

More recently, researchers have identified selected efficiencies that can arise from these regulatory

programs. For example, Porter and van der Linde (1995) argue that some environmental regulations

produce "innovation offsets" which actually stimulate p roductivity improvements and other competitive

benefits for firms subj ect to the regulations. Similarly, Comanor and Scherer (1995) argue that the

breakup of Standard Oil in 1911 "... had few deleterious short - run consequences and, by shaping a more

compet itive environment, it had a decidedly positive long - run effect" (p. 263). Yet, because of the

absence of a unifying, general framework for analyzing regulatory initiatives, it is difficult to assess the

economic implications of regulatory change. Thus, the  Financial Services Modernization Act of 1999,

which radically altered the banking landscape, and the Telecommunications Act of 1996, which sought to

open the local and long distance telephony markets, could be interpreted as indications that those critica l

of governmental regulation are winning the day, or it could imply that regulators are successfully adapting

their control over industries to technological advancements and market conditions. Without a consistent

means of evaluating different regulatory e fforts, the approaches adopted typically reflect one of the

dominant theories of regulation, such as those based on traditional cost - plus or rate of return regulation,

the "new" incentive regulatory mechanisms,

5
 competition policy, variants of the Stigleri an - Peltzman

"capture" theory, or one of the numerous ad hoc  public interest theories.

6

regulating banking; the Securities Act of 1933 and Exchange Act of 1934 regulating financial services; the

Co mmunications Act of 1934 regulating interstate te lep hone and broadcasting (later cable television in 1968); the

Public Utility Act of 1935 regulating electric po wer; and the Civil Aeronautics Act of 1938 regulating interstate

airlines.

4
      T he major antitrust legislatio ns are the Sher man Antitrust Act o f 1 890, and the Clayton Act and Federal T rade

Co mmission Act of 1914. Major revisions of the Clayto n Act occurred with the Robinson - Patman Act of 1936 and

the Celler - Kefauver Act of 19 50.

5
      See, for instance, Schmalensee (1989) and Gasmi, Ivaldi, and Laffont (1994).

6
      Stigler (1971) and Peltzman ( 1976) argue that private interest group theories ( well - organized groups acquire

political rents at the expense of dispersed groups), rather than public interest models (government interventio n

                                                  Regulatory initiatives may also reflect static models, such as the structure - performance - conduct

(SCP) model, with the structure or concentration of an industry deemed probative of actual or anticipated
anti - competitive conduct. The SCP model has lost momentum over the years, and it has been criticized by
many because it presumes  too much, is not an appropriate lens to evaluate a substantial swath of business
conduct, an d often implies policy results at odds with common sense, particularly in dynamic economic
environments. Nevertheless, the SCP model continues to be the beginning point (and sometimes the
ending point) for public policy analyses regarding changing industri al organizations. Thus, it provides the
backbone for the Justice Department’s antitrust action against Microsoft, for instance, and it is the
benchmark for required regulatory approvals by the Federal Communications Commission and the

Federal Trade Commiss ion.
7

 Significantly, however, despite their criticism of the SCP model, antitrust
laws generally, and other regulatory paradigms, critics offer little insight in how we ought  to evaluate or
reinterpret regulations and antitrust legislation in a manner that  is consistent with dynamic market
behavior.

                                                  In short, we clearly need to reexamine the manner and standards by which we evaluate regulatory
structures. In this article we propose a simple but robust paradigm for evaluating all regulatory
permutations. The  basis of this proposal is that the standard of any regulatory policy, from an economic
perspective, should not be whether the policy is consistent with its stated principal obj ectives or generates
benefits in excess of compliance costs, but whether the pa rticular regulation is market - enhancing or
market - debilitating over time . A determination through which we make this evaluation is predicated on
the three distinct ways in which economic regulations affect firms and markets: They create and define
boundari es; they prescribe or prohibit conduct; and they establish and enforce attributes or standards. By
corrects mar ket imper fec tio ns) , best explain the enactment of regulatio n, while Kroszner and Strahan (1998) find
evidence in the banking ind ustry that private interest group factors, more than the public interest or political -
institutional theories, best explain the timing of der egulatio n.

focusing on the extent to which a regulatory structure creates boundaries (Boundary Regulation),

prescribes permissible behavior (Conduct Regulation), or art iculates standards or attributes (Attribute

Regulation), we are better able to understand and determine the market enhancing or debilitating effects

of regulatory regimes.

                                                  The purpose of this paper is twofold. First, we set out our framework for analyzing  regulatory

activity based on boundaries, conduct, and attributes. This provides the touchstone for an explanation of

the failures and successes of antitrust, economic, and social regulation to date. We argue that, contrary to

what many economists may init ially assert, in a relatively static environment, boundary, conduct, and

attribute regulations can be market - enhancing. Nevertheless, in a dynamic environment, Boundary

Regulation is fundamentally market - debilitating, Attribute Regulation is generally mark et - enhancing,

while Conduct Regulation is sometimes market - enhancing and sometimes market debilitating, depending

on the flexibility afforded firms as a result of these regulations in both the short and long runs. While

many economists may not be surprised  by our contention that regulations that are flexible may have

market - enhancing effects, we claim that the advantage of the Boundary, Conduct and Attribute (BCA)

framework for regulatory analysis is that it gives not only economists but also policy makers a means of

consistently  evaluating current and proposed regulatory initiatives. To make this point clear, we contrast

the BCA framework with the structure - conduct - performance (SCP) paradigm t ypically used as a basis for

economic and antitrust policies, and  we explain how, in the context of the BCA framework, the SCP

perspective as a basis for policy implementation in dynamic economic environments typically results in

market - debilitating effects.

                                                  Second, we show how distinctions based on boundaries, conduct,  and attributes can be used to

evaluate the market - enhancing or market - debilitating effects of regulatory agendas, using the

7
     Although the FCC does not have po wer to enforce antitrust laws as such, it is per mitted to take antitrust policies

into account in making licensing decisions p ursuant to the "public interest" standard of the Federal Co mmunicatio ns

Act o f 1934 governing broadcasters (see FCC v National Citizens Co mmittee for Broadcasting, 436 US 775, 1978).

telecommunications industry as an illustration. The reason we examine telecommunications is because the
industry has been affected by dramatic regulatory changes and technological advances in recent years,
including structural transformations as firms merge and move into complementary sectors of the
communications industry (long distance, cable, Internet access, cellular, et cetera). The technological
changes in the telecommunications industry, and the future economic consequences they are expected to
create, have likewise had a reiterative impact on the governing regulatory structures. Both the evolving
technologies and regulatory str uctures provide an ideal environment within which we can examine the
utility of our proposed framework for evaluating regulatory activity.

II.  The Boundary, Conduct and Attribute Regulatory Paradigm : A Proposed New  Standard

                                                  for Evaluating Regulation Pol icies

                                                  We assert that the only relevant economic  standard of any regulatory policy should be whether
the particular regulation or policy regime is market - enhancing or market - debilitating over time. The
central economic inquiry must ultimately be whether the  general regulatory environment is "dynamically
efficient," such that it expands market opportunities for both consumers and businesses and creates
incentives for firms to lower costs, increase quality, and innovate continually . Because expanding market
ac tivities are tied to properly structured property rights, reduced or truncated transaction and information
costs, and the development, expansion, and exploitation of core competencies and economies of scale and
scope, the touchstone of any regulatory analy sis must focus on these very same factors.

                                                  Market - enhancing regulations, by definition, have efficiency qualities in both the short - run and
long - run. Market - enhancing regulations promote both flexibility  of firm processes, in that they give firms
the incen tive to adopt the lowest cost means of achieving the regulatory obj ectives, and cross -
substitutability  of firm products, in that they give firms incentives to develop new and enhanced products
and processes. Flexibility is necessary for short run market en hancement as it provides opportunities for

market participants to capitalize on core competencies, lower costs, and improve quality.

8
 Cross -

substitutability is likewise critical for the long - run enhancement of markets because it gives firms the

incentive t o innovate continually, invent new products and technologies, develop new or expanded core

competencies, and find new applications for existing products and technologies.

9

                                                  The standard of market - enhancement, with the corollary flexibility and cross substit utability

concepts, are important because they focus attention on core competencies, economies of scale and scope,

and transaction and information costs, all of which are tied to dynamic and evolutionary economic growth

and change. The standard of market e nhancement and its corollaries, while critical at a conceptual level,

however, provides little useful policy prescriptions absent a paradigm that identifies the specific economic

characteristics and impacts of the regulatory structure on those identical fa ctors that are critical to market

development. The paradigm we propose is based on the boundaries, conduct, and attributes (BCA) that

are created or enforced by the regulatory structure. We assert that virtually all economic, social, and

antitrust policies  have boundary, conduct, and/or attribute features. The understanding of how boundary

regulation, conduct regulation, and attribute regulation relate to market efficiencies, and the evaluation of

regulatory regimes based on the degree to which they reflect  the boundaries, conduct, and attributes that

are created or enforced, allows us to directly examine or anticipate the effects of such regulatory

structures on core competency, economies of scale and scope, and transaction and information cost issues.

                                                  The  BCA paradigm rests in part on the common distinction between processes and products (see

Figure 1). Regulations can be either process  or product  oriented. Process regulations impact the means by

which firms develop, produce, and sell their products; that is, they affect the internal conduct  of business

8
     One well - publicized example of flexibility in the traditional regulator y lexico n is tradable pollution per mits, where

businesses choose the technology to m eet the pollution standards according to their ability and willingness to

purchase pollution "rights."

9
     Examples o f cross - substitutab ility include the use of micro wave technology to provide long - distance telephone

service (traditionally acco mplished with wireline service) and Internet access through p ublic telephone and private

cable transmission lines (traditionally accessible through dedicated university and defense department networ ks).

latter conditions are not present, boundaries are clearly market - debilitating. And if appropriate
institutional, domestic product and capital markets or cultural conditions already exist, even the limi ted
case for boundaries is, at best, problematic.

                                                  Conduct Regulation . Conduct regulation is principally process - oriented. As such, it defines how
businesses produce and sell. Price, rate of return, and other performance regulations are examples of
conduct  regulation, as are regulations stipulating the precise technologies firms should adopt to lower
airborne pollution levels, and the procedures workers must follow when handling hazardous chemicals.

Conduct regulation would also include antitrust laws gover ning conduct that is always, or per se , illegal,
including predatory pricing, horizontal price - fixing, division of markets, tying arrangements, and
exclusionary contracting.

                                                  In general, conduct regulation can be either market - enhancing or market - debilitat ing, depending
on the specific nature of the regulation (see Table 1). Regulations that prohibit behavior (negative
regulations) are generally more flexible and hence are relatively more efficient than regulations that
prescribe behavior (positive regulati ons), however. For example, price floors and price ceilings are
relatively more flexible than mandated prices, just as price - cap regulation is generally more efficient than
traditional rate - of - return regulation.
12

 Regulations governing firm conduct might cr eate barriers to cross -
substitutability, but these barriers may not necessarily be as prohibitive as they are in the case of boundary
regulation, especially when the conduct regulation is negative rather than positive. Conduct regulation
may also restrict the ability of firms to exploit core competencies or to lower costs by capitalizing on
potential economies of scale and scope, particularly in the case of behavioral prescriptions.

between the T reasur y Department and Federal Reser ve.

12

          In price - cap regulatio n, a price ceiling is established for products supplied by p ub lic utilities, with the utility being
a "residual claimant" of any cost reductions. T his generally gives the utility a greater incentive to reduce costs b y
allo wing them to increase profit rates through lo wer costs. See, for instance, Gasmi, Laffo nt, and S harkey (1999),

                                                  Attribute Regulation . Attribute regulation is generally product - oriented. Attribute regulation

principally deals with the quality attributes of products or standards but not necessarily which or how

many firms are able to produce and sell the product. Examples of attribute regulation include standards

for weights and measures, p ollution control standards, food and drug safety laws, product labeling

requirements, and industry adoption of Internet Protocol (IP) standards. Compared to boundary

regulation, attribute regulation can be relatively market - enhancing. Attribute regulation is most favorable

to competition and least restrictive of flexibility and cross - substitutability compared to boundary and

conduct regulation, in part because the regulations are applicable to all firms seeking to produce and sell

the regulated product, rat her than a subset of such firms (see Table 1). As long as firms maintain the

specified standards, firms can enter markets and compete on any margin they find most profitable,

particularly in the advancement of their core competencies and the exploitation o f economies of scale and

scope. Moreover, attribute regulation has the effect of lowering transaction costs by reducing the costs of

searching for compatible products or reputable sellers and of lowering information costs by imposing

national quality assur ance standards. Examples are the plug - and - play technology for computers based on

the Universal Serial Bus (USB) port and food and drug laws.

13
 As such, attribute regulation is expected to

be the most conducive to the long - term, dynamic efficiency of markets .

                                                  But, attribute regulation, when taken "too far," can approach boundary regulation (see Figure 1).

For example, the system of inspections by guild officials in 16th and 17th century France consisted of 317

separate regulations governing the dyeing of clo th. These regulations were so comprehensive that they

who provide evidence that in teleco mmunicatio ns the greater  the flexibility allo wed fir m b y the regulator y regime,

the greater is social welfare.

13
          For example, in 1999 the United States Department of Agriculture, which is responsible for t he safety of meat

products, allo wed the irradiation of meat products. T hey also provided guidelines on the manner b y which producers

disclose the irradiation of meat, thus lo wering infor mation costs to consumer s b y providing unifor m quality

assurance and o ther benefits. (T he Food and Drug Ad ministr ation, which has authority o ver food additives,

approved irradiation in 1997.)

required at least six inspections, effectively crippling the country’s textile industry (North and Thomas,

1973).

                                                  Conducting BCA Analysis . The BCA framework provides a simple yet comprehensive way of
e xamining regulatory activity. In particular, economic, social, and antitrust regulations can be analyzed to
determine the degree to which they erect boundaries, prescribe or prohibit behavior, and/or establish
standards or product attributes. As detailed i n Table 1, the economic implications of various regulatory
regimes occurring within dynamic, technologically advancing environments can be assessed based on the
particular type of the regulation. To the extent that regulations create boundaries as solution s to short - run
market imperfections, we can expect that they will be minimally flexible and not conducive to cross -
substitutability. Therefore, they will almost always be market - debilitating. And, in fact, regulations that

"fail" typically do so because th ey create and maintain artificial boundaries around products and markets
that constrain the ability of firms to adapt to rapidly changing technological and economic forces. To the
extent that regulations establish product and quality standards and attribut es, on the other hand, we can
expect that, other things being equal, they will be relatively more flexible in both the short and long runs
compared to boundary regulation, and thus they can be market - enhancing. Conduct regulation is an
intermediate case th at requires a case by case analysis. At a minimum we can say that negative
regulations proscribing specific conducts are less severe than positive regulations prescribing business
conduct. Indeed, negative conduct regulations may be market - enhancing to the  degree that firms are able,
in the aggregate, to exploit core competencies and economies of scale and scope, subj ect to the regulatory
constraint, and if the regulations do not substantially increase transaction and information costs. As we
further explai n below, however, boundary and conduct regulation can be market - enhancing only  when
economic environments are stable and predictable.

III.  The Static SCP Regulatory Paradigm

                                                  The typical economic approach to regulatory analysis and business conduct is pred icated on static

models, which, by their very nature, do not fully recognize the market - enhancing or market - debilitating

effects of many regulations over time. Instead of addressing the critical issue of whether regulations are

market - enhancing, the framew ork commonly used by economists and non - economists alike is based on a

static view of the economy where technology, macro product markets, and the cost - minimi zing

productivity choices of firms are stable and either will not change, or will change in predic ted ways, as a

result of regulatory initiatives. The principal static "paradigm" used today by policy markers, particularly

in the antitrust arena, is one that is based on economic theories of market structure, conduct, and

performance developed by economi sts at Harvard University during the 1930s and 1940s. Under the

structure - conduct - performance (SCP) paradigm, a concentrated industry will either arise from, or result

in, the anticompetitive behavior of firms within that industry, the ultimate effect of w hich is lower output,

higher product prices, and the possibility of excessive profit rates for the industry’s dominant firms.

                                                  The SCP paradigm is growing increasingly unpopular among academic economists. Nevertheless,

whether intended or not, the paradigm  continues to underlie many of the regulatory and antitrust policies

pursued by government agencies today, as evidenced by the recent Federal Trade Commission’s

prohibition of the proposed BP Amoco and ARCO merger and the Department of J ustice’s antitrust action

against Microsoft.

                                                                                                               14
 Moreover, it also forms the basis for how regulatory effectiveness is evaluated. The

merger guidelines followed by the J ustice Department in enforcing the Sherman and Clayton Antitrust

Acts, for example, presume that market power , and thus the expected behavior of firms with significant

14
          In one sur vey o f theoretical, applied, and policy scholars in industrial organization, conducted by Aiginger,

Mueller, and Weiss (19 98), the majority of respondents believed that the SCP paradigm would continue to decline in

relevance in econo mics. Nevertheless, a majority o f the exp erts also believed that "higher margins o f large fir ms are

a consequence of mar ket po wer" (p. 807) rathe r than evidence of higher efficiency, that "market po wer is not a short

run pheno menon" (p. 807), that international co mpetition has not "made the regulation o f mo nopolies an o utdated

policy" (p. 809), and that "antitrust laws [sho uld] be used vigorously t o reduce mo nopoly p o wer" (p. 809), consistent

with the logic o f SCP - based policy.

concentrations of market power, can be approximated by concentration ratios and other measures of
industry structure (see Mueller, 1996). As the basis for policy evaluation, the SCP framework, with  its
emphasis on concentration ratios, relevant markets, and other structural indicia, often leads to conflicting
or even wrong conclusions regarding long run market behavior for two important reasons. First, there is
no generally accepted method of defini ng the boundaries of a market (see White, 1999), a necessary
factor in assessing the presence of market power and in evaluating the nature and extent of market failure.

Second, even with a clear market definition, concentration ratios and other structural market measures
reflected by the SCP paradigm are not necessarily meaningful in dynamic industries characterized by
rapid organizational and technological changes (see Williamson, 1968).

                                                  In dynamic economic environments, the development and extension of p roduct capabilities and
the introduction of new and improving products and processes continually change the nature of industrial
entry and exit boundaries and barriers, as evidenced by mergers or internal growth and adjustments of
industry players. As a re sult, SCP and other static regulatory paradigms, when used as a basis for
regulation, often have market - debilitating  rather than market - enhancing  effects. Because of the emphasis
of such models on the structural characteristics of markets, policy proposals  derived from SCP are
inflexible and not conducive to cross - substitutability. Similarly, the regulation of business conduct
through antitrust policies based on SCP, with their prohibition of behaviors that can, under some
circumstances, be justified on eff iciency grounds,
15

 also fail to allow firms the flexibility to capitalize on
advances in technology and exploit core competencies in new or expanding markets. Consequently, from
a consideration of the BCA framework, such a static paradigm as a basis for pol icy analysis fails to
inform fully on the dynamic characteristics of market activity.

15

          See Mueller (1996), who describes the shifts in enforcement policies of antitr ust laws in the United States based
on the econo mic justificatio ns of specific b usiness conduc ts.

IV.  Boundary, Conduct, and Attribute Regulation Within the Telecommunications Industry

                                                  The telecommunications industry has been subject to extensive regulation from virt ually the

beginning of the telephone and broadcasting revolutions. Telecommunications are regulated primarily by

the Federal Communications Commission (FCC) at the federal level, but also by Public Utility

Commissions in every state. In addition, telecommu nication companies are subj ect to federal and state

antitrust statutes.

                                                                                                       16
                                                                                                                  The principal reasons justifying telecommunications regulation have been externalities

in the case of broadcasting (interference from broadcasters "roaming" the electromagnetic spectr um) and

natural monopoly in the case of wireline telephony (high cost of constructing a local wireline exchange

network).

                                                  Historically, the types of regulations governing telecommunications have been derived from

conduct and boundary perspectives. Profit r ates were carefully regulated, as were the prices for local calls

and intra - network toll calls, and the types of services offered (call waiting, caller ID, voice mail, et

cetera). Moreover, access to local exchange networks was regulated, with specific geo graphic territories

allocated to one local exchange carrier per area. For example, when the Regional Bell Operating

Companies (RBOCs), which controlled the maj ority of local exchange networks in the United States,

were broken up following the antitrust inv estigation by the Department of Justice in the 1970s of AT&T,

the divestiture created 161 local access and transport areas (LATAs), or local exchange networks, each in

precisely - designated geographic areas. The seven RBOCs divested from AT&T were prohibite d from

carrying local and toll calls across designated LATAs. Calls across LATAs, however, were handed off to

long - distance companies.

17
 Each of these regulations were justified on the grounds that the provision of

local telephone service is a natural monop oly and that the behavior and performance of natural

16
          Neither the T eleco mmunications Act of 1934, nor its subsequent amend ments, give antitr ust immunity to

telephone carriers with respect to alleged antico mpetitive co nduct (Maco m Products Corp. v American T el. & T el.

Co., 359 F Supp 973, 1973). Moreover , neither the FCC no r state regulator y policies provide a basis for exemptio n

fro m federal antitr ust laws (Essential Co mmunications Systems, Inc. v American T el. & Tel. Co., 610 F2d 1114,

1979).

monopolies must be regulated to ensure socially - desirable conditions, consistent with the static SCP
perspective.

                                                  Similarly, until recently, FCC regulations permitted only two carriers in a geographicall y defined
cellular market (800 MHz frequency band). Typically, one license went to the local exchange carrier and
the other to the winner of a lottery.
18

 Although the stated j ustification for allowing only two cellular
carriers was to promote competition be cause of the market failure that is expected to occur in an
unregulated environment involving competition in the electromagnetic spectrum, in actuality the
evolution of the regulatory policy of the broadcast spectrum was based on the political cost of
admi nistering a regulatory program, with the emphasis on the structural characteristics of the market (see

Hazlett, 1990).

                                                  The Telecommunications Act of 1996 was a response to the dynamic technological changes
occurring within the industry. It ’s principal jus tification was "the premise that technological changes will
permit a flourishing of telecommunications carriers, engaged in head - to - head competition, resulting in a
multitude of communications carriers and programmer s being made available to the American c onsumer"

(Meyerson, 1997, p. 252). Indeed, the 1996 Act removed significant regulatory boundaries erected and
maintained since the 1930s. Thus, many regulators and economists expected the telecommunications
market to respond positively following the Act’s implementation. While a landmark in its dismantling of
many regulatory boundaries,
19

 however, the 1996 Act has failed to promote entry and competition in the
local exchange markets. One reason proposed for the apparent failure of the 1996 Telecomm Act is th at
there have been a number of legal challenges to the Act by incumbent local exchange service providers

17

          See Harris and Kraft (1997) for an extensive discussio n.

18

          Recently, ho wever, the FCC has auctioned off additional licenses for wireless co mmunications ser vices (1850 to

1990 MHz frequency band).

19

          According to the FCC, "In the old regulator y regime, go vernment encouraged monopolies. In the new regulator y
regime, we and the states remove the outdated barriers that protected monopolies fro m co mpetition and
affir matively pro mote efficient competition using tools forged by Co ngress" (Federal Communications Co mmissio n,

1996, p. 45,476; quoted in Meyerson, 1997, p. 253) .

which have slowed the Act’s implementation (Economides, 1998). We propose an alternative, though not

contradictory explanation, based on an examination  of the provisions of the 1996 Act that create

boundaries, prescribe conduct, and establish attributes. Specifically, our hypothesis is that the failure of

the 1996 Act to produce the anticipated benefits is due in large measure to the conduct restrictions  the act

created and perpetuated for potential entrants into the local telephone exchange markets, even though it

removed substantial boundary regulations. Furthermore, the 1996 Act perpetuated important boundary

regulations, which have contributed to the market - debilitating effects of the telecommunication

regulation.

                                                  One of the principal purposes of the 1996 Telecommunications Act was to promote competition

in the local exchange telephone markets by "allowing" the entry of rival local exchange carriers (L ECs),

long distance companies, and cable companies into the telephone market. Indeed, on the surface the 1996

Act appears to be designed to lower the boundaries around telecommunication markets and to promote

cross - substitutability in part by requiring the  interconnection of entrants at any "feasible" point within the

local exchange network.

20
 In this way the 1996 Act had the potential of being relatively more market -

enhancing than previous regulatory efforts over telecommunications, particularly to the exte nt that

interconnection requirements and standards are uniform and accessible to all potential LEC market

entrants. For example, the 1996 Act mandates five obligations of all incumbent and potential exchange

carriers: (1) LECs are prohibited from stipulati ng unreasonable conditions on the resale of

telecommunications services, (2) LECs must provide "number portability," meaning that customers must

be allowed to switch LECs without having to give up their existing telephone numbers, (3) LECs must

ensure "dia ling parity" in that all customers are able to dial the same number of digits when using any

provider, (4) LECs must provide interconnection access to their competitors, and (5) LECs must establish

"reciprocal compensation arrangements" in which the origin ating carrier compensates the call terminating

produced (at least in the short - run) "the acquisition by consumers of the benefits of technological
advances" (Economides, 1998, p. 2) envisioned by the legislation’s proponents.

V.  Conclusions

                                                  J oskow (1975) observed that "the ultimate test of the utility of the various models is whether they
prove useful to people in analyzing problems involving actual markets or groups of markets" (p.  273). We
propose a useful framework for evaluating the effectiveness of regulation based on the distinctions among
boundary, conduct, and attribute regulations. The standard we use to evaluate the efficiency and
effectiveness of regulations creating bound aries, regulating conduct, and defining attributes is whether the
regulations are market - enhancing or market - debilitating. The advantage of this framework is that it
provides a consistent means by which economists and policy observers can evaluate the impa ct and
effectiveness of a wide variety of regulatory initiatives, including antitrust actions, as well as economic
and social regulations.

                                                  According to our framework, much of what constitutes economic, social, and antitrust regulation
creates and defines b oundaries and prescribes specific behaviors of the regulated firms. For these reasons
they are generally market - debilitating over time. This judgment of regulatory policy is not an inverse
capture theory, and neither is it related to ideological biases aga inst regulation per se . Rather, regulatory
failure relates to the static nature of boundary regulation and general inflexibility of such or similar
regulatory structures that are unable to absorb or meld dynamic change, including technical change or
shocks  to the economy. Conduct regulation is an intermediate case, which should be j udged on a case - by -
case basis, although regulations prohibiting specific conducts (negative regulation) will be expected to be
more efficient than regulating prescribing specific  conducts (positive regulation). Attribute regulation,
however, can adapt, provides proper incentives, and is generally market - enhancing.

Ref erences

Aiginger, Karl, Dennis C. Mueller, and Christoph Weiss, (1998) "Obj ectives, Topics and Methods in

                                                  Industr ial Organization During the Ninties: Results from a Survey," International Journal of

                                                  Industrial Organization , 16(6), 799 - 830.

Botein, Michael H., (1996) "Antitrust Issues in the Telecommunications and Software Industries:

                                                  Cable/Telco Mergers and Acquisiti ons: An Antitrust  Analysis," Southwestern University Law

                                                  Review, 25, 569 - 604.

Comanor, William S., and F.M. Scherer, (1995) "Rewriting History: The Early Sherman Act

                                                  Monopolization Cases," International Journal of the Economics of Business , 2(2), 263 - 289.

David, Paul, (1970) "Learning by Doing and Tariff Protection: A Reconsideration of the Case of the

                                                  Antebellum United States Textile Industry," Journal of Economic History , 30(3).

Economides, Nicholas, (1998) "The Telecommunications Act of 1996 and it Impac t," paper presented at

                                                  the Annual Telecommunications Policy Conference, Tokyo, J apan, December 4.

Eig, J onathan, (2000) "Behind the Tense Race To Create Dog Litter With the Right Stuff," Wall Street

                                                  Journal , Wednesday, February 23, A1.

Federal Communicatio ns Commission, (1996), "Implementation of the Local Competition Provisions in

                                                  the Telecommunications Act of 1996," part II, order, Federal Register, 61, 45,476 - 45479. Quoted

                                                  in Michael I. Meyerson, (1997) "Ideas of the Marketplace: A Guide to the 1996

                                                  Tele communications Act," Federal Communications Law Journal , 49, 253.

Gasmi, F., M. Ivaldi, and J .J . Laffont, (1994) "Rent Extraction and Incentives for Efficiency in Recent

                                                  Regulatory Proposals," Journal of Regulatory Economics , 6, 151 - 176.

Gasmi, F., J .J. La ffont, and W.W. Sharkey, (1999) "Empirical Evaluation of Regulatory Regimes in Local

                                                  Telecommunications Markets," Journal of Economics and Management Strategy , 8(1), 61 - 93.

Harper, Lawrence, (1942) "Mercantilism and the American Revolution," Canadian Histo rical Review ,

                                                  March.

Harris, Robert G., and C. Jeffrey Kraft, (1997) "Meddling Through: Regulating Local Telephone

                                                  Competition in the United States," Journal of Economic Perspectives , 11(4), 93 - 112.

Hazlett, Thomas W., (1990) "The Rationality of U.S. Regul ation of the Broadcast Spectrum," Journal of

                                                  Law and Economics , 33(April), 133 - 175.

J oskow, Paul, (1975) "Firm Decision - Making Process and Oligopoly Theory," American Economic

                                                  Review , Papers and Proceedings, 65, 270 - 279.

Kroszner, Randall S., and Philip E.  Strahan, (1998) "What Drives Deregulation? The Economics and

                                                  Politics of the Relaxation of Bank Branching Restrictions," SSRN working paper, available at

                                                  <http://papers.ssrn.com/paper.taf?abstract_id=170355>.

Meyerson, Michael I., (1997) "Ideas of the Mar ketplace: A Guide to the 1996 Telecommunications Act,"

                                                  Federal Communications Law Journal , 49, 251 - 288.

Mueller, Dennis C., (1996) "Lessons from the United State’s Antitrust History," International Journal of

                                                  Industrial Organization , 14, 415 - 445.

North, Do uglass C., and Robert Paul Thomas, (1973) The Rise of the Western World: A New Economic

                                                  History , New York: Cambridge University Press.

Peltzman, Sam, (1976) "Toward a More General Theory of Regulation," Journal of Law and Economics ,

                                                  19(August), 211 - 240.

Po rter, Michael E., and Claas van der Linde, (1995) "Toward a New Conception of the Environment -

                                                  Competitiveness Relationship," Journal of Economic Perspectives , 9(4), 97 - 118.

Sawers, Larry, (1992) "The Navigation Acts Revisited," Economic History Review , 45( 2), 262.

Schmalensee, Richard, (1989) "Good Regulatory Regimes," Rand Journal of Economics , 20, 417 - 436.

Stigler, George J ., (1971) "The Theory of Economic Regulation," Bell Journal of Economics and

                                                  Management Science , 2(spring), 3 - 21.

Viscusi, W. Kip, Joh n M. Vernon, and J oseph E. Harrington, Jr., (1995), Economics of Regulation and

                                                  Antitrust , second edition, Cambridge, MA: The MIT press.

White, Lawrence J ., (1999) "Wanted: A Market definition Paradigm for Monopolization," working paper

                                                  #CLB - 99 - 002, Center  for Law and Business, New York University, available at

                                                  <http://papers.ssrn.com/paper.taf?abstract_id=164869>.

Williamson, Oliver E., (1968) "Economies as an Anti - trust Defense: The Welfare Trade - offs," American

                                                  Economic Review , 58, 18 - 36.

Figures

Figur e 1. Proposed relationship between boundary, conduct, and attribute regulation.

Tables

Table 1. Predicted relationship between regulation characteristics and efficiency standards.

Regulation

Characteristic

Flexibility

Cross -

Su bstitutability

Boundary  ˘  ˘

Conduct

       -  Positive

       -  Negative

˘

+/ ˘

˘

+/ ˘

Attribute  +  +

Conduct

                                                                                                                                Positive

                                                                                                                                Negative

Boundar y

Attribute

                                          PROCESS - ORIENTATION  PRODUCT - ORIENTATION