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The f i rs t p rob lem i n t h i n k i n g about regulatory r e fo rm is to k n o w w h a t 
this te rm means. T h e central issue o f regulatory r e f o r m used to be 
whether or no t w e shou ld deregulate. Today , the mean ing o f regu la tory 
re fo rm has become m u c h more c louded: The quest ion o f whether one 
should re-regulate comes up as of ten as whether one shou ld deregulate 
fur ther. 

I n the te lecommunicat ions industry , however , the debate s t i l l centers 
on how regulat ions shou ld proceed f r o m here. B y focus ing o n the par t 
o f the te lecommunicat ions industry that I k n o w best, the i n t e r L A T A 
interexchange marke t , I w i l l t ry to rev iew the impor tan t issues that every 
regulator must con f ron t when contemplat ing h o w to r e f o r m regu la t ion. 

M y perspect ive is that o f a person w h o works p r i m a r i l y o n p rob lems 
o f company strategy. A l t h o u g h m y roots are i n indust r ia l economics , the 
perspect ive o f an economis t on compet i t ion and m y perspect ive as a 
person w h o w o r k s w i t h companies on strategy are d i f f e ren t enough to 
a f fec t the v i e w o f regu la tory po l i c y and re fo rm. 

I f i n d there are three prob lems üiat obscure h o w regulators and other 
observers eva luate the rat ionale f o r r e fo rm o f te lecommun ica t ions 
regulat ion. F i rs t , the m o d e l o f compet i t ion is o f ten inadequate; second, 
most regulators have a flawed concept ion o f company strategy, radically 
d i f fe rent f r o m the one he ld i n industry; th i rd , regulators have the w r o n g 
pr ior i t ies w h e n they assess the benefi ts o f deregulat ion. I w i l l b r i e f l y 
touch on each o f these three areas and use the i n t e r L A T A marke t as a 
case study f o r h o w these prob lems have co lored the debate about the 
fu ture re fo rm o f regu la t ion i n that market . 

W i t h regard to models o f compet i t ion , discussions o f regu la tory 
re fo rm among po l i cymakers o f ten draw on a mode l o f compe t i t i on that 
has a long t rad i t ion i n economics. The mode l rests o n t w o var iables. T h e 
f i rs t , seller concentrat ion, takes in to account the number o f compet i to rs 
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and the i r degree o f concentrat ion. B y th is measure o f compet i t ion , the 
i n t e r L A T A interexchange market is h i gh l y concentrated i n compar ison 
w i t h the average o f a l l industr ies. The second var iab le, barr iers to entry, 
is no t un iversa l l y accepted as a par t o f the m o d e l o f compet i t iveness. 
Fo r instance, some economists do not be l ieve that there are any barr iers 
to entry . Those w h o bel ieve i n barr iers to ent ry , as I do , tend to v i e w 
them i n re la t ion to the cost o f rep l icat ing the pos i t ion o f indust ry leaders; 
thus, they are general ly concerned w i t h economies o f scale, learn ing 
cu rve e f fec ts , and those sorts o f th ings. A g a i n , i f w e regard the 
i n t e r L A T A market i n this way , the barr iers to ent ry appear to be h igh. 
The cost o f rep l ica t ing A T & T ' s pos i t ion w o u l d be very large - i n the 
b i l l i ons o f dol lars. 

A s a consequence o f adopt ing th is mode l , po l i cymakers spend an 
inord inate amount o f time t r y ing to def ine the industry . Th is is because 
seller concentrat ion and, by inference, compet i t i on are a func t ion o f 
where the indus t ry 's boundaries are d rawn. 

F r o m m y v i ewpo in t as someone w o r k i n g i n company strategy, th is 
image o f compet i t i on is much too nar row. Sel ler concentrat ion and 
barr iers to entry are s ign i f icant , bu t o n l y par t o f the story – and i n 
te lecommunicat ions on l y a smal l part o f the story. Ano ther mode l o f 
compet i t i on is wha t I ca l l the industry structure mode l . T h e idea is that 
the compet i t i on is broader than mere rivalry and barr iers to ent ry . There 
are ins tead f i v e m a j o r fo rces o f c o m p e t i t i o n : those t w o p lus the 
barga in ing power o f buyers, the barga in ing power o f suppl iers, and the 
threat o f substitute products and services. These five forces determine 
demand and supply elast ic i ty fac ing f i rms i n an indust ry . 

I f w e l o o k at the i n t e r L A T A interexchange market t h rough this new 
lens, w e reach a s t r i k ing ly d i f fe rent conc lus ion than i f w e l i m i t our v i e w 
to the t rad i t iona l lens o f seller concentrat ion and barr iers to entry : The 
i n t e r L A T A market is an intensely rivalrous industry . W h y ? Because the 
forces that d r i ve rivalry i n an industry are m u c h more numerous than 
seller concentrat ion alone. One impor tan t indust ry characterist ic is i ts 
tendency toward intense rivalry. I n this indust ry there are enormous 
fixed costs as a p ropor t ion o f va lue added. There is also s ign i f icant 
excess capac i ty . M o r e o v e r , w e find h i g h bar r ie rs to ever r e t i r i ng 
capac i t y f r o m the marke t – that is , h i g h bar r ie rs to ex i t , to use 
te rm ino logy start ing to become more c o m m o n . 

So w e A n d compet i tors w i t h h igh stakes i n the market , w i t h con f l i c -
t i ng goals, and w i t h t remendous cost pressure to cut pr ice and/or add 
service to f i l l up capaci ty. N o t surpr is ing ly , they are locked i n a v igorous 
struggle. The compet i t ion is enhanced b y the fact that ne tworks are 
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competing. Companies with networks having varying technological 
capabilities can be readily redeployed to offer different kinds of 
services. Thus rivalry, far from being low as would be predicted in a 
highly concentrated industry, is actually intense and likely to remain so 
for the foreseeable future. 

As for buyers, this industry traditionally neglects them, assuming that 
they are powerless. In a regulated world, they were. But in the 
deregulated industry, buyers are enormously powerful, very price 
sensitive, and quite sophisticated. Thousands of consultants advise 
companies on how to lower the telecommunications costs by buying 
better. Even grandma in Peoria can easily and cheaply switch from one 
provider of services to another with simply a phone call or a letter. Some 
shared tenant services merge the bargaining power of even relatively 
small business customers. The reasons why the buyers are sophisticated, 
why they care about this product, why Uiey can buy efficiently, why 
PBX, the machines of the future, are going to enable them auto-
matically to route these cost services are firmly embedded in the logic 
of the buyers' businesses. That is not going to change. 

As for barriers to entry, it is difficult to replicate AT&T's position, 
but one does not have to do that. In this industry there are many less 
expensive ways of getting into the industry, including leasing excess 
transmission capacity and building regional facilities. Large amounts of 
excess transmission capacity will be the rule, which means potential 
entrants with access to customers will be able to lease this capacity from 
hungry providers who have no other use for it. Even replicating AT&T's 
national network is within the reach of several corporations. The capital 
spending budgets per year required to build a national fiber network are 
not out of line with what a Fortune 100 company would spend on capital 
investment. Barriers to entry are therefore not invincible. To the 
contrary, they are relatively low in some segments, and hence a 
company can slowly build a broader position. 

Effective substitutions are taking place – the most significant being 
that the buyer backward-integrates, providing his own telecommuni-
cations capacity or at least a piece of the overall capacity. This is likely 
to happen more and more, and not simply for reasons of cost, but so that 
the buyers can obtain improved service and responsiveness in their 
telecommunications networks. 

If, then, you take an old, narrow view of industry structure based on 
seller concentration and barriers to entry to replicate AT&T, you end up 
wringing your hands about regulatory reform. But if you look through 
the new and broader lens of the determinants of industry competition, 
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the conclusion is resounding: Get on with deregulation. What are we 
worrying about? We have an industry structure that fundamentally 
supports active competition. 

I mentioned earlier that the second problem with regulatory reform is 
how regulators think about strategy. Economists have not been very 
interested in strategy until lately. Their usual position is that the environ-
ment has driven strategy; that is, companies have maximized within 
constraints set by the environment. There is not much that a company 
can do; it is a passive actor in the environment. Most writers have also 
viewed strategy narrowly and assumed that it was heavily driven by 
costs. Further, the test of strategic position has been correspondingly 
narrow, measured primarily by market share. One's strategic position is 
fully reflected in one's market share. Again, industry definition 
becomes crucial. What the relevant market is, is of central importance. 
This conception of strategy by regulators is abetted by the fact that in 
regulated industries, companies tend to adopt homogeneous strategies. 
When many variables are regulated, companies do not have many 
degrees of freedom. They all follow the same strategy. So regulators 
start believing that all companies are alike, and they all approach the 
competition in the same way. 

If we review the business strategy literature and analyze the experi-
ence of other companies, however, we discover that unregulated 
industries are heterogeneous. The essential issue in strategy is competi-
tive advantage. How can one company gain a sustainable advantage 
over another? Competitive advantage is rich in character. It involves not 
only cost, but also what I call differentiation, or the ability to provide 
superior service and value and command a price premium. 

In creating strategy, firms also have myriad possibilities for choosing 
competitive scope, or the breadth of their strategic target; for example, 
whether to stay in a niche or whether to offer a full line of services, or 
create an arrangement in between the extremes. It is clear from the 
research on strategy that high share does not equal highest profit. It is 
also clear from the research on strategy that high share does not equal 
lowest cost or even competitive advantage. 

The airline industry provides an example. United Airlines has had the 
highest share, but they are nowhere near the lowest cost producer. Nor 
does United have the best quality product. United has a poor strategy 
and is being punished for it in the marketplace. American Airlines and 
Delta, with lower market shares, are the differentiated competitors and 
earn much higher returns. Continental is the low cost producer. 
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Relating this to the interLATA market, once again the old view of 
strategy and how it is measured turns us to handwringing: AT&T is 
dominant, and we should worry. With a broader conception of strategy, 
however, we find that AT&T's market share is not a good indicator of 
its competitive advantage. Indeed, Sprint's commercial, which showed 
that over a Sprint circuit you could hear a pin drop, went straight for 
AT&Ts jugular. It showed that AT&T’s service quality and the quality 
of transmission are not an advantage, nor is its breadth of services. 

What about cost? AT&T has a big depreciated network, but AT&T’s 
competitors have brand new, low cost capacity coming on stream. 
AT&T is racing to catch up and eventually will have the same kind of 
capacity itself, in which it will have to invest current dollars as well. So 
here is an industry where the leader, AT&T, does not have a compelling 
competitive advantage, but is indeed struggling to maintain its position. 

My conclusion, already obvious, is that we should get on with 
deregulation. The price cap concept is unnecessary. Either it will not 
make any difference or it will turn into a great morass of trying to 
calculate things that are impossible to calculate – for example, the costs 
of an individual service where you compete network to network. There 
is the risk that we will find ourselves in an expensive mess where only 
the lawyers will be the winners. 

As for the benefits of deregulation, many regulators think of them 
primarily in terms of prices. The perspective is of static efficiency and 
price-cost margins. Will AT&T rip off poor grandma on the farm? 
Much evidence in economics, however, suggests that these are not the 
first order of problems in thinking about deregulation. 

There are essentially two main benefits of deregulation. The first is 
of strategic heterogeneity. Deregulation allows firms to choose different 
strategies, to offer different bundles of service, to have different mixes 
of cost and differentiation. That kind of variety is enormously beneficial 
from an economic standpoint. The second and even more important 
benefit of deregulation is in promoting dynamic efficiency of progres-
siveness or innovativeness. Research compellingly indicates that inno-
vation is what really matters, not the price-cost margin. And yet, we 
concentrate on the price-cost margin and ignore how regulatory 
changes might affect innovation. Given the breathtaking technological 
changes in this industry, the real action is obviously in innovation; and 
so regulators must figure out how to ensure that innovation takes place. 

What general conclusions can we draw? The issues I have raised are 
endemic to all regulation. They exist in electric power, energy, airlines, 
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and a host of other sectors. The tendency is strong to view competition 
narrowly and inadequately when we assess how to deregulate, and 
whether and how to continue doing so. Regulators should use the same 
competitive model as other companies do, and should have a realistic 
view of competition as other industries do. By taking accurate readings 
of the health of competition, regulators can encourage and celebrate 
strategic heterogeneity. They must allow companies to take different 
approaches and not create policies that force them to adopt the same 
strategy. Finally, regulators need to think first and foremost about how 
they might affect innovativeness and technological progress. 

As one who works with companies on strategy, I have found that it is 
easy to underestimate the time it takes for regulated entities to adjust 
their behavior to reflect competition. Having worked with many 
regulated entities as they entered a new era of competition, I know that 
the barriers to adjustment are enormous. They involve an entire 
generation of management brought up with different rules who are 
terribly uncomfortable with the new rules. Such problems add years to 
making strategic adjustments, and hence the behavior of companies will 
lag behind reality for a while. In such a setting, where behavior lags 
behind reality, we cannot afford to use these old-fashioned measures of 
competition and market power. Regulatory reform must be guided by 
the new realities, not the comfortable, understandable old ones. 


