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Chapter
Telecommunications

8.1 Introduction

British Telecommunications plc (BT) became the first public utility
company to be privatized by the Conservative Government when its shares
were offered for sale in November 1984, More than three billion shares,
representing 50.2 percent of BT's equity, were offered at 130 pence per
share payable in three instalments. When applications closed on 28
November, the offer was heavily oversubscribed, and after dealings began
on 3 December the share price soon rose further. In chapter 7 we discussed
the techniques used to sell shares in BT and other privatized companies,
and we examined the consequences for wider share ownership. The purpose
of the present chapter is to examine the framework of competition and
regulation devised for the privatized BT.

The chapter has five sections. The rest of this Introduction contains an
outline of some elements of telecommunications economics—the principal
products and services supplied by the industry, new technologies, the
nature of demand, and cost conditions, Section 8.2 briefly describes the
main firms operating in the industry today, notably BT and Mercury. The
following section then explains the rapid evolution of the framework of
competition and regulation within which those firms operate, in particular
the 1981 and 1984 Acts of Parliament, which respectively introduced
Measures of liberalization and privatization. Section 8.4 describes some of
the main events after privatization, including the ruling by Oftel on
interconnection, BT's takeover of the equipment manufacturer Mitel, and
BT's pricing policies in the face of competition from Mercury. The final
section then offers an economic assessment of the competitive and
regulatory mechanisms that have been introduced, and discusses some of
the key issues that will arise for future policy towards the industry.

8.1.1 Some Basic Elements of Telecommunications Economics

The numerous elements of a telecommunications system can be broadly
classified as follows. First, there is the physical equipment in the system.
This includes customer premises equipment (telephone handsets. facsimile
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machines, private automatic branch exchanges (PABXs). etc.), public
switching systems or exchanges (which establish links between users of
the network), and transmission media (cable, satellite, etc.). Secondly,
there is network operation. Telecommunication networks are typically
operated in a tiered manner, with users connected to a local exchange
which is connected by trunk or long-distance links to other local exchanges
and to the international network. Thirdly. there are the services provided
by the system. The basic service is the conveyance of voice, which still
accounts for the bulk of traffic, but the number and variety of services is
increasing very rapidly. Visual images, data. and signals of all kinds are
being transmitted through telecommunications systems as the appli-
cation of information technology expands. There is particular growth in
value-added network services (VANS). which are services that do
more than the simple conveyancing of messages, for example by storing
and forwarding messages, accessing databases, or providing electronic mail
facilities.

Rapid technological advance is taking place throughout the industry,
partly because of the convergence with data processing technologies.
Electronic switching systems are replacing the old electromechanical
“Strowger™ technology. Developments in software are greatly enhancing
the functional capability of telecommunications apparatus. Optical fiber
technology is being introduced instead of coaxial cable for long-distance
transmission because of its excellent high capacity properties. Microwave
radio technology is being developed and applied in satellite networks and
mobile radio (including “‘cellular” radio systems, in which an area 1s
divided into interconnected cells. each of which can use the same
radio channels). Cabling for TV and home entertainment also offers
opportunities for the potential provision of telecommunications services.
These technological advances greatly expand the potential uses for
telecommunications systems, and they open numerous opportunities to
bypass the traditional public network.

It is worth noting some features of the demand for telecommunications
services. There is an externality effect between users because the desire of
any individual to subscribe to a network depends on who else subscribes to
it. This externality is sometimes claimed as a justification for the subsidy of
telephone rentals. It is also at the heart of the question of the
interconnection of rival networks. Another externality arises from the fact
that the cost of a call is generally borne by the caller, although the call
usually (but not always) also benefits its recipient. In principle, this
externality might influence the optimal pricing of calls. Social benefits may
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al§0juslify special measures to ensure the provision of emer
widespread call boxes, and services in rural areas for examp
On the cost side we are particularly interested in w
monopoly conditions exist (i.e. whether single-firm prod
f:fﬁcient). This question is complicated by the fact that the
industry are rpany and varied. Equipment supply and the provision of
VANS are evidently not naturally monopolistic, but the question is not
quite so clear cut in relation to network operation, especially at the local
leve{. although competition is more likely to be efficient on long-distanc
and intfzrnational services. There are some scale econom ;
tran§mlssxon. and the network as a whole must be planned in an integrated
fa§h|on. An excellent account of these matters, and the econometric
evidence. is given by Sharkey (1982, chapter 9) who concludes (p. 213) that:

gency services,
le.

hether natural
uction is most
outputs of the

ies in switching and

A?tu]:‘t:eszl;aerg'nige f:l(ius¥ry has many ofthc chargcleristics of a natural monopoly.
g san - Changing technology is expapdmg the boundaries of the industry
nd blurring the distinctions between communications and information processin
Certainly under the broadest definition this evolving industry is not a naturfi

monopoly.™

(More recent econometric studies include those of Evans and Heckman
(1984) and Charnes er al. (1985).) As demand grows and technology
advances, the case for competitive mechanisms strengthens. What used to
be a natural monopoly may cease to be so. and we saw in chapter 3 that
even where natural monopoly elements possibly remain. the benefits ot:
Competitive pressure may nevertheless be considerable.

8.2 The Telecommunications Industry in Britain

Before examining the regulatory and competitive regime in which they
szjerate. we now describe the principal firms in the telecommunications
Industry in Britain-—BT, Mercury, equipment suppliers (including GEC

and Plessey), and competitors in other areas including cellular radio, cable
and VANS, ‘

821 British Telecom
FTQm 1912 until the 1981 British Telecommunications Act. telecommuni-
Cations in Britain were the responsibility of the Post Office, a state-owned
Monopoly. That Act separated telecommunications from postal services
a"d.established BT. The company became a public limited company in
April 1.984 and was privatized in November of that year.

BT is required by its license to comply with the RPI—3 price control
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formula (see below), and to meet various service obligations (e.g. regarding
universal service and special community needs) and fair trading
obligations. Otherwise it has normal commercial freedoms in domestic and
export markets. BT’s internal organization has recently been reformed in
response to privatization, competition, and regulation. Its operating
divisions (see BT’s 1987 Annual Report) are as follows.

(a) U.K. Communications, which operates BT’s local and long-distance
networks, and is responsible for the supply and maintenance of customer
premises equipment. This division was recently formed by amalgamating
BT’s previously separate local communications and national networks
divisions.

(b) BT International, which is responsible for international communi-
cations and business services.

(c) Overseas Division, which sells BT’s knowledge and expertise abroad.
(d) International Products Division, which develops, produces, and
markets BT’s telecommunications and information technology products
internationally. This division also manages BT’s majority interest in Mitel
(see section 8.4.2 below). '

(e) BT Enterprises, which is responsible for developing, procuring, and
selling apparatus to consumers and businesses (telephones, PABXs, etc.).
for BT’s interests in mobile communications, and for value-added systems
and services such as Yellow Pages and Prestel.

(f) Engineering and Procurement, whose responsibilities include R&D and
the purchase of major systems such as System X.

Table 8.1 shows BT’s revenues and profits for its main services in the year
to 31 March 1987, with Mitel consolidated. Operating profit (£2,349
million) as a percentage of sales revenue was 25 percent, and the return on
capital employed, measured in historic cost terms, was 21.1 percent. On 31
March 1987 BT’s stock market capitalization was about £15,000 million
(compared with £7,800 million at the time of flotation). Demand has been
growing rapidly in recent years, with inland call volume increasing
annually at about 7 percent and international volume at around 11 percent.
BT has made major investments in new technology, notably digital public
switches, and in the year to 31 March 1987 its capital expenditure was
£2,107 million. The company employs approximately 235,000 people; staff
numbers have been cut in recent years.

In summary, notwithstanding the introduction of the competitive and
regulatory framework after privatization, BT is a highly profitable
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Table8.1 Financial information on British Telecom for the year to 31 March 1987
Turqoyer Profit (loss)
| (£ million) (£ million)
Pubtic telephone service
Rentals
Business
Residential 1 (4)28
Customers® calls 3.536
Apparatus I‘]64
Public payphones > llgg e
Private circuits, telex 1,062 l(;j)
Total inland services
International services 17;(1); ]Zgg
Overseas activities 318 (36
)
Tot: 9,424 2349
al 9,424 2,349
Net interest payable (282)
Profit on ordinary activities
before taxation 2.067
Capital employed (total net
assets less current liabilities) 1,112

Source: BT Annual Report (1987).

e . . .
‘ntgrprl‘se that dominates more or less every aspect of the telecommuni-
Cations industry in Britain.

8.2.2 Mercury

II]\::";C;:(y Communi.cations Lt.d'is the only national telecommunications
' Operator in competition with BT, and the Government has
T;;lgu(!;f:sd ap i'nteption nqt to license furthgr competitors at least until
Upon. Hu“eg IS a thlrd.publ}c telecqmmumcauons operator, the Kingston
0 1t furt 1ty Council yvhnch ru.nsilts local network. but we shall not refer
el pon efr“)hMercury is a s’ubsnfilar.y of Cable and Wireless, which was
o ol;n (;)bt 'c:GovernFncnt S pn.vanza.u.on program. Originally Mercury
Bank a;SZ be]y a consortium to Yvhxch British Petroleum (BP) and Barclays
ovner e onged, t.mt they w1thfirew t<? leave Cable and Wireless as sole
- “‘;en reury obtained its first license in 1982 and now operates under a
s¢ granted under the 1984 Act.
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Mercury’s strategy in the U.K. is to establish a new digital
telecommunications network linking major business centers. Its *“figure of
eight” optical fiber network links cities such as Manchester, Leeds,
Birmingham, Bristol, and London. This network is being extended to
major centers on the south coast, and there are microwave links to
Scotland. Mercury also has an extensive network in the City of London.
Mercury’s service was launched in May 1986. and its aim is to have 5
percent of the U.K. market by 1990. The main target is the business market,
especially in the City, but Mercury is also making limited progress in the
residential market. Mercury is attacking the lucrative international market
as well. It has two satellite earth stations in Oxfordshire and London and it
has been actively seeking to negotiate agreements and joint ventures with
overseas operators, especially in North America and Japan.

Mercury launched its public telephone service in May 1986 following the
pro-competitive ruling on interconnection by Oftel in October 1985, which
we shall describe in section 8.4.1. We shall look at the nature of competition
between BT and Mercury in section 8.4.4.

8.2.3 [Equipment Suppliers

The largest U.K. suppliers of telecommunications equipment are GEC
and Plessey. They lic approximately tenth and twelfth in world
telecommunications sales rankings. being much smaller in size than such
companies as AT&T (whose manufacturing subsidiary is Western
Electric), ITT (who formed a joint venture with the French company CGE
at the end of 1986), Siemens, Northern Telecom, Ericsson, and NEC.
Nevertheless GEC and Plessey supplied about half of the £1,600 million
U.K. market in 1984-1985, according to the Monopolies and Mergers
Commission (1986b, p. 28). Another major U.K. supplier is STC.
However, BT, the main purchaser of telecommunications equipment, 1S
increasingly looking to overseas sources of supply, and domestic sourcing
is likely to fall further in proportionate terms. This trend is illustrated by
BT’s policy for the procurement of public switching equipment.

In the late 1970s agreement was reached between the Post Office, GEC.
Plessey, and STC (who later withdrew) to collaborate on the development
of the System X digital public switch. After disappointing difficulties and
delays with System X, BT placed an order in 1985 for the rival System Y.
which is produced in the U.K. by Thorn Ericsson using Swedish technology
developed by its parent. Oftel intervened to try to limit for three years BT's
purchases from sources other than System X in order to give GEC and
Plessey some time to adjust to the more competitive market situation. In the
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future BT will use competitive tendering in procurement. GEC made a bid
for Plessey _in 1986, but the Monopolies and Meréers Comr:'d'l
recgmmended that the proposed merger was against the public intlss,on
mainly because of concerns relating to defense electronics Howew eGreESL
and Ples§cy are to merge their telecommunications equipn‘xent bus:' S N
Suppllers of customer premises equipment include the ma'oreissfs.
national companies mentioned above, and BT itself as a resill orP ;1:

acquisition of Mitel. We will consid ition i
: . er competition in a atus
later in the chapter. ’ PPt supply

8.2.4 Competitors in Other Areas
\lir])de-r' dthlS hea@mg come competitors in cable, cellular radio, and
ue-added services. Government policy on cabling is contained in the
((:?able zfnd Broadcasting Act 1984, which followed the Report of the Hunt
foc:r::;;ttzzr(dl.‘BZ)A The Cable Authorit)./ is responsible for licensing, and
[ransrori] inrmg 'st;.indards and compau.bih'ty. As well as its potential to
s oy form‘:ltlon afu.i ho.me entertainment services generally, cabling
: or corppelmon In telecommunications because it offers the
uture prospect of rivalry between local network operators. However, at
presem cable companies are allowed to offer voice telephony services 0’ 1
}flhey do so in conjunction with BT or Mercury, the network duopolierlsy
(hhe extent ofcabling in Britain has so far been limited. By the end of 1986
e Cable Authority had awarded cable franchises in 22 towns and cities
Nine c?fthese were licensed as public telecommunications operators and aré
Planning the introduction of telephone services. The cable companies in
ggzentry and Swindgn are BT subsidiaries. and BT also has a stake in the
rdeen and Westminster cable companies.
neglsrris—a—rce lltwo organizations licensed o operate cellular radio
Both o e m’et .(owqed by BT and Securicor) and Racal-Vodaphone.
- g'rf operations in Jgnuary 1985 on roughly level terms, and the
gr?);,f}: hsd.s bf:en charas:tenzgd by fierce competition and spectacular
“censed. t everal f'.nrms.. mclud.mg Mercury and Racal, have also been
O run nationwide radiopaging services.
an:jn]i(::‘tl(;per :)282 the Governmcpt ‘issued a General Licence for VANS.
Induse. /I\l’lg came the responsnbhty of the Department of Trade and
VAD\S )L.i ‘ new l2ty~ear class lllcense for value-added and data services (the
liberah.m;encef) "w;as signed in May 1987 (see section 8.4.6). Since the
v ono \d.ue.-added Sf:rwces several hundred suppliers providinga
range of specialized services have entered the market. Entry barriers

are i : is li
now fairly low, and there is little or no regulatory impediment to PP T I
-~ 7 AN
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8.3 The Framework of Competition and Regulation

The regime of competition and regulation established for the British
telecommunications industry in the 1980s represents a radical departure
from long-standing earlier practice. Although competition to supply
telegraph services existed for a brief period in the mid-nineteenth century.
in 1869 the Post Office (a government department) was given a statutory
monopoly of inland business. In 1880, four years after Bell patented the
telephone, this monopoly was extended to telephone services. The chosen
approach was therefore to limit competition and for Government to run
the industry according to public interest objectives broader than the pursuit
of profit. For a period of about 40 years the Post Office granted licenses to
private companies and municipal authorities, but the regime of
competition and regulation did not work satisfactorily (see Hazlewood.
1953), and by 1912 the Post Office had taken over all telecommunications
suppliers (except for the municipal authority in Hull). The Post Office
remained a government department until 1969 when it became a public
corporation. It had the monopoly, or “‘exclusive privilege,” of running the
networks and of approving, supplying, installing, and maintaining
customer premises equipment. Before describing how the regulatory
system in Britain was reformed in the 1980s, it is worth briefly reviewing
parallel developments in the United States (see Brock, 1981).

8.3.1 Policy Developments in the United States
Bell’s invention in 1876 was a major threat to the telegraph patent of
Western Union, and in 1879 patent litigation between the two firms was
settled by an agreement which gave Bell a monopoly in local services and
Western Union a monopoly of long-distance telegraph services. Bell’s main
patents ran out in 1894, and numerous competitors entered the industry.
Bell responded by bringing patent suits, by cutting prices, by acquisitions.
and by using its control over the long-distance network. Bell (now AT&T)
restored its market dominance by mergers and by the advent of regulation
at state level, which afforded it welcome protection from competition. The
passage of the Communications Act in 1934 marked the beginning of
federal regulation. Subsequent rulings by the Federal Communication
Commission (FCC) had the effect of inhibiting entrants, for example those
seeking to use microwave technology. A government antitrust challenge to
AT&T was met by the 1956 Consent Decree, which confined AT&T to its
regulated businesses but did not greatly affect its operations there.
Changing technologies brought new competitive threats from long-distance
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carriers such as MCI and terminal equipment suppliers. AT&T
Fielayed entry by using lengthy regulatory procedures, by r;:strictin
interconnection, and then by price-cutting. The FCC did evenlualllg
remove regulatory barriers to entry, but its approach was not vigorously
pro-competitive and its net effect was to delay entry (see Brock, 198 ly
g‘hapters 8 and 9). The historical record for this period shox,vs the:
1rtnp:)rtf1ncefc)f}:1ertical integration, the terms of interconnection, the pricing
strategies of the dominan ation in inhibiti
oy t firm, and the role of regulation in inhibiting
. However, by the early 1970s a number of competitors had entered the
mc.iustry.. or were threatening to enter. Many of them brought antitrust
SUIIS. against AT&T (such private actions are not possible under U.K. law)
and in 1974 the Justice Department began another major action ag.air;st th(;
C(.)mpa.ny. When the case ended in January 1982, AT&T was required to
d1v§st itself of its local network operations. which are now run by separate
reglon;}l Bell companies (the so-called “Baby Bells”). AT&T retained its
long-dnstgnce division, Bell Laboratories, and Western Electric, the
communications equipment manufacturer. The settlement gave A}&T
greater freedom to compete in data processing and information systems
The Baby Bells were barred from the long-distance market and fron;
appargtus production, but they were permitted to market equipment.
Amencan policy to combat the danger of anticompetitive behavior by an
lntggrated dominant firm has therefore been one of vertical separation
.Belng'under separate ownership, the local network operators have less;
Incentive to favor any particular long-distance carrier. AT& T and the Baby
Bell's are confined to separate spheres—long-distance services and
€quipment manufacturing on the one hand, and local networks on the
othgr—and incentives to distort competition are lessened.

Since the break-up, AT&T’s long-distance business has prospered. lts
market share has remained at around 80 percent, and its main rivals—MCI
and GTE Sprint—have incurred large losses. A major network
modernization program is cutting AT&T’s costs, and long-distance tariffs
have fallen substantially. AT&T Network Systems (the successor to
:;/estem Electric) has also done well supplying equipment to the Baby
loegz;ll.asu;'AT&T‘s business supplying telephone ar?d computer equipment
reston ds‘not been profitable. Pressure is mounting to relax some of the
Depanmns n;lposed on the Baby Bells by the 1982 settlement. The Justice
londin ent has re(.:ommend.ed that they ‘should be allowed to compete in

ance services outside the regions where they operate local
fetworks. They may also be allowed to enter apparatus production. It is
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too soon to judge what would be the result of these policies of regulatory
reform. but the emergence of head-to-head competition between former
parts of the AT&T empire is a distinct possibility. As we shall see in the rest
of this chapter, British telecommunications policy has been very different
from the American approach of radical structural reform.

The regulation of AT&T’s pricing is also undergoing reform. The
Federal Communications Commission proposed in the summer of 1987
that rate-of-return regulation should be replaced by price caps on AT&T's
long-distance services. In similar spirit to British RPI - X regulation, price
caps are intended to sharpen AT&T’s incentive to secure efficiency gains.
We will argue below that the effectiveness of such a method of price control
depends critically upon the information available to the authorities at times

of regulatory review.

8.3.2 Liberalization and the 1981 British Telecommunications Act

in July 1980 the Secretary of State for Industry, Sir Keith Joseph.
announced to Parliament the Government’s proposals to end the
state telecommunications monopoly by introducing some measures of
liberalization. The resulting British Telecommunications Act, which
received Royal Assent in July 1981, established BT as a public corporation
separate from the Post Office and opened the way to some competition in
equipment markets, network operation, and the provision of services.

As regards customer premises equipment, the Act did two things. First, it
abolished BT’s exclusive privilege to supply customer apparatus, with the
exception of BT’s right to supply a customer’s first telephone (‘‘the prime
instrument™”) which did continue for a while. Secondly, it established
independent machinery to set standards and approve equipment. Approval
either from the British Approvals Board for Telecommunications (BABT)
or from the Secretary of State became necessary for equipment to be
supplied for attachment to BT’s network. The Act made competition from
network operators possible by giving the Secretary of State powers 10
license firms other than BT to run telecommunications systems. Those
powers were exercised when Mercury was granted its license. The Act also
liberalized the use of BT's network by allowing competition in value-added
network services.

An economic assessment of the liberalization of VANS was con-
missioned in 1980 from Professor Michael Beesley of the London Business
School. The Beesley Report (1981) on Liberalisation of the Use of British
Telecommunications Network was duly published in January 1981. Beesley
argued that the study should not be confined to “value-added™ services.
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anq that t}?e central questions involved the general principle of resellin

BT’s capacity. He concluded that unrestricted resale should be allowed: “15
the home market there should be no restriction on the freedom to c.>ff

servnce§ to third parties™ (Beesley, 1981, p. ix). Beesley was impressed b t;:r
potential for competition and innovation using leased lines incl‘udinythe
use 9f concentrators to economize on the number of lin;:s requiregd ie
gpphcgtnons, and the sharing of lines by several firms. A ainsI:
liberalization, BT argued that it would lose revenue and profit a.s buiine

was transferred to leased lines, that cross-subsidization would be m: dsS
more difficult, that concerns would arise over standards and com atibil?t ;
and that the cost-efficiency advantages of natural monopoly wou?d be los}tl’

Bec?sl.t:y nevertheless concluded that the public interest was best served b .
permitting unrestricted resale. He also recommended that BT should bZ
free Fo compete in non-voice markets, subject to regulatory and antitrust
requirements to safeguard against entry-deterring and predatory behavior
by BT. In the event the Government chose not to allow unrestricfed resale
for the time being and to liberalize VANS only, although it has proved to be
far from easy to define what exactly is a “*value-added” service.

The 1981 Act therefore opened the way to competition to a limited
degree. The true extent of liberalization depends, however, not only on the
legal form of the legislation. First. there is the question of how far the
Secretary of State exercises his powers to license further competitors
Secpl?dly, there is the issue of whether the dominant firm can thwart or.
inhibit forces of potential competition by anticompetitive measures. This
depends upon the effectiveness of the framework of competition and
regulation, which we shall consider further below.

833 The Question of Price and Profit Regulation
}"he Goverpment’s plan to privatize BT was announced to Parliament in
Bul'y ?982 in the White Paper on The Future of Telecommunications in
ritain (Department of Trade and Industry, 1982). As well as stating the
&Oyemment’s desire to promote consumer choice and market forces, the
ac:;l: lt’ap?r gave particular. empha}sis to t.he financial motive allowing BT
- o capital marl'cets without increasing the public sector borrowing
e :Eent (PSBR) (mdged the pr.oceeds from privatization are deemed to
( e PSBR, as we discussed in cﬁgpter 7.
F‘nv;n I.BT‘s dominant position tﬁ;dﬁg'ﬁgu“t’the industry, the prospect of
fg;:lélltl%atxon clear.ly re‘quired the development of a framework of
ation to cor.xtam BT's market power. Officials in Government initially
Proposed a maximum rate of return for BT as a whole, but Professor Alan
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Walters, the Prime Minister’s Economic Advisez/at the‘time, arg\ued against
rate-of-return regulation. He said that it was akin to 100 percent taxation,
that it created poor incentives for innovation and efficiency, and that
American experience showed it to be wasteful, bureaucratic, and inefficient
(we reviewed these arguments in chapter 4). Walters proposed instead an
output-related profits levy (ORPL), according to which BT would be taxed
less the more it expanded output. The idea of this scheme was to deter
monopolistic behavior by imposing tax Béﬁaliies and incentives. A
Working Group of officials examined both suggestions and proposed yet
another scheme. They proposed that a maximum rate of return (MMR) be
set for each of the lo 3!3_‘19pg1distance, and international businesses of BT,
and that a partial rebate (i'e. less than 100 percent) should be made to
consumers in the event of BT exceeding the allowed rate in any business
segment. As to the appropriate level of the maximum rate, they seem to
have eﬁf\;ﬁs’aéed 5-7 percent in real terms (see Littlechild, 1983, section 7).
With this increasing number of regulatory options under debate, a study
was commissioned from Professor Stephen Littlechild of Birmingham
University at the end of October 1982. His report on Regulation of British
Telecommunications’ Profitabiliry was presented in February 1983.
Littlechild considered none of the above schemes satisfactory, and instead
he recommended a local tariff reduction (LTR) scheme, better known as
the RPI — X proposal. The scheme requires BT to set tariffs such that the
price index for a basket of its services increases by no more than the rate of
general price inflation minus X percent annually. In other words, the prices
of the regulated telecommunications services must fall in real terms by X
percent per annum. A version of this proposal was adopted, with X setat 3.
although the version implemented differs from Littlechild’s proposal in
important respects that we will discuss later. A review of the pricing
formula will occur by 1989.
Littlechild arrived at his decision after comparing five schemes (MRR.
ORPL, LTR, a profit ceiling, and a regime of no explicit constraints)
against the following five objectives (Littlechild, 1983, p. 10):

(1) protection against monopoly;

(2) encouragement of efficiency and innovation;

(3) minimization of the burden of regulation;

(4) promotion of competition;

(5) maximization of net proceeds from privatizing BT and enhancement
of its commercial prospects.

Clearly there is some degree of conflict between these criteria—for example

Telecommunications 207

Table 8.2 Ranking of schemes for regulating British Telecom's profitability

Criteria No explicit  Working Profit
constraints  group MRR ORPL  ceiling LTR
Protection against monopoly S 3 2
rrote 3 4
Efficiency and innovation I= 4= 4 l
= = 3 =
Burden of regulation 1 ) 4 -
. 3 :
Promotion of competition I S 4 2 )
Proceeds and prospects 1= 4 5 . .
S 3 =

Sourc_e: Littlechild (1983, p. 2).
Ranking of options by criteria: 1. best option: ct¢.

Efr:]tlv;'een (.l) and (5). and between (4) and (5). Table 8.2 shows Littlechild's
al ranking of the schemes. Although we do not agree completely with all
aspects of this ranking of alternatives, it does reflect some of t}fe poi:[s
Esﬁz;bgo;;}(r;gu]a;ion in ch.a'pter 4. Forms of rate-of-return regulation,
eTicencs and inan 'pr.oﬁl.cell?ng. do not have good incentives for internal
. \ nov'atmn 1s discouraged. Moreover, it imposes a greater
o lheor}x{;’lenrefulatory agertncy—lo administer tariffs and so on—than
eaatatr o sgsttle(m, which (al' least on thg face of it) requires the
Gator 0 ythe cR;c; that the price formula is being met. Being less
- FinZil " RPI— X scheme also has. less danger of regulatory
of the bilsiness}\]ﬁiw‘ __‘_{:r_gqt .f_l_qq_ga_q be easily targeted on those aspects’
rcgu]a;i'o‘{{ _C_l;;_gg[g'_rqg_qlﬁa}lor‘l is most needed. In principle rate-of-return *
dengaremntes rat:-ot;rgeted similarly, but the p.ractical difficulties of
b -return measurement would impose a considerable
im\e\:‘e/:lg;?:itrlr:at}:he'RPl - Xmethod of fixing a maximum price path for an
© ot fe as a}ttracuve features, buF we believe that it is perhaps not
oggest o :iom rate-of-return regglatlgn as first appearances might
e u.m“ ;ee , rate-of-return reg‘ulatlon in pfacticc itself involves setting
price pathe) next regulatory review. The main que‘stion is how prices (or
retung . 'Je] 'sct and. resct whe.n regulatory review occurs. If rate of
et anomerplfd is the criterion, which seems Yery probable, then RPI- X is
delibomare, orm of'rate-of-retum regulation. RPI - X might involve
revien o yhtonger pe'rlod§ ofregulatory’lag than U.S.-style regulation, and
endogem, ugsl obccurhat‘ grYen fixed points rather than stochastically or
basio o gt ut lt ese dlff‘erences concern timing, not the fundamental
and s 'p fit regu a.tlon (pncf.: orcost?. In order to avoid the inefficiencies
Strategic behavior associated with rate-of-return regulation it is
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necessary for reviews of pricing to be based on criteria other than thecostor
profit level of the firm being regulated. The RPI - X formula is not directed
to this question, however. We will discuss this matter further in section
8.5.3 on the future prospects for price regulation in the industry. We
consider the appropriate determination of X in section 8.3.5.

8.3.4 The 1984 Telecommunications Act

A Bill to privatize BT and to establish a regulatory framework was
presented in November 1982. This Bill did not clear Parliament before the
General Election in June 1983, after which a similar Bill was presented to
the new Parliament. After very lengthy debates in the Commons, the Lords,
and parliamentary committees, the Tclecommunications Act received

Royal Assent on 12 April 1984.
Section 1 of the Act requires the Secretary of State for Trade and

Industry to appoint a Director General of Telecommunications (DGT) and
gives the DGT powers to appoint a staff. We will consider the role of the
Office of Telecommunications (Oftel) in more detail in section 8.3.6.
Section 2 abolishes BT’s exclusive privilege of running telecommunication
systems. Section 3 imposes upon the Secretary of State and the DGT duties
to act

“in the manner which he considers best calculated-—

(a) to secure that there are provided throughout the United Kingdom, save in
so far as the provision thereof is impracticable or not reasonably practicable, such
telecommunications services as satisfy all reasonable demands for them including.
in particular, emergency services, public call box services, directory information

services, maritime services and services in rural areas; and
(b) . . .tosecurethatany person by whom any such services fall to be provided

is able to finance the provision of those services.”
There are eight additional guidelines regarding the exercise of those
general duties. They call for the promotion of the following:

(a) the interests of consumers, purchasers, and other users in the U.K.
(b) effective competition;

(c) efficiency and economy;

(d) research and development;

(e) the establishment of businesses in the U K. by overseas telecommuni-
cations firms;

(f) the provision of internal transit services;

(g) and (h) the international competitiveness of U.K. firms supplying
telecommunications services and apparatus.
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Thes‘? crlteria offer some guidance about the implementation of policy, b
the dlscrethn_of the Secetary of State and the DGT remains 2vid y’Tlllu
phrase "‘whlch he considers best calculated,” and the multi licite: ¢ (:
genera.hty of the criteria, would make it hard for anyone to c}?all e s
executive decision. However, guideline (b) does strengthen the h'endge a
regulator inclined to be pro-competitive. ot
Sfacllon 5 of the Act prohibits the running of unlicensed systems. Und
section 7 licenses can be granted by the Secretary of Sta£e 'nfter
consultation with the DGT or by the DGT with the consent of : 'er
accorfiance with a general authorization given by, the Secretar of‘ Str tm
Any license for a system designated by the Secretary of State asya “ uslf.
telecsxpmumcations system™ (section 9) is governed by imp(r))rtan(t:
provnsloqs Sf:l out in section 8. These require the operator of such a system
1o permit interconnection with other systems, not to show :,ndu
preference or to exercise discrimination, and to publish charges and oth :
terms ;?nd conditions for services and connections. \ N
agrS::r:on 12 gives ‘the DGT povu./er to modify license conditions by
. enf, and section 13 gives him power to make references to the
ref(::;;:;hfli zggTMergers Commission (MMC). In making such a
e , the asks the MMC to report on the questions (a) whether
- aFters referred to operate, or may be expected to operate, against the
?el;]llg;r(l)trcrest. and (b) whether modification of license conditions could
o oF ptr}']event Lh.ose‘ adverse effects. Ifan MMC report finds adverse
condmio t;.: plu)cl;lc mterest and specifies modifications of license
appropria}; m;z] }"ll' can make such m.odiﬁcations as he thinks
oo Oﬁ;at' essl the Secretary 9f State.dxrects him not to do so on
e lonal security or foreign relations (section 15).
be“evee : g:; hals. powers to secure corr{pliance with license conditions. If he
oo o a license condition is being broken by a licensee, and if the
dition e st l1110;) réspond to a request by the DQT to comply with the con-
whe f.ailed : e . T must make an order requxvring.compliance. A licensee
duty g 1o t;)l obey sgch an order would be in violation of a statutory
e DOT. | t; to action 1.n the Courts brought by an aggrieved party or
o make a.n n ! e gnd .the license could even be revoked. If the DGT failed
iaken g Coor l<=;r 1n circumstances such as those j.ust described, he could be
224y e surt Y a party affected by the license violation. The Act (sections
of Store ng:e}:' to make approvals (.e.g.. of apparatus) to the Secretary
dlso requir;d tl 1s cor'asent or guthorlzatlt?n, to the pGT. The DGT is
Stare to .collect u?formauon,.to advise and assist the Secretary of
» to publish information and advice, and to investigate complaints.
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Section 50 gives the DGT functions and powers relating to competition
in telecommunications parallel to those of the Director General for Fair
Trading (DGFT). Thus the provisions of the Fair Trading Act 1973 and the
Competition Act 1980 are brought to bear on the industry, with the two
Directors having joint powers to make competition references to the MMC
and so on. However. the DGFT has sole authority on telecommunications
merger references.

Part V of the Act provided for the privatization of BT. The Secretary of
State was given powers to vest the property of the nationalized BT in a
“‘successor company”’ whose securities were allotted to him. With Treasury
consent the Secretary of State was empowered to dispose of securities. The
Act also dealt with financial structure. The writing off of debts was
important for a successful flotation.

In summary. the Act gives regulatory powers to three bodies—the
Secretary of State, the DGT, and the MMC. The functions, powers, and
duties accorded to these bodies are defined in very broad terms, but the
criteria listed in section 3 at least give some guidance (though not a great
deal). The Secretary of State and the DGT have wide discretion, and the
effectiveness of the regime of competition and regulation therefore
critically depends upon how they choose to perform their duties. Judicial
review of their behavior is unlikely to be effective because the Act gives such
loosely defined discretion.

BT and its senior management had a strong interest in the Act and in
license provisions, and throughout they maintained close links with
Parliament, politicians, and civil servants. Their main interests were (nto
avoid a break-up of BT (such as happened to AT&T in America), (ii) t0
minimize the competitive threats facing the company, and (iii) to securc 2
light-handed regulatory regime so as to have as much discretion as possible.
Policy measures meeting these managerial objectives would also satisfy

those in Government most interested in maximizing the proceeds from
selling BT’s shares, a matter which was also of concern to merchant
bankers advising on the flotation.

Newman (1986, pp. 12—13) describes how BT acted during debates on the
Bill to attempt to obtain a favorable regulatory regime. The company s
Corporate Affairs Department conducted numerous programs to brief
MPs. Representatives were always present at debates in the Commons and
in Standing Committees, and BT even had the ability to put forward its
own amendments to the legislation. Very close links were maintained with
officials at the Department of Trade and Industry, and license conditions
were negotiated with BT. For example, Parliament did not have an

e e e e e o e s

Telecommunications 211

opPortunity properly to consider some central elements of BT's lic
which were not disclosed until after the 1984 Act was passed (see se::;:):
8.3.5). As‘economlsls itis not for us to examine in detaijl the political events
§urrourx.d1ng the formulation of the legislation. but they provide :
interesting case for students of Whitchall and Waestminster angthe] st
form part of the explanation of why policy took the form it’did Yt

8.3.5 BT’s License

The 25-year license granted to BT by the Secretary of State (Department of
Trade and Industry, 1984) under section 7 of the Act came into effect on 5
August 1984. The license is a lengthy document, but Appendix 6.1 oforhe
MMC' report on the merger between BT and Mitel summa'rizes its
C(')ndlll.()ns (see Gist and Meadowcroft (1986, especially pp 48-52) for ¢
dlscussxf)n of provisions in the license against anticompetitiv.e conduct) -
Thé license authorizes BT to run its public telecommunications syste;m
(Mobile radio services require a separate license, as do private brancH
Syster'.ns. Smaller private branch systems are authorized as for other
supp'llers under the Branch Systems General Licence, but larger ones
require specfia] licenses.) The license has four schedules, of which the first is
the most important. It deals with BT’s public service obligations
(emergc?n.cy services, call boxes, directory information, rural services. etc )
competition matters, and price control. S

;‘:lilcc:r!nnpett.itt.ive Practiges Some of the main measures designed to combat
e petitive behaV}or by BT are as follows. Conditions 13 and 14
quire B".F.to connect licensed systems and apparatus to its public network
tT)'he COndltIOI.IS are vague as to the all-important terms ofinterconnection;
thl: t::; ln)tGTf' 1csl given powers to.deFermine interconnection arrangements in
et 8;)1 lspute.'gs he did in the case of Mercury’s network (see
discrimm't‘. ). Condition 17 ;‘)rohlb'ns undue preference and undue
de[n'mema }on—BT.must n.ot favor its own bgsinesses unfairly to the
o enfony 0 competltors. It is up‘to the DGT to interpret and decide how
CrOSS-SUbe.d].arowsnons of this kind. Condition 18 requires BT not to
Comtins :2 (;ze apparatus, VANS, etc. froTn other parts of the business.
N requires BT to provide by April 1987 separate accounting and
Withoutgsustht'eTS for. its network.and apparatus supply businesses.
diminiop e c' information, the effe.cuveness of the regulations is seriously
how & o , as we argued at lepgth in chapter 4. For example, it is unclear
separ arge. of cros‘s‘submdlza.u.on could be substantiated without
ate cost information. Condition 21 is concerned with apparatus
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production—BT must establish a separate subsidiary for apparatus
production, and must purchase equipment by open tender. We return to
these issues in relation to the Mitel acquisition (in section 8.4.2). Condition
22 prohibits discrimination in BT’s supply of services in favor of customers
using apparatus supplied by BT. Other conditions prohibit tie-ins,
aggregated rebates, and the anticompetitive use of intellectual property
rights (patents, etc.).

The long list of prohibited anticompetitive practices is an indication of
the numerous devices that a company in BT's position could use to prevent
or distort competition if it were left unchecked. Many of the concerns arise
from the integrated nature of BT's operations as the main network
operator (local, long-distance, and international). a major supplier (and
now manufacturer) of apparatus, a powerful purchaser of equipment. and
an important provider of VANS, mobile radio. and so on.

In contrast with the American telecommunications policy of em-
ploying a structural remedy to reduce the danger of anticompetitive
behavior, British policy has taken the very different route of a regulatory
remedy. Instead of changing incentives in the firm by structural break-
up, a regulatory agency is given the job of monitoring the conduct
of the firm. The effectiveness of this approach depends very much
upon the pro-competitive energy of the regulator, and upon
the information (especially regarding costs) that is available to
him. There is little in the legislation to compel the DGT to be a
vigorous protector of effective competition. The promotion of
competition is just one of several criteria to which he must give
regard, and his subjective view of what promotes these criteria is all that
matters.

Gist and Meadowcroft (1986, p. 49) make two specific criticisms of the
nature of the license conditions. The first is that the listing of specific
prohibited actions is a weak safeguard against anticompetitive behavior
because such behavior often takes the form of a combination of acts, non¢
of which may be objectionable in isolation. They argue that the regulator
would be more effective if he had power to attack a course of conduct (in the
words of the Competition Act 1980) with the likely or intended effect of
preventing, restricting, or distorting competition. Secondly, Gist and
Meadowcroft say that the license conditions place the regulator in 4
difficult investigative role, but that he has limited cost information with
which to carry out that role. If the burden of proof in cases of, for example.
discrimination, lay more squarely with BT, the effectiveness of regulation
might be enhanced.
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Price Control Condition 24 of theldicense deals with the price controls on

certgin of BT’s services. Fora five-year period the price of an index of BT's
§crvn9es mu.st not increase in any year by more than the rate of retail price
inflation minus 3 percent. The license is silent as to what will happen at th

end of.the five-ycar period (i.e. after 31 July 1989), but it can be f))fesume(‘i3
lhat price control will operate by a license modification that is either agreed
wnh BT or imposed on BT after an MMC recommendation on g11bli

mFerest grounds. We discussed the RPI - X formula in section 8.3.3 bF:Jt lhz
price control mechanism put into effect differs from Littlec‘hi'ld,’s LTR

scheme in s’everal important respects. Two basic questions concerning the
RPI - X price formula are as follows.

(i) To what services should the formula apply?
(i1) Whavt,:sh_ould X be?

In l}ttlec’hild’s LTR scheme it was proposed that the formula should cover
rentals and the prices of local calls (including call boxes). He argued that
lruﬁk"c.alls should be excluded from the scheme, in view of imminent
F‘Ompemion from Mercury. In the event, however, national trunk calls were
nu*(uded along with local calls and business and residential rentals. The
weights accorded to each regulated service in calculating the price index in
any year. are proportional to their respective contributions to turnover in
the previous year. The prices of international calls, leased lines, customer
Prem|§es equipment, VANS, mobile radio, telex services, etc. are outside
the price control formula. Call box charges are also excluded from control.
Interms of revenues. about half of BT's services are subject to price control.
A'hhough the inclusion of long-distance calls within the basket of
S‘erwcesl subject to RPI - X may appear to strengthen the regulatory
;OI?SFralnt, the effect is actually to weaken price regulation of local calls.
brhls l;vbecause BT can increase.charges for local calls in real terms withoul?g'
caching RPI -3 on average. Since technological advance and competitives
?;;Sss}::eslar.e %reatest in re.lati.on to long-distance calls, prices there should
chargesrar);}l:" dng' cast;. 'Thns gives substantial scope for .increasing local call
Iong-dmal m't”e pricing fprrpula. Anothel" effect of including local and
aggress;v nce ca charges w:Fhm the same price control formula is to make
ol r: pricing of long-d'ls‘tance calls less costl)f to BT, because it can
for insemivjnue losses by raising local charges. This fact has implications
. 'es for predatory pricing (see section 3.5.2).
unL’lr?:lgltlon 'to. the RPI - 3 average price' constraint, BT gave an
han R Ing that it wou}d not increase domestic rental charges by more
PI + 2 percent in any year. No such undertaking was given in
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relation to local call charges, and controversy arose when BT announced
price increases in October 1985 and October 1986. We discuss this below in
section 8.5.3. As a more general point, the weights in the index are based on
BT’s revenues rather than on the demand pattern of a typical domestic user.

We now come to the question of what X should be, and the related
question of the price levels at which the constraint (expressed in rates of
‘change) should be based. In principle, the potential for cost reduction
tshould determine the prices that the firm is allowed to charge. In addition.
account must be taken of changes in the level of demand if unit costs
depend on the firm’s output. There are scale economies in some of BT's
businesses (e.g. local networks): marginal cost is lower than average cost.
because average cost includes fixed costs that do not depend on volume. If
we began from a position where that business was breaking even and if
demand then grew, the business would earn supernormal profits even if its
costs did not fall. A price reduction would then be needed to remove the
supernormal profits. Similarly, if demand is growing and costs are falling.

- 1sthe price reduction should be greater than the rate at which costs are falling.

To see this in more detail, consider the following illustrative example. Let
A[Q(1). 1] be the average cost level of a regulated single-product firm at time
1 if its output then is Q(7) and if it achieves the maximum potential for cost
reduction. Let demand at time ¢ be Q[ P(¢), 1}, where P(r) s the price at . The
government must choose the permitted price path P(¢). If the government
seeks to maximize welfare (as it is usually defined) subject to the firm’s
being able to finance its operation in the sense of breaking even, then the
government will want the equality P = 4 to hold at all times. Noting the
functional dependence of these terms upon ¢ we have

P(1) = A{Q[P()), 1}, 1} @.n

Total differentiation of (8.1), and some manipulation, yields the result

p_ A+ a0 (8.2)
1 + an

where

p. L dP
P dt

is the rate of change of price,

. 1 3

0= 3¢
0 3t

is the rate of change of demand,
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o 104

A ar-
is the rate of change of average cost,

34 Q

30 4
1s the elasticity of average cost with respect to output, and

-0 P
P Q

is the price elasticity of demand.

If average cost i§ invariant to output, then & = 0 and the formula
recommends P = A. The rate of change of price should equal the rate of
change ot:unit costs. But if there are scale economies (2 < 0) and demand
growth (Q > 0), then price should fall even if technology is not advancing
at all. As the demand curve moves to the right, its intersection with the
aver'age cost curve occurs at a lower level of price.

Figure 8.1 depicts what happens when demand grows (from D1 to D2)
and the average cost curve falls (from A1 to A2). Price should fall from P1
to P2, a reduction that is greater than the fall in average costs for two
reasops. In the diagram the average cost level falls by P1 — P4. However
even if the demand curve stayed at DI, price should fall by the large;

~-—P

P4 —
P3

~— P2

Figure 8 1

The effect of demand growth on average cost
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amount P] — P3 because of the greater demand due to a lower price and the
downward slope of the average cost curve. The outward shift in the demand
curve from D1 to D2 reduces price by another P3 — P2 to give the overall
reduction from P1 to P2.

It follows from these considerations that if scale economies exist (as they
. surely do in local networks for example) then the X in the RPI - X formula
should be greater than the expected extent of cost reduction for a given level
of output. This is especially so if demand is growing (as it is for BT—inland
call volume is growing by 7 percent per annum).

The level of X was negotiated between BT and the Department of Trade
and Industry, and X = 3 was the chosen solution. In addition there is BT's
informal undertaking to keep the increase in domestic rentals within RPI
+ 2, but otherwise there is wide scope for BT to vary relative prices within
the basket of regulated services. The RPI - 3 constraint is not very
demanding, especially in view of the rapid rate of technological advance in
the industry generally and the growth of demand. The cost of long-distance
calls—a major component of the regulated basket—is estimated to have
falilen by 24 percent per annum on average in the ten years to 1983. In
addition, the scale of BT’s profits, which was becoming apparent by 1984,
does not suggest that the constraint is tight. Furthermore, the potential for
cost reduction is a major advantage of privatization according to its
advocates, who often criticize state ownership primarily on the grounds of
internal inefficiencies. If such scope for efficiency gains does indeed exist.
little account was taken of it in the framing of BTs price control formula.

8.3.6 Oftel

The first DGT is Bryan Carsberg, a professor of accountancy at the
London School of Economics. His Office of Telecommunications (Oftel) is
is a nonministerial government department with a staff of approximately
120. which is small relative to regulatory agencies in the United States.
Parliament finances Oftel’s operations, but their cost is almost all covered
by license fees. The institutional position of Oftel, including its
relationships with the Department of Trade and Industry and the MMC. is
modeled on that of the Office of Fair Trading. The regulatory authority for
gas follows the same pattern.

In describing the main provisions of the 1984 Telecommunications Act
we have already covered the principal functions of the DGT 'd“d‘
the objectives that he must seek (i.e. to secure the provision of
telecommunications services to meet all reasonable demands in the U.K.
and to ensure the ability of suppliers to finance their operations, plus th
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cight subsidiary objectives of promoting consumer interest, competition
and so on). We noted in particular the wide range of discretion delegated t(;
the DGT (and even more 50 to the Secretary of State), which is wider still
be.cau~se of the fuzziness and sometimes the inconsistency of the several
cnter.la to which he must have regard. This degree of discretion increases
Ihg risk of regulatory “capture” (see section 4.5), despite the views of
Littlechild and others that the danger of capture should be minimized.

It follows that a very geat deal depends on the individual appointed as
DGT. A DGT might opt to be passive rather than active, and he can choose
to give weight to any one of a number of objectives. Professor Carsberg
however, decided upon an active pro-competitive stance right from thc;
start. In his first annual Report to the Secretary of State, Carsberg wrote: ']
attach a high priority to my duty to promote effective competition and I
have quickly come to believe that this is one of the most important and
urgent of the duties laid upon me by the Act” (Oftel, 1985a, p- 8). 1t will be
clear from the rest of this chapter that Oftel’s behavior has lived up to these
wors‘ls. It is perhaps regrettable that the Government did not have
Professor Carsberg’s pro-competitive vigor when it established the
framework of competition and regulation for the industry.

8.4 Events Since BT’s Privatization

.ln this section we focus on six of the main issues that have arisen in the
industry since BT was privatized in November 1984:

(1) the interconnection of BT’s and Mercury's networks:
(2) BT's acquisition of Mitel:
(3) BT's pricing and profitability;

(4) competition between BT and Mercury;
(5)
(6)

competition in apparatus supply and services;
the Labour Party’s plans for the industry.

84.1 The Ruling on Interconnection
Theveffectiveness with which Mercury could compete with BT depended
crucially upon the terms of interconnection between the networks.
ereury’s strategy is primarily to compete with BT for long-distance
toutS;]ness, but BT has a virtual monopoly on local networks. Without access
ese local networks, Mercury’s strategy would collapse because it could
t‘hen 9nly provide telecommunications services between very few
Subscribers. Users want access to the general network, especially in view of
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network externalities, and for Mercury this depends on interconnection.
{ The terms on which interconnection is allowed are all important, since they
v determine the geographical scope of Mercury’s services, the ease with
: which customers can use its network, and Mercury’s cost level.
~ We showed in section 3.5 that a company in BT’s position has every
incentive to exclude competition by refusing interconnection or, failing
that, to minimize the effectiveness of competition by fixing interconnection
charges as high ‘as possible. The determination of the terms of
interconnection therefore cannot be left to BT. One option for public policy
makers would be to set interconnection charges equal to BT’s normal
charges for the use of its lines. But those charges contain an element of
profit for BT, and a more efficient solution is achieved by setting
interconnection charges equal to BT’s marginal cost of providing the use of
the relevant parts of its network. In fact there is a case for setting those
charges below marginal cost when there is imperfect competition in order
to intensify the degree of competition between the duopolists (see section
3.5.2). Moreover, the ruling must go beyond a stipulation of access charges.
The freedom of access and routing is also at stake. Furthermore, account
must be taken of the fact that the investment policies of both firms are much
influenced by the terms of interconnection.

The background to Oftel’s ruling is as follows. Condition 13.1 of BT's
license requires BT to enter into a connection agreement with any operator
licensed to run a connectable system who needs connection to BT's
network. Condition 13.5 gives the DGT powers to determine the terms and
conditions of the connection agreement if the parties themselves fail to
agree them within a reasonable period of time. In exercising this power the
DGT has a duty to secure that the other operator pays BT's costs (including
relevant overheads and a reasonable rate of return), that quality is
maintained, and various other matters. Condition 13.6 states that the DGT
should also have regard to the need to ensure freedom of choice in routing
and conveying calls, and the requirement of fair competition.

Mercury did require BT to enter into a connection agreement, but they
failed to agree terms. Early in 1985 Mercury applied to the DGT to make a
ruling under conditions 13.5 and 13.6. There followed a delay because BT
challenged in the courts whether the DGT did indeed have power to make 4
ruling. At issue was a “Heads of Agreement” document signed by BT and
Mercury the previous year. The Court found that the document was not
legally binding, and it followed that the DGT could make his ruling on
interconnection, which he did in October 1985. In our view it is remarkable
that the question was not resolved until this late date. The DGT acted with
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al! leile speed once his legal position was established, but it is a serio
cnticism of the regulatory framework established by dovernment tilat tlllls
matter could not be settled sooner. Many of Mercury's investment lan:
depenfied on the terms of interconnection, and the delays in arrivin :t th g
establishment of these terms held up the arrival of effective com getit' .
from Mercury in important respects. peition

\O»_!_“;gl:ruled that the two networks must have full interconnection for both
domestic and international calls. This means that any subscriber to either
nel}&/ork can call any other subscriber to either network, and can choose
whlhch network will convey the call. Thus Mercury can provide a”}
nalrgnwide service despite having a geographically limited network lJ
Typically a long-distance call on Mercury’s network will be carrted on BT:S;.
local nerorks at each end. BT is also required to provide international
connec?nons for calls to or from Mercury subscribers.

D“’\m}fffﬁﬂ'???}.i.?,’l charges are based on BT’s costs, and as a result
Mercury pgys substantially less than BT’s normal charges for the use of its
lines. The interconnection determination contains tables that set out the
amounts that Mercury must pay BT for carrying its subscribers’ calls. For
the future the charges are linked to an index of the costs of providing voice
telephony (switching, transmission, etc.). The charges depend on the time
Qf_d_a_y_»and on whether they are local or natio:lal. The pricing structure gives
Mercury an incentive to extend its own network in order to save on
Payments to BT for carrying its calls. The ruling also stipulates that
:::;cury should pay 50 percent of the cost of the extra capacity that it will

The ruling set a timetabie for achieving the physical connection of the
Wo networks. By 30 March 1986 the networks had to be linked at 36
exchanges. The ruling called for billing procedures such that customers
would receive one bill from their chosen operator, and for cooperation in
the provision of telephone directories on a cost-sharing basis. BT and
Me‘rcu'ry are also encouraged to cooperate on numbering, notwithstanding
i:es; view that telephone numbers are its private asset rather than a public

.Oftel’s.ruling was a major pro-competitive step which indicates the
i‘:’:::‘:; glver') by the DGT tg promotir?g. effective competition. Full
compmliltr.utctmn was an essential prerequisite for theA Possibility of fair
the o ion between the F\{vo network operators,. and it is regrettable that
delay o tlzrms and condxt.xons .Wt'are left uncertain .for so long. A lengthy
the D(;1P have been ayonded |t.’ l.t had bf:en establlsh.ed at the outset that

was to determine conditions of interconnection, and uncertainty

Ly
RS
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could have been diminished generally by the early announcement of clear
pro-competitive guidelines for the interconnection decision. Oftel’s
decisions at last established the ground rules for competition between
Mercury and BT. We shall discuss how competition is taking shape later in
this chapter.

8.4.2 BT’s Acquisition of Mitel

In 1985 BT announced its intention to acquire a controlling interest in
Mitel Corporation, the Canadian manufacturer of private automatic
branch exchange (PABX) cquipment. at a cost of some 320 million
Canadian dollars (about £160 million). This move of vertical integration
proposed by BT raised concerns about the effect upon competition between
manufacturers and between distributors in a major part of the apparatus
market. Following the advice of the DGT and the DGFT, the Secretary of
State for Trade and Industry duly referred the matter to the MMC in June
1985. The reference was made under general competition law (the Fair
Trading Act 1973), but it is an important episode in policy regarding
competition and regulation in the telecommunications industry. Moreover.
the main participants—the MMC, the DGT., the Secretary of State, and
BT—would all be involved again if, for example, the DGT were ever to seck
a modification of BT’s license. The Mitel merger reference gives an
opportunity to see how they might fulfill their respective roles in such
circumstances.

The main facts relating to the merger are as follows (see Monopolies and
Mergers Commission (1986a) for a detailed account, and Gist and
Meadowcroft (1986) for an analysis of the case). Before 1981 the Post
Office (which then had responsibility for telecommunications) chose not t0
exercise its monopoly powers in relation to the supply of large PABXs. 1.¢.
those with more than 120 extensions, but it dominated the supply of other
PABXs. In 1981 BT’s shares of U.K. sales of small and medium PABXs
were approximately 100 percent and 90 percent respectively. In 1984 those
figures had fallen slightly to 91 percent and 84.4 percent, and BT had
established a 13.2 percent share of the large PABX market. The MMC
estimates that the total value of PABX equipment supplied in the U.K. in
1984 was £407 million, and the market was growing quite rapidly.

Since BT did not itself manufacture PABXs, it was the dominant U.K.
buyer of such equipment from manufacturers, of whom four—GEC.
Plessey, TMC, and Mitel—accounted for more than 80 percent of U.K.
deliveries. In 1984 Mitel’s volume share of PABX deliveries in the U.K. was
18 percent. An increasing proportion (28 percent by 1984) of Mitel’s
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deliveries were to independent distributors and end-users, and not to BT
lpdeed. Mitel accounted for about half of all deliveries to independ :
distributors in that year. P

The .proposed merger therefore posed a considerable threat to

compet}txon between distributors of PABX equipment, because Mitel was
the major supplier to the independent distributors competing with BT
Moreover, the proposal raised concerns about competition between'
manufgcturers, because the dominant buyer (BT) might be tempted to
favor its manufacturing subsidiary unfairly to the detriment of other
manufacturers. despite regulatory measures designed to combat such
discrimination. \
. In defense of the proposed merger BT argued that the competitiveness of
¥ts product range in the U.K. required the ownership and control of an
lnlegraleq unit responsible for the R&D, manufacture, and distribution of
some major products. BT contended that the acquisition would give it a
Suhs.ta%ntial presence in overseas markets—-an important step towards its
ambitions of expansion in export markets. BT gave assurances that it
}&'ould treat Mitelonanarm’s length basis regarding procurement, and that
U would continue to distribute the products of numerous small
manufacturers. BT dismissed suggestions that major companies such as
QEC and Plessey would be unfairly disadvantaged by the merger. and the
fdez'i that competing manufacturers of innovative products would be
inhibited from approaching BT as a distributor.

Prf)fessor Carsberg. the DGT., gave evidence to the MMC. He expressed
Qflel S concern about the effect of the proposed merger upon competition
In appa‘ratus supply. He said that BT had many natural advantages over
competitors, including its past monopoly of supply of smaller PABXGs. its
hl}ge cyslomer base, its extensive sales and service network, its dominance
of ‘maintenance, and its ownership of much of the relevant wiring.
Although measures were in hand to deal with the last two factors, BT
Und_O_ubtedly enjoyed many advantages from its established dominant
g:)):li;(;n as‘a supplier of apparatus. Further benefits to BT came from its
ot n‘ce as network operator. Sorr.le cus.lom‘er§ feared that, despite reg-

er safeguards, BT employees might discriminate against them in the
pr OYISlon of network services unless they obtained their apparatus from BT.
masrl::[e competition hfad not develop?d fully en9ugh to contain BT's
regmmiopow?r as the mtegra@d QOn?mgr.n supplier and since existing
et N was not comprehensive in limiting BT s advantages, Carsberg
Mmmended that the merger should not be allowed unchecked. It should

el .
ither be stopped or it should be allowed with appropriate strengthening of
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the regulatory regime to contain the adverse effects of the merger and to
safeguard competition.

The MMC concluded from its investigation that the merger could be
expected to operate against the public interest particularly because of the
following:

(i) distortion of competition between equipment manufacturers resulting
from undue preference by BT for Mitel products;

(i1) adverse effect on competition between equipment distributors resulting
from reinforcement of BT's market power as a distributor of PABXs.

However, a majority of the MMC did not recommend stopping the merger,
although one member did. The majority recommended that the merger
should be allowed only if BT gave the following undertakings:

(a) not to acquire from Mitel apparatus for use in BT's own public network
in the U K., or for supply to end-users in the U.K., at least until the end of
1990;

(b) not to cross-subsidize Mitel’s production of apparatus for supply in the
UK.

(¢) not to prevent Mitel from providing spares and enhancements for Mitel
equipment supplied in the UK ;

(d) to renegotiate a contract with Mitel for a particular PABX so that BT
did not have the exclusive right of supply;

(¢) to keep the U.K. marketing, sales, supply, and maintenance
organizations of BT and Mitel entirely separate;

(f) not to require other manufacturers to distribute their products through
Mitel.

The MMC’s decision to recommend the merger subject to conditions
allows BT’s international expansion, but reflects a high degree of optimism
about the effectiveness of regulation in coping with the dangers to
competition that the MMC recognized. The dissenting member of the
Commission, Mr D.P. Thomson, was not convinced that the conditions
gave a practical and enforceable safeguard against the extension of BT's
market power. In his view they did not remove the unfair advantage t0
Mitel’s products whoever distributed them, and he had doubts about the
effectiveness of monitoring and enforcing the conditions (even if they had
been incorporated as modifications to BT’s license rather than being mere
undertakings).

We share Mr Thomson’s doubts, as do Gist and Meadowcroft (1986)-
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Wherg cqmpetition is not fully effective, vertical integration alters
tncentives in a way that further Jeopardizes the competitive process. In this
case the MMC recognized that danger, but advocated regulation of conduct
to contain the anticompetitive results of the adverse change in incentives
That yvould be fine if regulators were fully informed about induslr);
behavior, and if they were willing and able to penalize anticompetitive
condlfcl. But the difficulties of identifying cross-subsidy (for example) are
notorious. A much more economical method of containing the danger
would be to prevent the undesirable change in incentives by stopping the
merger.

. On 2.7‘January 1986 the Secretary of State, Mr Leon Brittan, announced
his decision to allow the merger. He imposed conditions less restrictive than
those recommended by the MMC. Undertaking (a) above was relaxed to
allow BT to acquire Mitel apparatus for use or supply in the U.K. up to the
amount that it acquired in 1985. BT was permitted to acquire new products
fr<.)r.n Mitel if no comparable products were available in the U.K.. and a
celll’ng was placed on BT’s sales of new Mitel productsin the U.K. The logic
behm<d these concessions by the Secretary of State to BT is not clear,
especially in view of the concerns expressed by all the members of the MM C
panel. The majority of that panel had suggested a compromise rather than
fecommend that the merger should be stopped. In the event the Secretary of
State compromised the compromise, and the danger to competition in the
UK. apparatus supply market is all the greater.

843 BT Pricing and Profitability
BT's pricing policies since privatization have aroused considerable
C9nt.roversy. We will begin by describing changes in the prices of services
within the RPI - 3 price control mechanism.
BT announced a series of price changes with effect from November 1985,
a year after privatization. Inflation was then running at 7 percent, and so
the RPI - 3 formula permitted an average price increase of no more than 4
percent. BT increased rental charges by 8.5 percent, which was within the 9
Percent limit implied by the RPI + 2 undertaking about domestic rental
charges. Local call charges were increased by 6.4 percent and charges for
long-distance calls under 35 miles rose by a similar extent, but the prices of
?alls over 35 miles were substantially reduced. The weighted average price
;IICreasc? was 3.7 percent. Oftel (1985b) estimated that the bills of typical
Omestic users would rise by 7.1 percent for a low user, 6.3 percent for a
mf)derate user, and 5.7 percent for a high user. Public reaction to the 1985
Price changes suggests that many people were surprised that the RPI - 3
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formula allowed such increases in the prices of domestic services. In this
regard it is interesting that Littlechild (1986, para. 11.15) himself says that

“In retrospect, it is apparent that domestic customers were not aware of the extent
to which BT wished to rebalance its tariffs, nor of the extent to which the RPI X
constraint allowed this; had they been better informed they might have wished the
undertaking to have been framed differently (e.g. to cover local calls as well as
domestic rentals).™

Another round of price changes was announced by BT with effect from
November 1986. They followed a similar pattern. Inflation was then at 2.5
percent, but BT had not increased prices as much as it could have done the
year before and so it had to reduce average prices by at least 0.14 percent
(rather than by at least 0.5 percent, as RPI - 3 would have implied if BT had
not retained some slack from the previous year). In the event BT reduced
average prices by 0.3 percent. Domestic rentals rose by 3.7 percent (well
within the 4.5 percent allowed under the RPI + 2 undertaking) and
business rentals rose by 3.9 percent. Local calls at peak, standard, and
cheap times of day were changed by + 18.9 percent, + 6.4 percent. and -3.6
percent. The charges for long-distance calls of less than 35 miles rose
slightly, and those for calls of over 35 miles were reduced sharply by around
12 percent.

BT announced in August 1987 that it would not alter charges for its main
inland services that year, despite being allowed under the price control
formula to raise average charges by 1.2 percent. The decision to freeze
charges, which is estimated to cost £58 million in the year in lost revenues.
was widely regarded as a response to the criticism of BT's quality of service
at the time (see below). BT attributed the decision to its sound trading
performance and financial position. International calls and rental and
connection charges for some equipment were increased.

Rebalancing In making these changes, BT took the opportunity to alter
the relative prices of local and long-distance calls to a considerable extent.
as it was perfectly entitled to do under the RPI — 3 formula. This
“rebalancing” of charges can be justified by the fact that prices in the past
had moved out of line with costs so that users of long-distance services were
being overcharged relative to users of local services. Rebalancing to bring
prices more closely into line with the costs of providing the different
services is desirable on grounds of economic efficiency (although there is a
theoretical justification for some subsidy to rentals because of the network

~ externality described in section 8.1.1). However, it is also true that BT'S

relative price changes involved cutting prices where competition from

Telecommunications 225

Mercury was present, and raising them where competition was absent. If
t‘here were- no check on the degree of rebalancing, the re ulat.
framework would become somewhat farcical inasmuch as BT coulg recoolfy
any losses from competition (or predatory pricing) by wieldin itp
monopq]y power in local networks. This would not have been osgsiblS
if—as Littlechild originally recommended—the RPI - Xconstrainti li ;
only lg local services (although we believe that an additional conts:l (:n
long-distance services would then have been needed), or if an undertaki
had been made by BT in relation to those services. , e
Oftel carries out detailed investigations of BT's price changes and
publishes reports on them—see Oftel (1985b, 1986b), the DGT’s annual
rep(?rts(Oftel, 1985a, 1986a, 1987). and the Oftel working paper on optimal
pricing structure (Cutham, 1987). As well as confirming that the changes
comply with BT's license, the DGT has commented on other matters sugch
asrebalancing and BTs profit rate. On the basis of accounting evidence the
DGT concluded after the changes in 1986 that rebalancing between local 3
and long-distance calls had not been carried beyond the point justified by .
costs. However, he added that he did not expect substantial increases in ’
Charggs forlocalcalls in the future. Other relative prices are under review by
Oflelj including charges for rentals, differentials related to time of day, and
the d|§count offered on certain long-distance routes. A major difﬁcul.ly in
aSSgssmg these questions is the quality of the accounting information
available, and Oftel js working with BT to imgo.\ie_i.nfﬂrmation flows ’
Tflver’e are also conceptual problems concerning, for Eihiﬁﬁlc,iihéra':ﬁbvc;tion'
of joint costs in a multiproduct enterprise such as BT.

: dr ::: (:)ffServiFes Out§ide the Basket BT is free to set prices outside the

o-n Ol services subject to RPI - 3 as it wishes. but the DGT could in
S]r;r;?;];llst'take raclifmiregarding thosg prices, for example by seeking a
Sronge 10no 1BT s license so as Fo bring t‘hem under control. Some of the
oy ?omp dn.nts about. pricing oulélde the regulated basket have
doublod access lines and private leased l.mes. I n.some cases BT more than
DGT e st’rental charges for t.hese dedlcgled hpe§ over two years. The
the pri ins lgflted these f:omplamt.s, and his prehmmgry finding was that
that BT o creases rerped:ed a previous loss on the services in question, and

s not making an excessive return on them.

rexg}?er complaints have‘ concerned telex services., maintenance, payphone

1418, and operator-assisted calls. BT has to notify the DGT of prices and
::CCC changes, ’but (apart from license conditions requiring separate

ounts for BT’s apparatus supply business etc.) does not have to give him
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financial information about specific services unless he requests it. This
makes it harder for Oftel to investigate complaints. Here again we see that
information flows to the regulatory body are crucial. In this regard, the
DGT wrote in his report for 1985:

“1 believe that a strong case exists for BT’s submitting to me, on a regular basis.
accounting information about the results of all aspects of its business ... |
understand that its accounting systems have not yet been developed to the point at
which it can provide the information that 1 require on a routine basis. | shall
therefore have to continue to seek the information needed to deal with specific
enquiries as they arise and I shall do this energetically. I shall also continue to press
BT for agreement to the provision of regular flows of information, conscious that
the information I require is no more than is required by management for the
effective running of a private sector business—or indeed a public sector business.”
(Oftel, 1986a. para. 1.15.)

This quotation from a practitioner of regulation underlines the importance
of information for effective regulation which we emphasized in section 4.3
above.

BT’s rate of profit  As regards profit rates, Oftel has estimated what would
be an ‘“‘acceptable” rate of return and compared it with BT's actual rate of
return on capital, which on a historic cost basis was 18.4 percent in
1984-1985, 19.2 percent in 1985-1986, and 21.1 percent in 1986—1987, with
similar rates of return from the business segments subject to regulation. In
December 1986 Oftel (1986b, p. 3) calculated that an acceptable rate of
return might be around 19 percent. Government bond yields were then
around 11 percent, and 8 percent was added to reflect the differential over
bond yields that the market was said to expect from the equity of a
company of average risk. BT’s share price has been volatile—partly
because of perceived political risks—but the economic risks that it
currently faces are rather low. Competition will be limited for the
foreseeable future, technological advance is reducing its input costs. its
output prices are index linked to some degree, and demand growth is
steady. In 1984-1985 BT estimated its rate of return on a current cost basis
to be about 11 percent, but it has not published current cost figures since
then. However, BT made current cost figures for 1985-1986 available to
Oftel, and it is clear (Oftel, 1986b, p. 4) that BT s current cost rate of return
was higher in that year. Over the period in question, the real yield on
index-linked government bonds was about 3.5 percent. We believe that the
yield gap is large in relation to the relatively low level of economic risk faced
by BT.

In any event, the DGT has so far decided not to seek any modification of
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the p]nce contr.o] fqrmula $0 soon after privatization and the passage of the
fegvu atory legl.slatnon. However, he has made it quite clear that he would
seriously consider exercising his powers to seek such a modifi

(0 ’ . ) se 1cation if he
und BT's rate of return on capital to be significantly above the minimum

acgeptable level in competitive capital markets (see Oftel 1986a, p. 9). 1
doing so he would take account of the extent to which high 'pr reren
to be due to improvements in BT's efficiency
difficult judgment to make in practice. .
Statements of this kind by the DGT accord with the point made abov

thgt RPI - X price control is closer to rate-of-return regulation than itl:
might appear at first sight. If the DGT intervened because BT's rate of
return was becoming excessive, he would be acting in a manner very similar
Fo how regulatory bodies in the United States often behave. If he does not
mtervgne before the price control formula expires in 1989, it would&als
seem llkc?ly that the review at that time will be based larg;ly upon BT’(S)
Prospective rate of return, because BT has a near monopoly ofinformatior;
about the provision of most of the relevant telecommunications services in
the U:K. Thfa DGT rightly says that account should be taken of the extent
it:)hwhlch BT’s profits are que to gain§ in efficiency, but what really matters
S how much of the potential for efficiency gains has been exploited by BT
Thls cannot be observed with any accuracy, since it involves comparison.
with a counterfactual.
Political factors in Britain complicate the assessment of what is a fair rate
return for BT. If investors believe that there is some chance that a future
government would renationalize BT on terms unfavorable to investors
then BT’s cost of capital is increased to reflect the political risk perceived b):
the stock market. In section 4.2.3 we discussed the consequences of this for

mvest‘ment policies, and in section 8.4.6 below we describe the Labour
Party’s plans for BT.

ofits appeared
although this would be a

of

Suallty of.Service A discussion of pricing behavior would not be
Ofnplete without reference to quality of service, because a reduction in
3:::2:,); f(;f igrvicelwould‘be tam.amount to.an ir?crease in price. Widespread
expressedc blon with BT's quality of service smcg privatization has been
he Nmim‘ylcconsumer groups, gnd W’fls rgported In a survey published by
Survey BTfl onsumer Cqupcnl (NCC) in f’ubf 1987. {\ccording to the
with Co,m l s record on servicing faults, making 1§stallat10ns, and dealing
) majoritp a;nts was worse th.an thfit of othe.r public services in Britain, and
the y o usgrs regarded its prices as being unreasonably high. Not all
CC’s findings were based on objective scientific evidence, but BT
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stopped publishing quality-of-service statistics just before it was privatized.
The controversy that arose from the NCC survey, and claims that the
regulatory regime for BT was lax and ineffective, caused Oftel to publish
BT's previously confidential quality-of-service indicators (Oftel is also
collecting its own statistics). The statistics showed how percentages of
failed calls. operator and directory calls answered in 15 seconds, service
faults. and exchange faults had moved over the five years to March 1986.
The overall conclusion was that BT's quality of service had not deteriorated
since privatization, but that it had not improved much either. Given the
rate of advance of telecommunications technology, this record is poor and
does not square with the view that privatization by itself enhances
efficiency and responsiveness to consumer demands.

Since competition is at present so limited in the telecommunications
market. there is a strong case for incorporating quality-of-service targets
into BT’s regulatory framework (see Oftel, 1987, p. 7). One method would
be to include a quality factor explicitly in the RPI - X formula. If BT failed
to meet targets for quality of service. then its maximum permitted price
increase would be reduced correspondingly. Such a method would require
the definition of a quality index or indices, and a judgment as to the
appropriate relationship between price and quality in the regulatory
formula. In addition there would be a need for independent measurement
of BT's quality of service. None of thesc questions would be
straightforward or without controversy.

An alternative way of sharpening BT's financial incentive to improve
quality, which Oftel is considering, is to make BT liable for losses to users
caused by faults in the service and undue delays in providing or repairing
services. Enforcement of such a system would be decentralized: users
claiming damages would take action on a case-by-case basis. This might be
more costly to enforce than the method described in the previous
paragraph, and might fail to be of effective help to smaller customers who
lack the resources to pursue their claims against BT vigorously. Moreover.
as Oftel (1987, p. 7) observes, BT s service cannot reasonably be expected to

be totally free from fault. and the liability proposal would be tantamount 10
making BT provide an insurance scheme to all customers. Ultimately the
customers would have to pay for the insurance in higher charges, but som¢
might prefer to bear the risk of breakdown rather than pay the implicit
insurance premium. However, an optional insurance scheme might be
vulnerable either to discrimination by BT in favor of those insured (and
against the uninsured) or to free-riding by the uninsured on the general
benefits resulting from the insurance taken out by others. Allinall, it would
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seem to be simp.ler and more effective to incorporate a quality factor into
the Rf"] - X price control formula. Implicitly, quality of service will be
taken mtq account when the price formula comes up for periodic review
but there is a good case for incorporating it explicitly and continuously .

8.4.4 Competition from Mercury
The Govgnmcnt’s decision not to license any more network competitors at
least until 1990 and the dominant position inherited by BT mean tiwt
Mercury and BT operate in a highly asymmetric duopoly that is immune to
entry for the time being. In section $.2.2 above we outlined Mercury’s
stratggy of competing with its modern digital network in the Iong—di%tanyce
gnd international markets for big business customers. We also meniioned
s cqmplementary challenge in the London area. In section 8.4.1 we
described Oftel's long-awaited ruling on the terms of imercon.nc;ctionv
betwecr? the BT and Mercury networks. which was admirably pro-
f:qrr?pelltive and hence favorable to Mercury. We now describe Mercury's
an;llal competitive responses to the opportunities that have been open'ed
lfl return for its £200 million investment program (which compares with
BT's more than £10 billion of fixed assets). Mercury hopes to achicve a §
percent share of the market by 1990, but BT will clearly retain an
0verwhelming market share. However. Mercury's strategy is targeted on
the big .business customers that have in the past accoux;ted for a large
proportion of BT's profits. Mercury's public telephone service began in
]\gay ‘ 1986, about six months after the ruling on interconnection.
i’i:]\i';ously Mercury. had only bgen able to supply leased lines to customers
>Ning to communicate on their own private networks.) Mercury set its
I‘)r‘lfzes for long-distance calls 15 to 20 percent below those of BT, and
:elz;r:eotliospperior.qualit)f of'servic.:e.due to‘ its digital and optical fiber
gies and its free itemized billing service.

BT responded in November 1986 with a sharp price reduction of 12
i’;f::ntl or n:jc?re on long-distance calls over 35 miles. BT also reclassified
respondzt;g- Tslance rogtcs. to the lower-cost “bl™ tariff. Mercury
Tt l;wxftly by cutting its char.ges for cglls on rputes over 35 miles by
. N;l)ercem, thereby restf)rmg lhe dlffervennal tha't existed before
entrenche: ercury regards the differential as being essential in view of the
Substappy pos:lfo? of BT. After all. a customer woulfi require a
Moreane: ;?rSt saving to compensate for t?le cost of cha.ngm.g supplier.
that M. . 'has othc?r advantages mclu.dmg customer inertia, the fact

Cury 1s a relatively unknown entity, the reliance on BT for the

R
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provision of other telecommunications services, and the marginal extra
difficulty of dialling on Mercury’s network.

In August 1986 Mercury began its local service in the London area,
which complements its provision of long-distance and international
services and is of particular value to Mercury's important customers in the
City. Mercury undercut BT’s charges for local calls at peak and standard
times (i.e. office working hours), but not for economy rate calls lasting four
minutes or more. (A precise comparison of the two tariff structures is not
straightforward because of the stepped nature of BT's charges versus the
linear nature of Mercury’s tariffs.) Again, Mercury's emphasis on business
customers is apparent. The increases in BT’s charges for local calls from
November 1986 enhanced Mercury’s competitiveness in this area.

How will competition between BT and Mercury evolve? The initial

rounds of price competition between BT and Mercury give evidence of
some rivalry between the two firms, but in our opinion the prospects for
competition in the longer run are not so rosy. First, despite the
interconnection ruling, conditions in the regulated duopoly are very
favorable to peaceful coexistence. No more entrants will be licensed at least
until the 1990s, and there would be some lag after that before any licensed
new entrant could become fully operational. In the meantime. althouga
Mercury may be able to gain a good return on its investments, it will take
only a small share of BT's business. BT is unlikely to cut prices across the
board in order to limit Mercury’s penetration in one part of the market. and
the regulatory mechanisms guard against selective price-cutting. Moreover.
the view of Oftel that rebalancing has gone far enough may dissuade BT
from further price cuts for long-distance calls. A price “umbrella™ that
facilitates implicit collusion may result, with Mercury offering someé
discount to compensate customers for the cost of changing suppliers. The
conditions in the lucrative international market are also favorable to
implicit collusion. In short, the two companies will be in a long-running
relationship (a ‘‘repeated game™ in economics jargon) that is protected
from entry at least for some years. The initial skirmishes between them do
not necessarily point to keen rivalry in the future. They have much to gain
from peaceful coexistence, and the preconditions—notably the ban on
entry—are favorable to it. If and when entry is allowed, new firms will face
an entrenched duopoly. In section 8.5.2 we will consider why the
Government chose to limit the competition faced by BT and Mercury.

8.4.5 Coﬁlpetition in Apparatus Supply
Liberalization of apparatus markets (telephones, PABXs, etc.) in 1981 has
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been. followed by price reductions and improvements in the range
quality, and_ functional capability of products. Consumers have gaine(i
correspondingly. The advance of electronic and other technologies would
have produced some of these benefits in any event, but the evidence is that
the advent of actual and potential competition enhanced and accelerated
the process. However, BT remains the dominant supplier of apparatus, and
concern continues to exist about the prospects for effective competition in
the future, especially after the acquisition of Mitel (see Gist and
Meadowcroft, 1986). For example. BT's share of PABX supply increased
from 65 percent in 1981 to 74 percent three years after liberalization and to
85 percent in 1985, partly because of BT's major move into the market for
large.PABXs. BT's share of the market for telephones, which it now
supplies through a number of retail chains. was 83 percent in 1984-1985.
However, recent surveys suggest that BT’s share of the markets for PABX
and telephone apparatus has since fallen as competition has grown.

A§ we discussed in relation to Mitel, a central issue is whether BTs
dominance as a network operator distorts competition in the supply of
appargtus. Oftel has attached a high priority to this question and has
commissioned surveys of competition in apparatus supply. The sources of
concern listed by Oftel included cross-subsidization of BT's apparatus
Supp}y business, preferential treatment of users of BT apparatus in
providing network services, passing confidential information from BT's
network business to its equipment business, using BT's advantages relating
to approvals, compliance checking, and wiring, and denigrating rivals’
Pf(?ducts. Although these matters are covered by license conditions,
§ntorcement is not straightforward. First, Oftel needs detailed and prompt
information from BT if it is to investigate complaints effectively. However,
progress toward the provision by BT of separate accounting information
ff” equipment supply has been slow. Secondly, BT management has the
dlfﬁcult task of ensuring that BT employees comply with undertakings to
Oftel regarding unfair practices. Thirdly, there may still remain
Unc‘erlainties and doubts in the minds of customers about rivals’ apparatus.
BT's brands thereby enjoy the advantages of incumbency.

The DGT details the steps being taken by Oftel to promote effective
competition in apparatus supply (Oftel, 1986a, paras 1.37-1.50). They
include the following:

f‘) 4 code of practice dealing with the passing of confidential network
Information:

(il) BT's marketing guidelines on fair trading practices:
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(iii) investigations of alleged predatory pricing and cross-subsidy;
(iv) development of more detailed accounting information;

(v) steps to modify BT’s practices relating to wiring;

(vi) review of BT's acquisition and use of intellectual property rights;
(vii) review of competition to supply extensions to existing PABXs;
(viii) progress toward simplification of standards for apparatus.

The number of issues that Oftel is actively pursuing indicates once again
its pro-competitive energy, but it also shows the numerous respects in
which competitors may be disadvantaged by BT’s dominant position as a
network operator and equipment supplier. Liberalization has brought
important benefits but, no matter how vigilant Oftel manages to be, we
believe that truly effective competition cannot be guaranteed in the
apparatus supply market, all the more so after BT’s acquisition of Mitel.

8.4.6 Competition in Services

Network Services Two important decisions regarding the competitive
framework for network services have been the Government’s decision in
1984 not to allow a joint venture between BT and IBM to provide data
network services. and the development of a general license for value-added
network services.

BT and IBM applied for a license to provide managed data network
services through a joint subsidiary. The proposal would have linked
computers of IBM customers on a network of BT lines, and services would
have included electronic mail, ordering, and transactions. The venture
would have used 1BM’s Systems Network Architecture (SNA) telecom-
munications standards, rather than the internationally agreed independent
Open Systems Interconnection (OSI) standard. Oftel recommended that
the Secretary of State should not grant the license, on the grounds that "a
supplier of the size and power of a joint venture between BT and 1BM
would inhibit the entry to the market of other suppliers and therefore
restrict competition in a way that would ultimately be against the interests
of telecommunications users’ (Oftel, 1985a, para. 1.15). The Government
duly followed Oftel’s advice but expressed its readiness to grant licenses t0
either company separately, or to other companies with adequate capability-
Both BT and IBM have since launched VANS, and in 1986 Mercury
formed a joint venture with the computer company ICL to compete in the
market for business data communications services.

Clarification of policy toward the licensing of value-added and datd
services (VADS) occurred in May 1987 when the Department of Trade and
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Industry issued a new 12-year licence for VADS. Recall that Professo

Beesley, in his report published more than five years previously (Beesie r
1981), had recommended unrestricted resale of BT circuits, but that thye
Government decided to allow competition only in value-added services at
least gqtil 1989. The question here is how to define *“'value-added.” In so}rle
casesllt is clear enough that a service does more than simply convey'mess‘a es

and licenses can be granted in such cases, but in the interests of competifor{
and efficient administration it is desirable that there should be a sim le
general license. The VADS license issued in 1987 extended liberalizationpas
\yell a§ offering some welcome simplification. It provided for com lete
liberalization of all value-added services except telex. it allowed companiis to
sell capacity on their own networks, and it promoted the OSI standard. At
the same time the DGT modified BT's and Mercury's licenses to try‘ to
prevent them from using their positions as network operators 1o restrict or

distort competition from rival suppliers of value-added services.

Mobi!e Services Since the introduction of the Cellnet (owned by BT and
Securicor) and Vodaphone (owned by Racal) cellular radio networks in
January 1985, there has been keen competition in the mobile services
market. Demand has grown rapidly, and by mid-1987 the number of
cellu.lar radio subscribers was about 150,000 (Oftel. 1987, p. 56, table 6.1)
Well In excess of forecasts of demand. Congestion of the network occurre(i
n London, and charges for peak-time calls to or from London were
Increased as Cellnet and Vodaphone sought to relieve the problems that
arosg Cellular radio networks were extended to all major cities in 1986, and
mObll.e telephone services were heavily advertised by the two rival
.S~Upplle.rs. In his annual report for 1986 the DGT commented that
Expenence with the cellular radio telephone systems illustrates the
Particular benefits that can be obtained when two or more competitors
;;':i)rt 'from an almost ‘equal base point™ (Oftel. 1987, p. 2). Competition
beer: lzdependent equipment supp]iers eager to win a market share has also
Febms ror;g. BT made large price reduction§ for mobile telephones in
BT an:réf 986. and Racal rapidly fol!owed suit. A dispute arose between
that b tel.later that year when BT mtrodu4<:ed a range of mobile phones
that o ?pftc;lal featurfesthat worked only on its Cellnet network. Oftel said
e € spint of the license had been broken, and that in future it would
ommend phones for approval only if all their features operated on both

Networks.
o 0'2.11986 ?icenses were granted to consortia applying to operate private
lle radio systems on Band I1I (part of the radio spectrum becoming
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available) and to run national wide-area radiopaging services. The number
of wide-area radiopagers in use in the U.K. in mid-1987 was approaching
500,000 (Oftel, 1987, p. 57, table 6.2). In advising the Department of Trade
and Industry which applicants to license, Oftel sought to promote effective
competition and product variety. Enhancing the use of the radio spectrum
in the provision of telecommunications services will be an important and
exciting area for the industry in the future.

8.4.7 Labour’s Policy of Renationalization

The Labour Party’s policy is to bring BT back under social ownership if
it is returned to power. This possibility may influence BT’s share price.
and hence its cost of capital, depending on the market’s assessment
of the probability of a future Labour election victory. If a Labour Govern-
ment changed BT’s policies towards what it saw as the social
interest, the company’s profit flow would decrease and the title to a share of
that flow would fall correspondingly. This effect on BT’s cost of capital
could lead to underinvestment by BT (see section 4.2.3). The compensation
to shareholders in the shipbuilding and aerospace companies renational-
ized by the Labour Government in 1977 was regarded by many as being
unjust.

Labour’s initial intention to renationalize on the basis of *‘no speculative
gain”’ was modified and described in a little more detail in September 1986
when the party announced plans to issue nonvoting securities in exchange
for the company’s shares. These new securities would give control of BT
back to Government without the need to spend large sums of public money.
Indeed, it would be virtually unthinkable for a Labour Government to buy
back BT’s shares with cash (even at the 130 pence issue price), because the
priority given to other ways of spending the billions of pounds would be
much higher. Labour would antagonize hundreds of thousands of
households if it paid substantially less than the market price of the shares
before its election victory (although that price will be partly a function of
what the market thinks a Labour Government would do if it won). In view
of this the terms of the special securities would probably be related to the
market price of the shares, but a cash alternative of 130 pence (the original
offer price) might also be offered.

News of Labour’s plans had a significant effect on BT’s share price and
contributed to its tumble from above 260 pence to below 200 pence in tbe
summer of 1986. Indeed, BT became something of a political stock, with its
share price significantly influenced by changing perceptions of the rival
parties’ electoral prospects. The share price rose sharply in the run-up 10
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the 1987 General Election, and rea
Conservative victory.

Closer to the main concerns of this book is the question of what Labo
would do t.o the framework of competition and regulation in t}lllr
Felecommumcations industry if it was re-elected in the future. The br0'§
m.ter.mor.x seems to be to integrate Mercury with BT’s net.work th?)
eliminating competition between network operators. It will be cle: ’ S
what has gone before that we would r "

The party has moved away from the
ownership,

ched about 330 pence after the

from
egard this step as highly undesirable.
] postwar Morrisonian vision of state
rs and envisages social ownership in the future as som
providing mgre enterprise and responsiveness to €conomic circumst
Howev?r, 1t1s not clear how the objectives of managers of socially
enterprise would be determined, or how they would be monitored
regulated,‘and rewarded for performance. In section 8.5.4 we shail asses;
future options for competition and regulation under social ownership. ‘

ehow
ances.
owned

8.5 Assessment of the Framework of Competition and Regulation

((j)ur ConC[fISions about the framework of competition and regulation
Ss;e:apr?j ldn'th? 1980s for the British telecommunications industry can be
policy m:;(i as bollows. Through.out tbe period there has been a tension in
wellbein OfnsT etween two main objecnves——tl@ desire to promote the
COmpetitgioﬂ d (and a]§° Mercury). and the desire to promote effective
has been l'Van regulation. Fpr tbe mos.t pe?rt, the first of these objectives
extent bu% Be;*] more emphasis. leerallzgtlon hés occurred to a limited
dOmin‘am . .rwas transferred from public to prxv?te ownership with its
relatively lip sitions thrOUgf.lout the industry essentially intact and with a
ght regulatory rein.
to ]z;h"l?sziis :;10 reSt.rUCturi“g of BT to promote competition, as happened
has been eng c:ijted States. On Fhe conlra}ry, BT’§ vertical integration
allowed op ¢ en e: by the acquisition of Mltel. which the Government
competitor :tnln? dvora}ble to BT. Mercury is to be the sole public network
Ofte] could g east 'unul the end of Fhe decade. There were delays before
Mercury ne; ele;(mlne the terms of interconnection between the BT and
Y refusin “;or s. Th'e Gf)vernment blocked an avenue of competition
recommendgat. N permit §lmple resale before 1.989.. contrary to the
its bllrgeom‘n lon of its adviser. The RPI - 3 constraint is generqus to BT, as
aler relatins g proﬁt§ sbow, and BT enjoys, and has.used, wide scope to
The o prices within t'he basket of regulated services.
Objective of promoting the wellbeing of BT was favored by those in
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Government wishing to maximize the proceeds from the sale of BT shares,
their merchant bank advisers, and of course the management of BT.
Especially in view of the Government’s evident desire to privatize BT
speedily. good relations with BT management were imperative, and they
came to have considerable influence. Employees of BT, although their
unions fought vigorously against privatization, also had a natural interest
in having a competitive and regulatory environment that enhanced the
profits and prospects of BT.

However, the interests of consumers and of some potential competitors
in the industry lay more closely with the second objective—the promotion
of effective competition and regulation. But these groups have a relatively
muted voice compared with the interests less keen on competition.
Nevertheless. they have found a champion in Oftel under Professor
Carsberg. Oftel’'s powers are limited by virtue of earlier Government
decisions (e.g. regarding Mercury and resale), and their force and scope are
by no means clear, but Oftel has chosen to pursue the pro-competitive
objective with considerable vigor. That is evident from the ruling on
interconnection, the determination to produce better information for
regulation, advice given to the Secretary of State on such matters as the
BT/IBM proposal, and numerous statements that the DGT will not
hesitate to go to the MMC to seek modification of license conditions if he
has reason (and evidence) to do so.

Since BT and Oftel would prefer not to go to the MMC (other things
being equal), there exists a kind of bargaining game between them in which
negotiating strengths depend partly upon the assessment of what would
happen in the event of an MMC reference. The attitude of the Secretary of

State can also play a part. Relative information conditions are of particular
importance, because Oftel’s power rapidly diminishes the less it knows. We
could almost describe the system as ““regulation by negotiation.”” where the
parameters of the negotiation are loosely defined by the 1984 Act, the
licenses, and the conjectures regarding the attitudes of the MMC and the
Secretary of State. Pro-competitive interests are especially fortunate that
Oftel has chosen—as it need not have done—to adopt a vigorous stance.
Oftel has by no means been captured by the interests that it regulates, at an¥
rate so far.

There is more evidence of capture in the behavior of the Governmen!
when it set up the framework of competition and regulation. Here there is
some irony. In theoretical discussion it is often the regulatory authority
that frustrates government intentions by serving the interests of the
regulated firm. Indeed, one of the advantages claimed for the RP1 ~ X was
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that it reduced the danger of ca
regulatory.body. In fact Ofte] has
of services both within and outsid

pture by limiting the discretion of the
been quite active in relation to the prices
¢ the basket subject to control, and it has

competition, and the price contr
be back on the policy agenda.

i.lSh.l The Horizontal and Vertical Integration of BT
o :Ir]e‘i;:\e;"f;lsva;:gg:j:;tcil;?[mpgtr;]en(; par.ts in 1984, BT was privatized
n . wi ominant positions in netw
Z?z}zilg; r(]z;zlt1 rllcif:llj ]ovg—d@tance, anq international levels), the provis(i);:
manufatine ot 10ns services ofal! kinds, apd the supply (though not the
redomimny (oh cu;tomer pren.nse.s equipment. BT was also the
hout imema.u.. , luyer of .syvncl.)mg and transmission equipment,
There e mrr 1ona vcomp.etmon 1s more effective in these markets.
oromoe o ways in Yv'hlch BT could hgve been split up in order to
indoed 1 o1 fu[src)or’x;ﬁetmon gnd regulation before privatization (or
could be gor Z . The operagon of local and long-distance networks
et as;i)n thel.J ;?erhaps with sevs:r‘al. local or regional network
Ut e e qlted States. The d1.\'1s10n responsible for supplying
5t s§qu1pment.could b? an md.ependcm entity, and the same
o s lntc?rests In mobile radio and VANS. The Mitel
would o & operation could also be under separate ownership, as it
o~ ave bf:en if the proposed merger had been blocked.
ind :Zlgrl:‘:sgri o'f lthis. kir.|d can.enhancc‘ the effectiveness of competition
way thagon ty a ter.mg mcenu.ves and information conditions in such a
dominen: I:',rmd'? (;1'10~t1ves'are directed more to social ends. First, if a
competiicr betls 1vided ‘mto componen‘l parts, there may be scope for
compettho between those par.ts. .ln. BT's case, however, the scope for
would oy ween .the parts is limited. For example. local network A
becans, o Wpelt:*i w1.th local network B head'-og in the product market
State o t':Chm)lou eI:joy a natural monopoly in its locality at the present
other Kinde o ogy. 'everthe]ess there may be scope for competition of
camia] marl;etsofnp;mes A an.d B would compete in input markets, in
Furthermore tl;l anb.f‘or capacity to connect with long-distance networks.
enhanee o i;] ea ility to compare the perfonnance§ of A and B would
Secon! centlves. of their manager.s and promote internal efficiency.
Y, the effectiveness of regulation would be enhanced because the



