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In virtually every country, the price of residential access to the telephone network is
kept low and cross-subsidized by business services, long distance calling, and various
other telephone services. This pricing practice is widely defended as necessary to
promote "universal service," but Crandall and Waverman show that it has little effect
on telephone subscriptions while it has major harmful effects on the value of all
telephone service. The higher prices for long distance calls reduce calling, shift the
burden of paying for the network to those whose social networks are widely dispersed.
Therefore, many poor and rural households--the intended beneficiaries of the pricing
strategy--are forced to pay far more for telephone service than they would if prices
reflected the cost of service. Despite these burdens, Congress has extended the
subsidies to advanced services for schools, libraries, and rural health facilities. Crandall
and Waverman show that other regulated utilities are not burdened with similarly
inefficient cross-subsidy schemes, yet universality of water, natural gas, and electricity
service is achieved. As local telephone service competition develops in the wake of the
1996 Telecommunications Act, the universal-service subsidy system will have to
change. Subsidies will have to be paid from taxes on telecom services and paid directly
to carriers or subscribers. Crandall and Waverman show that an intrastate tax designed
to pay for each state's subsidized subscriptions is far less costly to the economy than
an interstate tax. Robert W. Crandall is a senior fellow in Economic Studies at the
Brookings Institution. Leonard Waverman is a visiting professor at the London Business
School, on leave from the University of Toronto. They are coauthors of Talk Is Cheap:
The Promise of Regulatory Reform in North American Telecommunications (Brookings,
1995).
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