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Introduction

BellSouth Europe is pleased to provide written comments to the Commission
regarding the "Green Paper on the Liberalisation of Telecommunication:.
bfrastructure and Cable Television Networks" (the "Green Paper").

BeHSouth, one of the world '5 leading telecommunications companies, has a long­
standing commitment to Europe and maintains a headquarters office in Brussels. By
following its strategy to develop business projects in the EU in partnership with
strong local partners, -BellSouth -is participating in cellula!' operations in Denmark
(Sonofon) and Germany (I-Plus), and mobile data operations in Belgium, Germany.
France, The Netherlands and the U.K.

Be1150uth has also gained considerable experience in the area of competitive
networks through its operations in the United States, as well as.its leadership as the
key operator in Optus, the second carrier in Australia, and EellSouth Chile, a long­
distance carrier in South America. With its wireless operations in Europe as a base,
Bel!South is now transferring its capabilities in the competitive network area .to
support the Commission's initiatives to bring the benefits of competition to Europe.
The initial result of ttiis strategy has been the recent selection of BeU50uth as the
operating partner in the Telecom-2 consortium, which expects to be grantee a license
to ope:ate a second infrastructure-based wireline network in The Netherlands.

BeDSouth endorses the Commission's efforts to liberalize the European
telecommunications market and agrees to many of the principles suggested in the
Gree:: Pa?e:. BellSouth however wishes to comment on some of the key issues of
the paper ii.... this submission, including the industry structure, the frarnev,'ork fo;
ir.~e:;connei:~jDr.. anc the universal service obligation.

'" .'



1. The ~'E'ed for "Constructi .... e Competition"

The expressed intent of the telecommuniCations liberalization initiatives as fr2T:ie:
by the Gree~ Paper is the creation of an environment to allow Europe to compete
more effectively in the global economy. This competitive effectiveness will require
st.:?e:io: infof!71ation access, processing and transmission capabilities. lmplicit in the
"Green Paper" is the premise that these superior capabilities can only be gained \'ia a
superior telecommunications infrastructure fabricated irom effective competition
and significant private funding. The "Green Paper" further notes that significant

. pri\Oate funding depends on investment certainty borne of a stable regulatory regime
in which "non-commercial political burdens" are removed and reasonable
expectations of profitability are inherent. BellSouth Europe emphatically concurs.

From this position, the "Green Paper" concludes that open, unrestricted
infrastructure competition and effective competition are synonymqus. 1n many
cases, this is true, Open competition drives prices. toward marginal costs thereby
maximiZing social surplus. This makes good economic polity in the majority of
sectors wherein marginal (or, incremental) costs exceed average costs. It is not
however good economic policy in those sectors in which incremental costs are
chronically less than .a\'erage costs. If prices equal incremental cost and incremental
cos~ is less than a\'erage cost, investors cannot possibly recover their capital. mu ch
Jess realize reasor.able profitability. Under these conditions rational investors would
no~ in\'est.

These conditio7lS have been observed in practice. The airline industry is an example
of a seg:J1ent in which incremental costs are significantly less than average fixed
costs. The Interr.atio::-:aJ Telecommunication Union (TI1J) has noted the on-going
effects of '·aes:r:..lcti\'e cor.-.petition'· in this sector with some disr•.ubing implications
for the teJeco::7lP.'lllnica~ions sector:

..... thE ir.tern:;:ior.::I airline industry has lost almost US 516 billion be!wun ]990
ali': ]9~2. This is greater than the cumulative prOfits achieved by the industry in its
firs~ 60 y=;;rs of existence. "l

Destructive competition in the international airJine industry was foreshadowed by
proportionate operating losses and market failures in the U. S. where deregulated,
open competition has been in effect for over 15 years. The TI1J goes on to note that:

"The telecommuTiication service industry and the airline industry have much 1 n
co T1i m 0 n. "2

In addition to high fixed cost and relatively low incremental cost similariti~s,

"Both aTe und!rgoing deregulation and are subject to the lntToduction of
corr:petition ... But the recent ezperience of growth and profitability in the two sectors
has been markedly different. .. So why the big difference in the fortune$ of the two

I wC'~!~ Tdc;C'~,;n',;~J>aI!f\n Uoiol' B~pQr; J99~. InlCTn31ional Telccommuni~31lon UnIon.
Genna. S ...·l1lerJand. 199~. p B.
~~
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indus!rits? Tht' main reasor. appears to b~ thai tht proc!s~ of deregulation an d
compttl11on hDS e:rtended much further i71 the Dirline industry than in the
teluomrr:unicl:1ions industry. This has bun e:rpTtssed as price wars (in tJu air/tnt
industry)... If tht Dirline industry is 10 bt tDken as Q model for tht future c:f
telecommunications, ther: thtre aTe somt important lessons to be learned. "J

The fundamental lesson appears to be that open competition is not sustainable in a
declining cost iJ'ldustr)'. Based on US airliJ'le experience, the sequence appears to
in\'olve 2 protracted initial phase iJ'l whIch massive amounts of money are lost and
market failures are commonplace. -The initial 'phase appears to be followed by a
market consolidation phase in which the stronger players acquire their weaker
competitors. Ultimately, the market is expected to be rationalized into a relative few
survivors capable of sustaining viable competition.

Open competition is supposed to eliminate the incapable and make the capable more
capable-but it is questionable whether the public good is truly served by the
economic carnage that precedes market consolidation. As exemplified by the US
airline industry, price wars produce transitory below-eost prices for consumers. In
the short-run, that is good from the consumer's perspective, but it masks
concomitan~ deterioration ·'in service quality as competitors frantically cut costs to
attempt to stay afloa t. Investors Simply will not risk capital under these
circumstances to upgrade the industry's productive assets. Ultimately, "economic
Darwinism" 'Will rationalize the market as indicated above, but the cost 'Will be high.
Europe cannot afford the delay in reaching the same stage of market evolution that
some 01 its international competitors have already reached.

Give;: the fact that some of Europe's international competitors are years ahead in
rationalizing their telecommunications markets, is there some way to leapfrog the
market carnage phase of open competition, identify the probable sun-i\'ors and in
effect, consolidcte the market ahead of time? Just how hard is it to identify probable
su,;,,\"ivors? Are their identities so nebulous that we must let the market take 10-20
years to decide the issue? Consider the US. long distance market. The 1978
EXEC1..i!'-TfT decision effectively opened that market to competition. Would a 1978
observer have projected Mel and AT&.T as the principal market SUTYj....ors in 1995?
Be1JS('l~th helieves the answer is "yes".~

Based on the above, BellSouth Europe recommends that the European Commission
adopt the general principle that liberalization of telecommunications infrastructure
limit competitive entry to a managed number of entrants until s~ch time as effective
competition is achieved (i.e., when no single carrier has dominant market power).

~ l...C.i.£
4 Sm::e il \Io"a~ Ihe. producl of multiple mergers and acquisitions. il would nOI have been
possible 10 proj~cl Sprlnl as ~ survivor in 19'78, On Ihe olher hand. Sprinl hold~ leH
Ihan IO~ of Ihe~'U.S:·lonF dislance market b)' mOSl measures and it is therefore
quesllonable ...·"elner Sprint is pTInClpal markel survivor or simply a niche player,
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II. The ~efd for Economical1}' Efficient Interconnection Cbarges

A. De\'e!Qpmen~ of a fjamev.'ork for Inten:onnectjon

It is fairly common for interconnection charges to constitute 40-600,0 of a typical
alternate telecommunications ser....ice provider's total operating costs. This
emphasizes the importance of reasonable interconnection charges for the creation of
sustainable competition. It ··:ould not be an overstatement to say that the success or
failure of the European Community's telecommunications liberalization initiatives
may hinge on the establishment of an appropriate framework for the establishment
of these charges.

This framework should include the setting of objectives that promote economic
efficiency through effective competition. In other words, interconnection charges
should:

• Reflect cost causation
• Stimulate efficiency ':
• Promote effective competition

BellSouth Europe supports the concept that the cost causation principle is inherent
in long-run incremental costs (l.RJC). Both the WIK/EAC and Arthur Andersen
interconnection studies prepared fOT the Commission, support the cost causation
nature of LRle. These studies also report the paradox that European regulators
universally use Fully Distributed costs (FDC) as the basis for pricing decisions. There
is suIiicient reason for using FIX: lor pricing in monopoly markets. By virtue of its
basis in the typical PTf's accounting system, FDC is conceptually simple, auditable
and nb212nces to the books" but unfortunately, it is not consistent with cost
causation. It is therefore not useful for pricing decisions in competitive markets. The
\\lK/EAC study notes that n ••• TtpoTled costs aTe often not at all ufltetive of the
actual cost causation."5 The Arthur Andersen study conclusively demonstrates the
fallacy of using FDC for economic d~cision-making in its graphic "Death Spiral"
example.6 \\7ith convincing ~vidence that FDC in all its variant forms cannot
support the development of cost-based interconnection, BellSouth Europe supports
the Green Paper's (Part Il, p. 73) position that "Rtgulatory 121l1hoTities should hzzve a
Ttsponsibility ... for tnsuring ... COSI-OTitnttd pricing structurts ... " This should be
done by insisting on LR1C-based interconnection charges.

"One of the prime motivations fOT libeTl21ising. the tt1tcommunicl2tions StetOT is tho!
incumbent OptTl2tors I2U bditvtd to be intffJ·citnt. '" Based on liberalization efforts
outside the European Community (U.s., U.K., Australia, etc.), there is ample

5 r:;"", c r }' IprrrCoDDwjoD in 'he Domain of ONp, Wi,cnlchaftJichcs lnstilul fur

Kommuni1:'llionsdicDSlc/Eufopcan.Amcrican Cenler for Policy Analysis (W1KIEACl.
Bad Honer. GCfmao)'~ 1994, p. 89.
6 6qhur ADde·~cr: 'Iud'. PrpaTed fpr the CP:'lID;~~ir:, pC the Evmrnn (('..,,,uoj!' DG
Xlll, 199.:, Appendn 3.
~ 1.t.l..C,. p 63.
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evidence this is true. In the U.S., for example, Regional Bell Opera~ing Com?an~

productivity in terms of access lines per employe~ has more than doubled sinc£
divestiture in 1984. Efficiency improvements have a direct impact on internationa
competitiveness and thus a nation's future economic health will be significa:'1tl~

affected by the relative efficiency of its incumbent carrier. In this vein, the Arthul
Andersen study notes:

"As far as int~rconnut 1'S conurned it involves ... sttt2'ng interconnut charges wf: j c/;
gi:,'e inuntives to the incumbent to improve its efficiency. "8

The study goes on to suggest a way to accomplish this goal is to adjust specific
components of the interconnection charge:

"TheTe should be only paTtial funding of the 10CQl QCCt!ss loss. This will incentit'isf'
the incumbent to improve efficiency in the pTOViS1'0l1 of local access."9

As indicated above, incumbents have ample room to finance these and other
adjustments through efficiency improvements. In Australia, where the new
alternate carrier's ,.-interconnection charge contains D.Q explicit local access loss
component, the incumbent, Telstra, reports record profits as a direct by-product of its
efficiency improvements efforts. AT&T's Chief Executive Officer Robert Allen has
stated in U.s. congressional committee hearings that compe:ition has made AT&T a
more profitable company because of AT&T's greatly increased efficiency. The record
is clear-effective competition benefits the incumbent. To date, the record does not
present as positive a picture for the newcomers.

After 15·20 years of competition, AT&T still commands 2/3 of its contested US long
distance market and BT has only surrendered about 10% of its overall market (while
l'v1ercury re?o:ts operating losses and becomes more of a niche-player by recently
exiting ce;:ain markets). The conventional assumption that ex-monopolists are
easily attacked by their new, market-hardened competitors has pro"en wrong for two
fun~amental reasons:

• Monopoly-bred inefficiency plays into the incumbent's hands by (1) enabling
dramatic improvements in operating results through relatively easy "fat-cutting"
and (2) justifying high interconnect prices designed to largely recoup the
incumbent's past inefficiencies. The combination of high prices and significantly
reduced costs virtually guarantee the kind of economic rejuven~tion Telstra,
Telecom New Zealand, BT and other incumbents have experienced with the onset
of competition..

• The incumbent brings enormous structural advantages to the competition in the
form of a "paid-for" infrastructure, name recognition, brand loyalty, consumer
inertia, preferential access to data regarding the calling habits of its interconnecting
competitor's customers, superior access to infrastructure, established
regulatory /legislati\'e relationships, etc.

~ lJ:i..C, p I 66

~ ll:.u:, p I 85
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The WIK/EAC stud)' takes note of the incumbent's inherited structural advantzges
in its executive summary:

"El'en u::"~h inJerconne:tio71 charges set as low as marginal or Qverage incremer::al
casts. the incumbent is unlikely to lost its market quickly. Usually there Dre S 11 Ti k
costs Uha: entran t5 have to expend), switching costs by customers, name recogn it iOI1.

brand loyalty and other advantages of tht TO over tntrants that prevent consumers
from sr.l:itching to entrants even at substantially lower prices. For example. iT: t r. e
UK. Mercury only gained about 10% in its fiTst ten yeaTS. "10

The Arthur Andersen study comes to the same conclusion. It goes on to suggest ho\\"
this formidable barrier to effective competition can be offset:

"One practical way to offset such structural QdvQntages is to give the competing n eu'
entrants temporary Qbatements of interconnect charges, txpressed in terms of a
percentage of the charges paid by tht entTQnt for the interconnect capabilities it
receives. This WQ5 the approach adopted i'/] the U.S. aft!T the init1'QJ divestiture of
AT&T. "11

As regards this last point, Mel received interconnection price abatements as high as
65% Ithe so-called Exchange Ne~'ork Facilities for Intercity Access (ENFIA~

discounts] unti} the late 19BOs-ostensibly to compensate for unequal access. Entrants'
unequal access to the local network is second only to high interconnection prices as
the most formidable barrier to effective competition. Equal access involves the
foHowing principal components:

• Preselection
• Neutra I Provisioning
• Ubiquitous end office access
• Unbundled interconnection charges

In short, equal access means the incumbent and the entrant share the same mode of
access to their respective customers and, furthennor~ their customers have the same
mode of access to their carrier of choice. It also means that infrastructure requested
by the entrant's and the incumbent's service provision (retail) units receive the same
level of priority of provisioning, service and repair.

"Compe1ilors art disadvantaged ~f th~ CDnnot order and obtain ltased lintS, circuit
rtDrrangements, am! f'/]hD'/]ud sfrvicts o'/] reliable commercial schedules that are
equivaler: t to the service Q TO provides to its ow'/] departments or subsidiaries.
Experience in libtralised markets (U.S., U.K.) suggests that Tegulators nerd to
establish a requirement for equal provisioning and to monitor TO performDnce to
ensure equal Qccess. "12 .

10 \1,'jK.IEAC. p. 10.
II Arthur Andersen. p. 17:1.
l~ WIK.'EAC. p. Ji.
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Pcssibly the most effecti\'e way to ensure equal access and confidential treatment of
entrant's commercially-sensitive traffic data is to separate the TO's infrastructure
(wholesale) and service pro\'ision (retail) units into different organizations under a
TO holdi.'"'\g company. The creation of such an organization may also lead to
significant efficiency gains. Telecommunications infrastructure is characterized by
high fixed costs, low marginal costs and overall economies of scale. An
iniras:ructure organization's operating results are thus improved to the extent it is
able to spread its fixed costs over a wider circle of paying customers. Such an
organization would tend to welcome new business whether it came from an entrant
or the incumbent's own service -provision -unit. The'incumbent's service provision
unit would naturally take a contrary view. The best ways to ensure neutral
treatment for all service providers is to organizationally separate the incumbent's
infrastructure and service provision units.

In summary, BellSouth Europe's comments regarding a framework for the
development of interconnection charges are:

• Interconnection charges will have a major impact on the potential success of
infrastructure. liberalization

• Interconnection charges should reflect cost causation and, as such, should be based
on long-run incremental costs (LRlC).

• Interconnection charges should moth-ate incwnbent efficiency.
• Rather th2~ handicapping incumbents, past monopoly-bred inefficiencies often

greatly aO\'antage these incumbents when competition with new entrants
Te~~iring interconnection begins.

• Incu;:'1bents bring enOnTIOUS structural advantages to competitive situations.
• To develop effective competition, interconnection charges must be adjusted to

moti\'ate incumbent efficiency and counterbalance the incumbent's considerable
structural advantages.

• Efiecti\'e competition is largely dependent upon equal access to infrastructure by
corrlpe~i.,;g parties. This is most easily accomplished by organizationally separating
the ir.c...:mbe:lt's infrastructure and service provision units. Where equal access
does not exist, interconnection charges should be adjusted to achieve the same
competitive effect (e.g., the AT&T ENFlA discount to MCT).

B De\'e!o?ment of Interconnection Charges

Although not specifically acknowledged in either the WIK/EACor Arthur Andersen
reports, it is nonetheless clear that developing the right set of interconnection
charges is not subject to mathematical certainty. The necessary adjustments to
interconnection charges cited above can only be subjectively determined. This fact
disturbs many regulators since subjective decisions are the most difficult to defend.
This does not mean reasonable bounds (so-called "sanity checks H) cannot be
established (or interconnection charges. Enough experience with interconnection
charges has been gained over,·the'; past several years to establish bounds of
reasona bJeness.

7



Australia has demonstrated that a busy period composite access charge rate of
approximately 0.023 USS per minute in concert with partial equal access produced
record profits for the incumbent, Telstra. 1t also enabled the new entrant, Optus, to
apparently develop a viable business. This s'uggests that full equal access and the
same composite access charge rate may be within an appropriate range. Tne Arthur
A~de:-sen study cites a recent OVUM study of worldwide interconnection charge
experience):; The OVUM study found that whatever the theoretical basis for setting
charges, new entrants' need to have interconnection charges of less than
approximately O.OlD USS for a three-minute call to create and maintain a viable
business. This .correlates fairly well with Australian experience. Regulators should
thus be fairly confident that peak period interconnection charges in the range of 0.02
10 0.03 USS per minute for essentially equal access are reasonable. In fact, to avoid
the long drawn-out, litigious interconnection charge "negotiations" that have
occurred in the past, European regulators should initially establish a range of
reasonable outcomes. The Australian regulatory agency, AUSTEL, did this with great
success as noted by the JTIJ in its report: .

"More ofter. than not interconnection arrangements have bun established only QftfT
tJ ne:.:; market entrar.t. r has bun lictnstd and the constqutnt dtlQYs hJ<ve gTt!Jtly
hJAt1dicapped the e:rpansion of new services. This has bun the cast in the Un ited
5tctes. tn~ United Kingdom, New Zealand and most recently, Poland. 1n AustTalia,
the rf'gulatory body, AUSTEL, laid down principles for equitable interconnection
frC!TTi the outset and this h::zs meant that a competitive enviror.men,t has btt n
estJe]jshed much TTiore quickly than in other countries. Regulators dsewhere in the
'Werl':: lookir.g to license new market entrants would do wdl to follow AU5TEL's
e:rl:rr:ple. "J~

Beyond es:z:Eshing principles, AUSTEL prescribed the 0.023 USS composite peak
period ir1terconnection charge cited above before Optus and Telstra 'initiated
interconnection negotiations. With this behind them, a workable agreement
Jrame'v;o:-k ",'25 completed in about six weeks with only minimal need for AUSTEL
arbi trz~ion.

BellSouth Europe agrees with the rru that regulators would do we]} to follow
AVSTEL's example in establishing interconnection parameters at the start of the
liberalization process. Regarding use of the Australian approach to
telecommunications liberalization as a model, the economist Henry Ergas
comments:

"Com pet i t ion is Weely to establish itsdf rdativdy quickly in significan t parts of' the
Australian markel... This is for three primary reasons. The first is that the
govern men t has put in place a fra.mework of competitive safeguaTds wh j c h
anticipates and solves in Qdvance many of the difficulties which have hindered the
establishment of competition in the othn markets where liberQlisation has been
attempted... this framework should signijicanJ1y reduce the lead time involved in
the transition to competition and allow an r:arly move to a fully commerciQ! markel.
A second reason has /0 do with the seltcUor.... vfthe competing carrier. In thf' United

I' ATlhu~ Anderscn. p. 181,
I~ ITL. p 69
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Kil:gd:nr: ar.d tJu United 5tates, the transition to comp~tltlon iniJoh'ed ~r::ry c-y
p!ayrrs u'i:h little ~:rp~ri~nce of major common carri!r mark!ts and whos~ finar:clal
resources WtTe slight relative to th~ task th~y w~r~ taking on, 1n contra~t, the
!.:·;'T:niI1g consortium in Australia involves major for~ign carritrs whicr. .,. ha~'e

slmi';ar or e'i..'en greater technical r!SourCfS than the incumben t carrier and .,. read.v
access to "'nallce, it is only natural to uput that this will be uflect!d in a more rap;d
erosiel: of the incumbent's bottleneck control... Fir:ally, the fact is that the
Allstroli::<n market involves relatively powerful and sophistJ'cated major customers.
well au.... re of the range of servic(s and servia options availabl~ in comp~titit'e

mnrkets overseas... Taken together, th!se iactors' mean -that the development of
workable competition in Australian telecommunications will be m!asur!d in years
ra!h~r than, as in the United Kingdom and the United States, in dtei'des... This is
primarily because the greatest ben~fits of liberalisation come not from the inroc.ds
made by the entrants, but from the improved performanu by the incumb~nt. in no
country have the entrants secured mor~ than 15 to 20 peru71t of the market as a
whole, and even in the Australian circumstances th~ are unlikely to secure m u C h
mere. What really counts for improved tConomic performana are, c071sequen tly,
the efficiency gains made in the remaining 80 percent, that is, the market held by the
establi'shed carrier. "15

In light of the market liberalization lead established by some of its major trading
F2r~e:-s, the European Community should reduce the period required to reach the
be:-tefits of effective competition by avoiding the mistakes of these trading parmers as
A t:stralia has done, Tnis suggests a need for close attention to the Australian model.

J ~ Erps. Henr)', "An Ahernalc Vie ....· of Aus!rali.n Telecommunications Reforms," from

I;--Ir~·n:i,q, B.. INrI)' in the Id::cQrI)rI)'Jcie21icm SeeIN--\ "scn' frcm flN'T1cn;e,

edlled b~ Blom Wellenlu~ and Peler A. Stem. ,The World BanI... WashlD~!Ion. D,C.. 199':,
;:. ~50
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In. The ~ud to HannODize PlJblic PoliO:' International Competitiveness and
Economic Efficiencr

Economic efficienc)' (-,eory does not address those sitlJations in which there are
compelling social reasons for prodlJcing designated goods and services at prices
which do not cover prodlJction costs. Historically, universal telephone service has
bee;) one of these designated goods and services. The social costs .of lJniversal
service have traditionally been recovered via .internal cross-subsidies provided by
conSlJmers of other telecommunications services - including interlocal and
international long distance. It is in this context that European Community member
states and their global trading partners face the need to reconcile the social impact of
growing global economic competition with potential technological expansion of
universal service. In concert with the consensus that a society's telecommunications
capabilities and its ability to compete in the global economy are tightly correlated, the
question becomes to what extent any member state should compromise economiC"
efficiency by significantly expanding universal service.

The "Green Paper" appears to suggest that such a compromise is worthwhile to
provide egalitarian access to advanced telecommunications services, possibly
incJlJding mlJltimedia. BellSouth Europe suggests this may be feasible via some
changes in the way universal service is funded; i.e., there may be a means of bridging
some of t.he gap between economic efficiency and expanded universal service.

If expanded universal service is a reasoned response to vital public demand, the
discipline imposed by correlating cost causation with cost recovery can be at least
partially maintained via public funding. In this way, the expanded cost of unh'ersal
sE;\'ice can be spread over all economic sectors avoiding disproportionate impact on
the telecommunications sector and international competitiveness.

Since most del.'eloped countries support the traditional definition of universal
sen'ice, BellSouth Europe does not see immediate threat to the European
Community's relative international competitiveness by continuing to fund
uni\'ersal service via the telecommunications sector alone. There are time
constraints, however, on viably maintaining the status quo. Some of Europe's
international trading partners are considering measures that would limit the impact
of universal service on economic efficiency. These measures include:

• Targeting subsidies to the truly marginal consumer.
• Rebalancing-local service and long distance tariffs to better align prices with costs.

Proponents of these measures maintain universal service's fundamental social aims
can be realized without unduly compromising economic efficiency:

"The breakup of AT&T in J984 into a long-distance (and manufacturing)
and seven ]ocal-serV)'c"e companies, the Bell -operating companies,
opportun ity for billions of dollars of annual !Conomic efficiency gains
tConoTT:Y· These potential annual effIciency gains arise in pari from the
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estab!ishmen t of a rational priU system for telephone strvicts. At the time of / h ~

brtakup (and to a lesser extent today) basic access to the tel~hone network receIved Q

large cross subsidy from other telephone services; thai is; the pria of bDsic DCU55 'Was
we!! bejou.' its incremental (OT marginal) cost. The largest component of this CTOS~

subsidy arises from tht' prices of long-distana seTViCt5 which I1rt' wdl in exces5 of
their incremental cost.

... Economist5 were awaTt of thi5 problem and in the 19705 recommended that long
distanct prices be decreased and basic (local) access prius be increased. u' hi,};
eIiminQtes the loss' in uOl1omi, -rffi;:irncy. I1TCome-distributio71 problems arise. bu I
these problems CQn be solved by Q forgeted subsidy to low-income households ...

Our (priu elasticity) estimates also find an ~'mporlanl effect of long disttlnct prices 0 n
the demand for basic (local) access. indeed, the effect of long distance prices is
sufficiently large that tI revenue-neutral rebplancjng of telephone pr~·ces. u'hich
would reduCt the subsidy for basic (local) access and lower long-distance priceswo u Id
lead to large gains both in uonomic efficiency tlnd increased ttl~hone penttration
in the United States. Thus, the perceived trade-off b!twun uonomi, efficiency an d
telephone penetration (universalseTVice) is unlikely to exist anymore. "]6 (Emphasis
and parenthetical remarks added)

In fact. telephone penetration increased from 91.4 percent to 93.3 percent of US
households in the 19S4~1990 period.Ji During this period, basic local sen-ice prices
jncreec.ed about 35 percent. This increase was balanced by long distance decree5eS of
about the same amount. Targeted subsidies in the form of deeply-discounted
"lifeline" local service rates were also made available to low-income households
during this period. A policy of targeted subsidies and tariff rebalancing in the U.S.
has hac the dramatic effect of improving both economic efficiency and universal
seT\"ice. The Hausman, et a1.. study however notes that steps in the United States
to\';ard cost-based pricing are well short of the goal:

"... the currer.I combination of fed!ral and stale policy toward regulation of
telephone sen'ice in the United Slates has an efficiency 1055 in the billions of doIlJ1r5
a1.d re:ards the advancement of the "information Age" which mn"y indiz:iliuJ11s
believe u:ill increase productivity and lead to many new 5ervias for telephone
cons urn ers. "18

Both the 'WIK/EAC and Arthur Andersen studies agree that the long-term objective
should be to remove from the telecommunications sector the burden of financing
social policy (universal sen-ict. below-cost local service and geographic averaging).
As demonstrated in the U.s., a carefully crafted system of targeted subsidies, tariff
balancing and public funding has the potential to realize both important social
objectives and. improved economic efficiency. The Arthur Andersen study points
out that tariff rebalancing alone can reduce appropriate universal service obligations

16 Hausman. JeTTY. Timothy Tardiff. and Aleunder Beliflfante. "The EHeclS of the
Break-up of AT&T on Telephone PenelTl.\ion in the United 5Ia\e~:· Federal
Commllnicl.lions CommIssion. 1990. pp. 178-) 79.
17~ .• p. 18:!.

I~ ll..uJ .. pp 18)·1&4.
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(USO) and local access service deficits to 2% or Jess of the average European
Community incumbent's annual revenues.19 Achieving the long-term objective is
thus possible. BellSouth Europe recommends that infrastructure liberalization
utilize ap?ropriate proportions of targeted subsidies, tariff balancing and public
funding to ha:mo..ize social goals in the short-to-mid-term with the ultimate goal of
func~ing soda] policy from public sources.

• , •• :- ,~~ I

.............
• 4 _ ...

19~ .. p. 158
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I\'.Summan· of Comments from BeIlSoytb Europe

1. Pri\'ate funding of world-class telecommunications infrastructure depends on
investor confidence in receiving acceptable rates of return. Open competition in
a declining cost industry such as telecommunications is unlikely to generate
sufficient investor confidence since prices tend to approach marginal production
costs and cannot therefore recpver the investor's capital. This is especially true if
the industry is expected to be burdened 'With significant 'increases in social costs
such as expanded universal service. BellSouth Europe recommends that the
Commission adopt the position that competitive entry must be limited to 2 to 3
proven infrastructure providers to ensure constructive competition and the
ability to attract long-term private capital.

2. The Commission should establish guidelines that promote the development of
interconnection charges that:

• Reflect cQst-causation
• Stimulate economic efficiency
• Promote effective competition

To achieve these objectives BellSouth Europe recommends that interconnection
charge development be subjected to the following guidelines:

• Interconnection charges should largely reflect long-run incremental costs
(LRJC) cau~fd by the interconnection.

• Since the incumbent carrier has ample latitude to rationalize its costs in
the short-term, proportionate recovery of joint and common costs should
be limited by global "best practice" benchmarks for such costs established by
incumbents in other fully competitive markets.

• Interconnection charges should be sufficiently reduced to· factor-out the
incumbent's structural market advantages and superior access advantages
(if any).

• A range of reasonable outcomes from the interconnection charge
negotiations between the incumbent and entrant should be established at
the start. Based on experience in constructively comp·etitive market9,
BellSouth Europe recommends a standard, peak-period, interconnection
charge range of 0.02 to 0.03 USS per minute. under full equal access
conditions.

• In recognition of the consensus that telecommunications is a declining
cost industry, interconnectio!1 charges .should be subject to a Consumer
Price Index minus X (CPI-X) time gradient where the productivity factor, X,
is such that CPl-X is nonnally negative.
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• Local access loss and the universal service obligation should be funded
independent of interconnection charges. In both cases, proportionate
recovery should only be partially funded to promote incumbent efficiency.

3. Any expansion of universal service beyond its traditional voice telephony basis
should be publicly funded to avoid compromising the European Community's
global economic competitiveness. Furthermore, the long-term objective should
be removal of the burden of funding social policy (universal service, below-cost
local service and geographic averaging) irom the telecommunications sector
beginning with a combination of (1) targeted subsidies, (2) rebalanced tariffs and
(3) public funding. Ultimately, social policy as defined above should be reducible
to no more than 1-2% of industry revenues based on "best practice" benchmarks.
At this level, the transition to full public funding of social policy can probably be
effected at minimal political risk.

BellSouth Europe believes Commission adoption of these recommendations in
concert with other recommendations of the Green Paper will produce effective and
sustain2ble co~petition in the telecommunications sector. Such competition will
yield benefits in increased economic competitiveness for the member states and
increased social be:;iefits for the populations covered.
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30 March 1995

Don Cruickshank Esq
Director General
Office of Telecommunications
E.x-port liouse
50 Ludaate Hill
LO~DO~ EC4M 71J

Dear Don

A Framework for Effective Competition

1'__

I enclose a copy of U S WEST International's submission to your
Consultative Document on the future of interconnection, A
Framework (or Effective Comperttton. U SWEST very much welcomes
the opportunitY to contribute to the consultation over what, we
belie\'e, is the most significant regulatory re\;ew paper published in
the UK.

As you know, U S WEST stTon,ly believes that the UK has succeeded
in creating one of the world's most liberalised telecommunications
markets. However, you and your coUeques at ann. are nlht to
want to build on the achievements of the 19805 and early 90s. The
current interconnection reatme restricts operators' nextbilltY to offer
the inno\·ati\,e seT\ices and pridDI packqes which must be at the
hean of effecti"e competition. The proposals put forward by your
office in the Consultative Document are a Vital step forward in .
remo\ing this barrier to competition and choice.

.../more

.............·r_.__ .-._ ....&~t ...... l---.
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I hope that you and your colJupes fiDd our submission informative
and useful in arriViDI at your coachJlioas. Naturally, we would be
very happy to provide my further iDt'ormation or clarification which
would be of assistance.

Yours sincerely



A Framework for Effective
Competition

A response to OFTEL's .
consultative document from

U S WEST International
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Introduction

u S \\~T welcomes OFTEL's CGIIIUItabve document, lOA Fnun,won jor .ctive

CO/ltfHtition", as the most siJftificant ~cations replauon review paper

published in the UK. lIS intent - the CNItion of effective competition - wilJ help keep

Britain at the forefront of the new' teJ-=ommunications rwolution.

The United Kingdom already has one of &he world's most advanced. libeNlield and

competitive telecommunications -*ft. The .~ of policy-.-kers in

implementing refonns which hive ....ieally itftprowd customer choice. service

quality and service accessibility should not be Ii.....y dismissed. However OFI"£L is

right not to be complacent.

While UK regulatory policy has detiwnd many t.nefits to cansumetS and the

telecommunications industry alike, theft aN still many distortions c:aUlld by rep.lation

"..hich prevent the emergence of broad. effec:tive competition. Opensor's licences

ha....e expanded each time policy is reviewed, IS OFTEL has sought to deal with

panicular regulatory distonions through funher detailed regulation.

Thus the approach taken by OFTEL in this consultative document is panicuJarly

welcome as it seeks to strip lway these distortions through an integrated appraKh to

the many public policy and commercial aspects of repl.tion - interCOl'lnection, retail

pricing. the universal service obligation and so tonh - which are too ohen treated as

separate issues.

The benefits of a regulatory framework for effective competition wiJI be felt by both

new and established operators. Consumers will benefit from an out-pouring of

innovation and a diverse range of compeling telecommunications services. while the

UK as a .".hvle will benefit as itS citizens and companies have access to the most

advanced fom\s of the key enabling technology for the next cenlury.
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Executive Summary

The JlUt variery of telecommunications _ rices can. for the purpose of replatory

policy. be divided into twO catepries: interconneetion and retail.

"Interconnection" should be tiJhtly dIfined alhele service components eaential to

caIJ completion. Interconnection is a vi1aI pan of telecommunications public policy

because it preserves "any-co-any" calling and I -.nlels netWOItc. 0peIss0rs should

be recompensed for costs actually incurnId in interconneetion: but that is all.

Interconnection is a means of surmountinl the extemaJity thae • orip_q operator•

in order to complete their customer's trIfttICtion. may need 10 terminate their caU on

another operator's network.

The .tariff for interconnection between oriJinatinJ and lenninaling nerwortc operators

should be calculated through a "bonom up" approach which identifIeS the cost drivers

and their long run incremental cost (LRlC). including the appropriate contribution to

the cost of capital. There should be no arbitrary marle-up to this LRle. as any attempt

to add common or overhead costs will diston the marleet. serve as a barrier to effective

competition and operate against the public good of "any to any" calling.

All other services are "retail" and operators should recover their overhead and other

costs in this market. where competition will force them to allocate their COlIS in the

most efficient manner. In general. operator! should have the freedom to tailor their

prices to the market. subject to competition and fair trading rules. However there may

be a shon-lerm need. as competition develops. for regulatory action to Iftvent

dominant operators exploiting their market power in pans of lhe market which are

nominally competitive but which are, in practice. dominated by one or two opentors.
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u S \\-'EST therefore believes that I modified version of OFTEL's option 3 - I LRle
interconnection regime. incluctiftJ an appropriate rate of retum for capital employed,

~..ith no mark-up and no specific COI t on BTs~ line NnIa1 prices -

pro\fides the best bais for...i 1e competition. Option oil. which proposes

I pnera! prohibition on arui-eompetilive pracUCII. could usefully complement Option

3 but. in itself. would not be a sufficient reform.
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U S 'NEST in the UK

U S WEST International is a_panner. throu,h Telnwst PLC. in 24 cable TV

franchises in the United KinSdom wiih the pocential to serve more than 3.3 million

homes Md more than 500.000 busi_. U S WEST and ilS pannen are the

IllJest operators of cable TV and telephone services in the UK with more than 271.000

access lines in .service and more than 320.000 cable television subscribers.

Throu!h Mercury 0ne-2-0ne. a 50-SO joint WfItUN between U S WEST Mel Cable

&. Wireless. U S WE:ST is helping to brine the next ....uon of PeN wireless

communiaations technology to the UK marlcetplace. MM:ury 0ne-2-<>ne is the fttst

wifeless .service priced to reach a mass market of~ off... rates 20-409& less

than traditional cellular serVice. 0ne-2-Qne also offers the world's first fine local .

calling for wireless phones. The .service has over 200.000 CUSlomers.

I In the print and electronic -directory business. U S WEST purchased Thorman

Directories in 1994.

Elsewhere in Europe. U S WEST is a panner in developing aable TV projects in

France. Hungary. Norway. Spain and Sweden and is providing wireless sen:'ice in

Hungary. the Czech Republic. Slovakia and Russia. Also in Russia. US WEST

established the Russian Telecommunications Development Corporation <RTDC) which

is supponing the financing. development and operation of I modem intercity network

for Russia. In addition. the company has I directory business in Poland and is a

panner in an international gateway switch venture in Lithuania.



Our Approach

Chapter 10 of the conlul1ative document di'Ct...s the -.rrier.s to the dellelopmelll 01

suslQi1llJblt competition -. It is this Concept of sustQillllb/e ctm'lPetuion which we

believe should be at the bean of reJulalary policy. By sustainable competition. we

mean an environment where companies s-=-d or fail in the markelplace on the basis

of their ability to serve customers' .......... efficiendy. innovate sua:essfully and

direct their investments effectively. CompMies who succeed have hard won

competitive advantages which are economically efficient and honestly earned.

Such an environment has been - and is - cited as the pi of replatory policy.

However while policy-makers have shared this pl. too often they have used their

policy tools to achieve a specific shan-nan outcome. Licensing. retail price IeJUlali0n

and interconnection bave all been used to achieve particular short-Nn policy ends.

Instead of enabling competition. regulatory policy has instead fostered competitors.

This has created an environment ""here competition is in winning regulatory favour

rather than customer approbation. Uneconomic entry has been promoted by

regulatory-driven price signals and. once in the market. uneconomic operators have

become addicted to regulatory succour. !bey press for funher distonions to the marieet

to allow them to survive. Regulators face pressure from operators they effectively

created to impose further regulation. Such new re,ulation inevitably has further

unantic~pated side-effects elsewhere in the market. creating funher false ~ignals and

regulatory dependency.
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