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I. INTRODUCTION"

A question of interest far beyond telecommunications is the direction in the flow of
reform and institutional innovation: does change originate at the center and flow outwards to the
periphery, or is it the other way around? Or is reform more in the nature of historical tide,
flowing in and out depending on some larger forces of the moment?

The first view, which can be termed the "imperial” perspective, is based on a belief that
reform is an activity requiring the kind of expertise, sophistication, and leadership found
primarily at the center. A variant of this view is that reform must be coordinated to succeed.
Thus a reform at the periphery will not be effective, and hence by elimination viable reforms
must originate in the center.

The opposite view may be termed the "laboratory" position. Change requires the
overcoming of a status quo, and where is the latter more strongly entrenched than at the center?
In contrast, someone at the periphery is likely to experiment with innovation, if given leave to
do so. The stakes are lower, and new approaches are possible.

The proponents of each view have historical anecdotes and much political science
literature (on the core versus periphery) to support their view. The French and Russian
revolutions originated at the center; the American at the periphery. Most New Deal reforms
were fashioned at the center of America, but the progressive movement originated in the
prairies. In telecommunications, the main impetus for change in the U.S. in the 1960s and *70s
came from Washington and was resisted by the states. In the late ‘80s, however, the momentum
of reform in the center began to slow down, and the states were in some instances more
innovative.

And Europe? The question of center versus periphery is even more important in Europe,
as it inches (to use a Euro-politically incorrect measure) towards economic and political union.

In Europe, the center holds ambitions, couched in the technical jargon of bureaucracy and the

" The author would like to thank Alex Wolfson for his assistence, and Richard Kramer,
and Kelly Boan for their comments.
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inspiring language of integration. The center consists, formally, of the Commission of the
European Community. Close to the center are the two piilars of the Community, Germany and
France. Historic agreements between them had led to the Coal and Steel Community, Euratom,
the European Common Market, the admission of Britain, and the Maastricht Treaty. The
periphery begins with the other member states of the EC, both those of the original six -- Italy
and the Benelux -- and half-hearted latecomers such as the U.K. and Denmark. Further outside
are the EFTA countries which for a variety of reasons did not join, such as Switzerland,
Sweden, and Finland; and still further out are client states in Eastern Europe and the non-
European Mediterranean.

Where did telecommunications policy reform originate? In a major sense, the correct
answer would not assign a territorial or jurisdictional location, but a functional one. Policy
changes are based on underlying changes in user patterns of information, the technology of
information processing and transmission, and the expansion and redistribution within a national
network system. In that sense, reform originates in the telecommunications departments of large
corporate users, and in the laboratories of electronics firms. I have traced and modeled the
underlying dynamics in several writings.! Yet to look at larger forces does not negate the
usefulness of observing where and how governmental policy responded to them. Such is the task
of this paper.

Much of the impetus of policy reform in Europe seems to have come from the European
Commission. The reasons are varied, and are part of a much larger game of empowering the
common bureaucracy at the expense of the particularized ones. In telecommunications, this is
done through alliances of Brussels with the large transnational users, with large high-tech firms
seeking industrial policy subsidies, and with national ministries that are closer to these interests
than the traditional postal ministries are. Whatever the reasons, the outcome of Brussels’ efforts

since the "Green Paper” of 1987 has been policy change in terminal equipment approval and

! See, in particular Eli M. Noam, 1992, Telecommunications in Europe, Oxford
University Press, New York.
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interconnection, value-added access, standard setting, and the restructuring of traditional postal
civil service entities into semi-autonomous corporate bodies. It is therefore easy to jump to the
conclusions that, but for the Brussels supra-European directives, those changes would not have
occurred. But to reach such conclusion one would have to show that these changes might have
not happened otherwise, for example by demonstrating that no countries instituted similar or
farther-reaching reforms on their own. It is therefore important to look beyond Brussels.

Change did certainly not originate in the outermost periphery. Eastern Europe had a
historic chance, but seems to waste it. Beggars can’t be choosers; nor, it seems, can reformers,
where the reforms must be underwritten in material terms by telecommunications traditionalists
in the West. For example, the opportunity to create in the former East Germany a regional
telephone organization as a long-term rival to the West’s DBP Telekom was never seriously
considered.

Close to the center, the core consisting of France and Germany has shown little reform
initiative until recently. In both countries, coalitions of powerful interests kept the traditional
PTT (post, telegraph, telephone) monopoly system alive, and provided for a long time many of
the arguments for telecommunications ancien regime. Germany’s Heinrich von Stephan,
Bismark’s remarkable postal contemporary, had created the PTT system domestically and
internationally, and it was largely unchanged on its home turf until recently. In the 1990s,
Germany, badgered from the outside by trade partners and from the inside by academic critics
and rival ministries, embarked on reform, fortuitously just before the unexpected national
reunification would have provided the rationale for another decade’s delay.

France, after an embarrassing first telecommunications century, moved the traditional
system to its technological peak, a triumph of state-sponsored engineering and investment.
France in the 1980s took a traditional statist approach and increased the role of government. The
Socialist government made high-technology a national priority and nationalized much of the
French electronics and telecommunications equipment industry to meet this goal. The effect was

that the French actually created, for a time, a state-owned analog of the old AT&T system: a
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vertically integrated complex of equipment manufacturing coupled with a telecommunications
transmission monopoly and an R&D laboratory. Conservatives, returning briefly to power in
1985, re-privatized several of the equipment firms, and the telephone administration was
gradually made more independent. But the state and its affiliated institutions remained in charge,
continuing the tradition of industrial policy for the telecommunications and electronics sectors.
In the early ‘90s, France, increasingly at Europe’s institutional rear guard, reassessed its
position. For the public-sector entrepreneurs and technocrats of the telecommunications sector,
change made sense, because it also came with independence from erratic politics, and financial
restrictions. Hence, institutional reform was accomplished in the early ‘90s. To conclude,
change in Europe’s core countries legitimized reform, but did not cause or advance it.

And what about the other countries of Europe? We find several categories of countries.
One grouping are the Traditionalists, countries that were some of the strongest proponents of
institutional status quo, such as Portugal, Greece, Switzerland, and Austria. (The latter two
contradict the view that economic development leads to institutional change.) For a long time,
Belgium was also part of this category.

A second grouping are the New Reformers, the UK primarily, and, more cautiously but
perhaps more influential, the Netherlands.

In the U.K., the conservative government of Prime Minister Thatcher created and
privatized British Telecom, and opened the market to facilities-based competitive entry. For the
rest of Europe, these changes were far too revolutionary. The classic evolutionary model was
set in the Netherlands, where the traditional administration was split in 1989 into postal and
telecommunications bodies under the managerial autonomy of a public corporation. This model
was eventually followed in most European countries when the initial resistance of PTTs gave
way to increasing support. The Netherlands targeted its telecommunications system in order to
establish itself as a major European center of services.

The Dutch reorganization was particularly effective as a model for other European

countries. The extensive competitiveness in the United States made its system institutionally too
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distant to be directly applicable. The British policy, favoring privatization and the establishment
of a competitive carrier, was also too radical for the continental countries. The Japanese model
suffers from the lack of transparency of Japanese governmental and economic processes. Ireland
and Israel, which had successfully instituted much of the same changes earlier, in 1983 and
1984, were too far at the periphery to matter. Holland, on the other hand, is a close and
respected neighbor, and its policies cannot be easily dismissed as attempts at hegemony. The
Dutch PTT reform was therefore watched with particular interest by other European countries.

These two countries have been well-covered by academics and other countries. Yet there
is a third grouping of countries, which I find to be highly interesting in many ways, both for
their institutional diversity and for the way their telecommunication institutions provide insights
into the future of European ’'mainstream’ telecommunications. And yet, interestingly, they had
very little impact on the rest of Europe. The reason is: (a) that these changes had often taken
place decades earlier; (b) that these countries had no missionary zeal or ability, in contrast to
the United States, to export their system to the rest of Europe; and (c) some of these systems
worked, but others didn’t. In consequence, the alternative models remained confined to their
own countries and did not travel. Indeed, these countries in some instance moved backwards in
the direction of traditionalism, in the name of European harmonization. These countries, which
[ call the Non-Conformists, are Denmark, Finland, Greece, Italy, Portugal, Sweden, and Spain.

Their experience, and the lessons they bear, will be the subject of discussion below.

I1. TRADITION AND ALTERNATIVES

The process of providing telecommunications services and equipment in developed
countries has traditionally involved a closely knit community of interest groups. Until the late
1980s, most countries combined postal and telecommunications functions under the same roof.
These civil service PTTs go back to the age of European absolutism when postal monopolies
were first established and have since spread to most of the world. The PTT’s operations were

typically controlled and operated through state institutions like ministries of post and



Telecommunications Reforms at the Periphery: Role Models or Followers?
Eli M. Noam
DRAFT: 27 October 1992 6:21pm

communications. They held a monopoly over all mail and telecommunications services and were
closely allied with domestic manufacturers of telecommunications equipment. Internationally,
they collaborated through various cartel-like organizations and coordinating agencies. Additional
support groups in this "postal-industrial complex" were labor unions and rural populations.
After a century of institutional stability, the PTTs underwent a metamorphosis in the
1980s. They were separated from postal functions and in some cases from direct civil service
status, and renamed themselves public telecommunications organizations (PTOs). They followed
different institutional and legal models, and pursued varied strategies. Major elements of this
change will now be discussed, together with the policies of the non-conformist peripheral

countries and their experience with these approaches.

1. Corporatization

Corporatization is the transformation of a PTT into a semi-autonomous structure, which
may still be state owned, but controls its own managerial and administrative functions. The
monopoly status is not touched by corporatization as such. It is asserted that once the close link
to the government is severed, a process is set in motion that makes further changes more likely.
Sometimes the corporatized entity is described as a "private" firm, in the sense that it may be
organized under private law provisions which determines its status in, for example, contract and
labor law. But that description confuses legal detail with the reality of control, which is still very
much governmental. In other instances, a minority or shares may be issued to the public, though
control is still retained by the state. (For more detailed discussion of the elements of European
policy, see Noam and Kramer, 1992.)

Because corporatization loosens direct administrative controls, it is usually accompanied
by the creation or strengthening of a government regulatory mechanism. Such was the case in
the Netherlands, where the Dutch PTT was split from the state control into a public corporation,
with regulatory authority vested in the Ministry of Transport and Public Works. Belgium, after
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three years of debate, a reform bill passed in 1991 which separated the traditional RTT
administration into an operator Belgacom and a regulatory body, the Belgian Institute for
Telecommunications. Belgacom provides basic transmission as a monopoly, and enhanced
services in competition. However, authorized VAN licenses may be denied in the public
interest, or if the license would cause financial losses for Belgacom.

After a national debate over telecommunications reform, France Télécom was
corporatized in 1990. In Germany, corporatization created the Deutsche Bundespost Telekom,
with its employees retaining their attractive civil service status.

Brussels exhorted other European countries to corporatize. Yet, there is nothing new
about corporatization. Sweden’s Televerket, to use an outstanding example, has long been has
such status. So were parts of Denmark’s, Finland’s, Spain’s, and Italy’s.

Sweden’s telephone system is a major success story. It has been an interesting mix of
effective social agenda combined with liberalization. In 1988, telephone density was 66.2 main
lines per 100 inhabitants (ITU, 1990a). In addition to Televerket’s high telephone penetration,
its technical innovativeness is high; its rates are the lowest in the world; and its entrepreneurial
spirit is well-developed.

Part of Televerket’s reason for success has been that it was long outside the postal
administration. It is a crown (state) corporation subject to regulation by the Ministry of
Transport and Communications. But while Sweden’s corporatized system seems to have worked
well, one cannot generalize from it. Take as a counter-example Greece’s telephone operating
entity OTE, the Hellenic Telecommunications Organization. OTE lags by most European
standards. In 1988, the waiting time for a telephone installation was three to five years, with a
waiting list of 1.05 million (ITU, 1990) in a network of about 3 million lines. Even highest-
priority orders, such as for hospitals and business users, had to wait for more than a year. The
quality of lines was such that only 5 percent of modems were connected to the PSTN in 1985.
Despite the backlog, OTE prohibited the dual use of both voice and data.
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OTE’s problems were not simply those of resource shortage in one of Europe’s poorer
countries. The company was frequently embroiled in allegations of improprieties, favoritism, and
politicization. Its hiring practices and installation priorities were subject apparently to party
patronage. It was part of the scandal involving the charge of several state companies’ kickback
of funds to the then ruling Pasok party. Its director general openly bragged about wiretapping
the opposition, and cut off communication links to broadcast stations of the opposition during
the heated election campaign.

One should further note that some of Europe’s best-functioning telecommunications
systems are not corporatized, for example Switzerland’s.

Thus, the mere legal status of a telecommunications organization is neither a necessary

nor a sufficient condition for efficient service, or for a public interest orientation.

2. Privatization

Privatization involves the government sale of shares in the telecommunications
organization to private investors. However, ownership need not affect the monopoly status. In
the United States, AT&T was private and near-monopoly for a very long period. In Canada,
private regional monopolies exist, and long distance competition has only recently been
contemplated. 65 percent of Spain’s Telefénica was private, but the government still controlled
the appointment of its chief executive and top management. In Denmark, the state sold 49
percent of the shares in the newly created teleDenmark, but a large block was purchased by the
state pension fund.

Privatization may encourage efficiencies of operation. But quality of service may fall if
an unconstrained monopolist cuts cost without regard to its captive customers. Privatization can
also strengthen a monopoly, as shareholders become a political constituency to preserve a
monopoly. Widespread shareholder involvement in the U.K. created a force opposed to curbs

on BT’s dominance which might threaten profitability. In Spain, Telef6nica gets protection from
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the "widow and orphan” status of its stock.

There 1is nothing new about privatization. In most European countries,
telecommunications started as private enterprises, often for several decades. In France, for
example, the private sector played a significant role during the establishment of telephony.
Eventually, the government, backed by a coalition of dissatisfied business users, small towns,
and leftist republicans, decided to take over the entire network, fired by the national enthusiasm
of the French Revolution’s centennial (Bertho, 1984, pp. 60—64). The main company, SGT,
refused to surrender its property peacefully, and was taken over by force.

In Norway, the early rapid expansion of telephone service was neither supervised nor
operated by any central state organization. Most of the local telephone systems were built by
small joint stock associations, cooperatives, or public ventures. The majority were small efforts
with neighbors helping each other and contributing rights of way, materials, and labor. By
1906, provision of both local and long-distance service was about half private and half public,
with the government serving primarily the larger cities and the private companies serving the
rural areas. This is the reverse of situations ordinarily prevailing in countries with mixed
public-private systems, and is at tension with the assertion that the state is necessary to serve
low-density areas. Eventually, the state system absorbed all private and cooperative networks.

In Spain, the American company ITT owned the national system since 1924. It also
became Spain’s dominant service and equipment firm. In 1945, however, it was forced to
relinquish ownership of its network operation CTNE to the Spanish government, which then
directly or indirectly controlled about half of its shares. In 1986, CTNE was formally renamed
Telefonica.

In Italy, between 1907 and 1925, telecommunications were jointly provided by the state
and by sixty-three regional private concessionaires. Local telephony was legally franchised to
private firms, but long-distance communications remained under state control. Subsequently,
under Mussolini’s Fascist regime, five telephone regions were established and assigned to

different concessionaires. They were later consolidated into the national system, SIP, owned

10
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by the STET holding company that in turn was controlled by the state holding IRI. The PT
administration ASST was established to provide long-distance interconnection between the five
regions and international services with European and Mediterranean nations. STET also owned
the satellite operator Telespazio. Both SIP and STET were always part private firms, and the
private ownership had increased, by 1990, to 40 percent of SIP, and 42 percent of SIP’s parent
company STET, though the government retained overall control.

Thus, privatization has been around Europe for some time. Has it worked? There is no
evidence that SIP or Telefonica operate more efficiently than DBP Telekom or France Telecom.
On the other hand, the Finnish independent companies seem to have done very well. Ownership
status, by itself, means little. It is the industry structure that counts. A privatization of a
monopoly, subject to inadequate regulatory supervision, is a prescription for inefficiency, the
exercise of monopoly power, and both. In Spain and Italy, the supervision of the companies is
weak, and no market competition exists. In Finland, on the other hand, a tradition of efficiency
in public services is joined by a rivalrous relationship of the two types of telephone providers,
the comparability of the various independent local companies, and their accountability to their

users. The result is an efficient and responsive system.

3. Liberalization

Liberalization means the introduction of competition into monopolized markets. It may
include the ability to interconnect equipment, the approval of equipment, and the licensing of
new entrants for all or particular services.

Liberalization should not be confused with deregulation. Deregulation is a reduction in
government-imposed constraints on the behavior of PTOs. One may, for example, have a
deregulated monopoly, or a tightly regulated multi-carrier system. The experiences in the U.S.
and the U.K., two of the most liberalized markets, reveals that more rather than less regulation

is instituted in the early stages after markets have been opened.

11



Telecommunications Reforms at the Periphery: Role Models or Followers?
Eli M. Noam
DRAFT: 27 October 1992 6:21pm

Other than the U.K., one European country that has gone far in liberalization has been
Sweden. Sweden never had a legal monopoly. Competitors could always be licensed. But what
was the reality of entry? A look at history is revealing.

The International Bell Telephone Company opened in 1880 local systems in Stockholm,
Gothenburg, and Malmé. The first non-Bell network, established in 1881, charged lower rates
than Bell. In 1883, the General Telephone Company was started (Allmanna Telefonaktiebolag),
and within one year served three times as many subscribers as Bell. The two firms engaged in
a lively head-on competition in price and service, particularly in Stockholm. In 1887, General
Telephone opened the world’s largest exchanges (7000 lines). By 1888, Bell succumbed and
relinquished control to its Swedish competitor, which merged the two systems.

But the demise of Bell did not signal the end of competition. Small stock companies,
mutual associations, cooperative societies, and municipal systems rapidly established themselves
in rural areas and began to coexist through long-distance trunk lines. The government Telegraph
Company (Telegrafverket) also began to construct long—distance lines, and in some instances
acquired or built local networks. It expanded its small system in Stockholm which had
previously operated for official administrative use only into a general public network. General
Telephone had 37,000 subscribers in Stockholm, and the government had 13,000. Within
Stockholm the vigorous rivalry led to reduced rates, high technical performance, and
experimentation with new types of service and billing (including usage-measured tariffs), making
Stockholm’s telephone system the most advanced in the world. Whereas the original flat rate
of the Bell company had been about $40 in Stockholm, after a few years of this unique
competition, rates fell to about $12 (Holcombe, 1911:384). The government with its power over
long-distance interconnection ultimately took control of General Telephone in 1918, and
integrated it by 1923. General Telephone’s management moved to L. M. Ericsson (Gustafsson,
1987).

Today, we are witnessing a second round of entry in Sweden. Liberalization of service

was introduced in 1989, when third-party traffic and international service were opened to new
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producers (Bertil Thorngren, 1990, Communication). Comvik’s Skyport service opened leased
circuits for competition and resale. Subsequently, Sweden’s national railway also planned to
resell capacity on its fiber—optic network.

Behind Comvik is Jan Stenbeck, a major Swedish industrialist who also owns Kinnevik,
a media company, and its subsidiary Comvik. Comvik was the first to compete with Televerket
with mobile telephone service and international satellite connections. Stenbeck’s TV3 channel,
Sweden’s first commercial cable channel, is transmitted from London via the Astra satellite, in
which he is also a part owner. He also owns the pay service TV1000 and cable television
systems (Finvik) and is a partner in an American DBS venture. Through his diversified
communications holdings, and subsequent partnership with Britain’s far-flung cable and wireless,
Stenbeck positioned himself to be a Nordic equivalent of Berlusconi or Murdoch, but with a
much stronger telecommunications presence.

Yet in another sense, competition in Sweden would not be possible without Televerket’s
acquiescence. The company came to the conclusion that achieving more managerial flexibility,
including in its pricing, was worth the price of admitting rivals. It was confident in its ability
to hold them at bay. Hence, PTTs that are most efficient mind liberalization least. And those
who are less efficient fear it most. Service liberalization thus does not happen where it is most
needed.

When it comes to liberalization in terminal equipment, for which Brussels takes credit,
there is less than meets the eye. In most cases, such liberalization by the various European
countries was simply an acknowledgement of reality, namely that millions of subscribers had
already bought the readily available low-price, high-option equipment and interconnected it in

a do-it yourself liberalization.

And what about deregulation? If we mean by it not liberalization, but the reduction, in

some relative sense, of governmental rules in the telecommunications field, there is no evidence
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of deregulation in Europe, center or periphery. Nor can it be expected to be. Competitors may
require new rules on access and interconnection. Brussels imposes a new layer of requirements.
Users establish various forms of private networks. New services abound. What emerges are
partly monopolistic, partly competitive markets, and the mixture is more intensive in regulation

rather than less.

4. Decentralization (Devolution)

Decentralization is a policy focusing less than monopolistic provision of
telecommunication services. The service provisions need not be in competition with each other,
but they are not under one control. Devolution is a policy of dismantling a single monolithic
structure into several units. The prime example is the divestiture of AT&T in America into
local and long distance operations. It is under consideration in Japan. Devolution is not a
necessary condition for either liberalization or privatization, although it addresses the problems
of competitive barriers to new entrants. Devolution serves the long term policy objective of
isolating market segments which may at some point be subject to competition. It can also be part
of liberalization, where some segments of the market are opened to competitors, and others are
not.

The opposite strategy to devolution is consolidation. The rationale for consolidation is
to capture the economies of scale and scope, and to eliminate actual or potential competition.

For all the talk about reforms, no European country has seriously considered to tackle
a monopoly market structure by the radical step of a devolution. To the contrary, there is a
fixation on economies of scale. Yet in several of the non-conformist peripheral countries in
Finland, Denmark, Italy and Portugal, a decentralized system existed for a long time. While
the traditional image of European telephone administration is one of total centralization, several
of the European peripheral countries have actually long been operating in a decentralized system.
Portugal and Italy cannot be cited as a success, but Finland and Denmark were doing very well

under the decentralized system.
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The Finnish telephone system is one of the most interesting in Europe. Instead of a
national monopoly, there are about fifty companies, either subscriber cooperatives, municipal
enterprises, or private firms that provide local telephone service and are directly accountable to
subscribers, about 72% of all telephone lines. There is also a national PTT (the P&T), which
is the largest operator of local telephone service (covering about one-third of all subscribers and
three-quarters of the land area). The P&T also offers domestic and international long-distance
service, mobile telephony, and other services. The P&T had considerable regulatory power,
which after 1987 was transferred to the Ministry of Communications.

This unique system originated when Finland was a reluctant Russian province and subject
to the imperial and imperious Russian telegraph bureaucracy. By forming local cooperatives,
the Finns became less dependent on the Russian authorities. After 1917, the new Finnish
government inherited the system.

By their charters, the cooperatives’ pricing is supposed to be cost based and not for
profit. Subscribers elect management and directors, either at a general meeting or by mail.
This process is taken seriously. At the board election of the Helsinki Telephone Company, 50
percent of the 350,000 owners participated in the mail balloting. Subscribers, when joining the
system, provide a payment and receive a negotiable share cert<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>