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The Premature Burial of
Telecommunications Reform: A Response

to John Quiggin

Rodney Maddock

Australian telecommunications policy has been the failure to take adequate ac-

count of natural monopoly’ (Quiggin, 1998:428). It is true that there have been
significant weaknesses in the performance of the telecommunications industry, and
that many of these weaknesses can be attributed to regulatory choices. But it is by
no means clear that they have emerged as a result of any natural monopoly in tele-
communications. Furthermore, it is instructive to compare Quiggin’s analysis with
that of AT&T, which at the turn of the 20th century convinced regulators that hav-
ing 4,000 interconnected telecommunications companies resulted in wasteful dupli-
cation, thus promoting a regulatory regime which created the AT&T monopoly
(Mesher & Zajac, 1998).

As has often been observed, many countries are opening up their telecommu-
nications sectors by removing legal restrictions and other entry barriers. Once mar-
kets are opened in this way, a multitude of telecommunications carriers have chosen
to enter. Such rapid and widespread entry into a sector is hardly an indicator of
pervasive natural monopoly of the sort Quiggin is concerned about.

Quiggin’s argument is complex. He proceeds from the contention that any lo-
cal network in telecommunications constitutes a natural monopoly. He infers from
this that the policy decision to support facilities-based competition in Australia, and
especially network duplication, was fundamentally misconceived. Thus, a range of
policy decisions related to competition in fixed networks, mobile phones, and so
forth, were wrong. In his view, mistakes about the technology led to policies that
have encouraged wasteful duplication of investment and have dissipated many of
the benefits that Australians might otherwise have enjoyed. Finally, he argues that
the appropriate policy is to nationalise Telstra, to reserve to that enterprise a legis-
lated monopoly over local telecommunications infrastructure, and to impose on it
common-carrier obligations.

]’OHN QUIGGIN has recently argued in this journal that ‘the main deficiency in

1
A large number of countries have allowed competition at the local level. Entry has been slow but not
insignificant.
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What Natural Monopoly?

The issue of whether there is a natural monopoly in telecommunications is crucially
important to policy choices. If some part of the network involved a natural-
monopoly technology, it might be sensible to bar entry to it by imposing an appro-
priate regulatory regime to prevent abuse of the monopoly. Whether such a natural
monopoly exists will depend on a number of factors such as the degree of substitu-
tion between it and other goods, the possibility of competition from other technolo-
gies, and the size of the rents extracted by the monopolist (King & Maddock, 1996).

Quiggin assumes that there is a natural monopoly in local telecommunications:
‘it will be assumed that economies of scale ... apply to local services of all kinds, but
not to long-distance services’ {p. 429). He then argues that only one company, Tel-
stra, should be able to provide this service. The problem, however, is far more
complicated than this.

Empirical evidence. So far, and as reported by Quiggin, econometric studies have
yielded little evidence of natural monopoly in telecommunications.

The Industry Commission has recently surveyed the Australian and interna-
tional evidence on the issue of whether telecommunications is characterised by
natural monopoly. It concludes that ‘no conclusive empirical evidence exists which
proves or disproves that the local network has cost characteristics conducive to
natural monopoly’ (1997:29),

In a project I was involved in for the Asian Development Bank (1994), we
evaluated carefully a number of different technologies for the delivery of local tele-
phone services in India. Based on the quotes given to the project team from a vari-
ety of equipment suppliers, we calculated that installing a fixed cellular telephone
system would cost about US$1,000 per connection. This was about 40 per cent
below the local telephone monopoly’s estimate for providing the same number of
wired services. The International Telecommunications Union (ITU) (1994) esti-
mated that each additional line in India cost over US$2,000, or double our estimate
of the cost of using an alternative technology.

If we had followed Quiggin’s rule, we would have recommended that the new
technology not be allowed to enter and, as a result, the cost of expanding the Indian
system would have been 40 per cent higher. The cost to Indian consumers would
thus have been at least US$60m more than the actual project costs. If the ITU es-
timates are to be believed rather than those of the local monopolist, then expanding
the local network through the local monopoly would have cost Indian consumers
US8$150m more than was necessary.

The inference is that, even if Quiggin is right and local services are natural mo-
nopolies, allowing an entrenched monopolist to operate them does not necessarily
lead to desirable social outcomes. Firms that are protected from entry by legislation
can operate very inefficiently. The alternative inference is that local services are not
necessarily natura! monopolies after all.
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Which market? The second problem with the claim that local networks are natural
monopolies lies in the difficulty in determining 2 priors the relevant market. Telstra
in recent years has reconfigured its telephone network. The main effect of this has
been to eliminate a tier of switches that were relatively close to consumers, thus re-
ducing the total number of intelligent switching points in the network. If local net-
works are natural monopolies, then the area of the natural monopoly has been ex-
panded by the network reconfiguration. In the extreme, Australia could be con-
verted into a single local network with one massive intelligent switch driving the sys-
tem. While this would not reflect optimal network design, it would be a logical di-
rection for Telstra to take if local networks were to be legislated natural monopo-
lies. The essential point is that the definition of what is ‘local’ in local networks is
ambiguous and endogenous rather than simply given by technology.

To complicate matters further, the definition of a local network also depends
on the technology chosen. In a satellite system, the local network in Quiggin’s con-
ception would probably consist of the satellite footprint, which may well include all
of eastern Australia. Alternatively, in an interactive cable television system where
mtelligent switching needs to be decentralised, local networks may be much smaller.
Do we want policy-makers to decide that neither satellite nor cable should be al-
lowed because they overlap in some dimensions with a legislated natural monopoly?
Alternatively, do we allow the existing monopolist over local telephone systems to
have exclusive rights to all other technologies that might emerge and compete with
them?

A third complication can arise since there may be many local networks within
the one telephone system, each of which could conceivably be operated by a sepa-
rate local monopolist. The presence of economies of scale at the local level is not
an argument for giving a monopoly over local services in all locations to any one
firm.

Which technology? The discussion above has already introduced the theme of
technological choice. Telephone messages can be sent by a wide range of technolo-
gies, with ‘new’ possibilitics cmerging regularly, In addition to the copper wires and
fibre optics used in traditional systems, wireless systems such as cellular telephony
or satellite, and alternative wired systems including cable television by e-mail and
even over power lines, provide an increasing range of technological choices.

When Quiggin argues that local telephony is a natural monopoly, he is clearly
making some judgment as to the appropriate technology. A given technology con-
sidered alone may have the characteristics of a natural monopoly, and one imagines
Quiggin would say that was true of copper wired systems. But it seems highly un-
likely that this would be true over all ranges of output, as required by natural mo-
nopoly tests. The Indian example cited above seems to provide clear evidence that
different technologies may be appropriate in different circumstances and that tech-
nologies may well overlap.
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Regulatory Failures

Policy-makers who are uncertain about whether any particular technology has natu-
ral monopoly characteristics and about how technology will develop, but are aware
that technology is changing rapidly, would be foolish to regulate to the effect that
local networks provided by copper wire technology were a natural monopoly. In
my judgment, the policy-makers made the only realistic choice available to them.
They first corporatised Telstra from 1988 and encouraged it to operate commer-
cially,. They then opened the market to other participants and allowed firms to
make technological decisions. They have also created rights of access whereby third
parties can utilise the facilities of others subject to a declaration test” But why then
has the performance of the telecommunications industry not been better?

Quiggin claims to have identified threec major failures of policy: Telstra remains
dominant in most markets but is far less susceptible to policy controls than when it
was a government department; prices have fallen only to the extent dictated by
regulation and this has simply followed past trends; and much investment has gone
mto network duplication.

The first of these ‘failures’ hardly seems like one. Governments of various per-
suasions in Australia and elsewhere have moved away from operating government
businesses from government departments towards corporate models. They have
done so because of perceived and actual failures of the bureaucratic model of man-
agement. Quiggin appears to believe that this policy has been a failure in telecom-
munications; but I find it difficult to imagine that Australia Post and the national
Telecom (before it merged with the Overseas Telecommunications Corporation,
OTC, from 1991), operating as government departments, would have demon-
strated the same verve as they have shown since being corporatised. The transfor-
mation of Australia Post in particular has been striking. Improved operation of en-
terprises has imposed a cost in the form of the necessity of developing alternative
mechanisms of control. At least in the case of Australia Post, these alternative struc-
tures have in my opinion been effective (Castro & Maddock, 1997).

As for Quiggin’s concern that telecommunications prices have fallen only at the
pace prescribed by regulation, the very fact that Telstra’s prices have followed the
dictates of the price cap demonstrates directly that this policy tool, at least, has been
effective in managing Telstra. But there are two important issucs here: whether the
cap should have forced a faster pace of price reductions and whether competition
would have resulied in faster reductions than those required by the cap. It is quite
clear to me that the cap was set too conservatively: the X in the “CPI minus X’ for-
mula has been raised successively, and Telstra continues to make very large profits.
While the cap has forced the telecommunications carriers to pass on significant
benefits to consumers, limiting the policy of restricting entry to various markets to a
specific period (so confining entry to Optus, or Optus and Vodafone) gave the car-

2
‘The declaration test is not exactly a natural monopoly test but has some of the same flavour. In prac-
tice it will allow access in a wider range of circumstances and with fewer proofs than would be neces-
sary under a natsal monopoly test.
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riers every incentive to price up to the cap. This strategy generated revenues that
they were able to use to finance infrastructure that would make it difficult for subse-
quent entrants to compete. The important policy decision was that of restricting
entry.

Quiggin’s third major policy concern is that there has been considerable dupli-
cation of investment. Duplicate investment occurs in most markets: Coles-Myers
and Woolworths, Shell and BP, and so forth. Duplication of investment is normal
commercial practice. So why is it a concern in telecommunications? The central
issue seems to be that the local networks may be natural monopolies and should
therefore not normally be duplicated. Clearly such a view requires further modifi-
cation. Presumably, Quiggin would not want to restrict competition between tech-
nologies, and would allow local telephony to be provided by cable and copper
wires, and by cellular systems and by satellite, even though this would already in-
volve considerable duplication of function. His concern thus comes down to cases
of two or more enterprises building duplicate networks based on the same technol-
ogy. Should the government stop firms from doing this? It is clear that local petrol
stations have important economies of scale in terms of ‘potential cost savings from

.. serving more customers in any one {market]’ (p. 428). Do we really want the
government to stop petrol companies building stations close to one another?

In telecommunications, if companies were private and making their own deci-
sions, then there would be no case for government restricting their investment
choices. If a firm chooses to enter a market where an incumbent firm has lower
costs due to economies of scale, then it loses its money. Where one of the firms is
a public enterprise, then taxpayers should be concerned because it is their money
that is put at risk. Even worse would be the situation where regulators allowed a
firm which made a poor investment to earn higher returns in some other segment
to compensate it for its mistaken decisions. Our concern with the telecommunica-
tions choices that have been made anises largely because one of the firms involved
m duplicating investment is a {partially) public enterprise. It is not clear that taxpay-
ers should be required to underwrite technological risks taken by telephone com-
panies: this is one of the central rationales of privatisation.

Alternative Rationalisation of the Failures

The central policy failures in telecommunications thus seems to have arisen from
two decisions: the attempt to manage the industry by the policy of the staged entry
of Optus and Vodafone in the hope that they would emerge as facility-based com-
petitors for the integrated '}'elstra, and the investment risks Telstra has chosen to
incur while in public hands.

3

Recall that OTC was considered as a possible base for an alternative carrier to Telecom when the
reform strategy was developed. The 1991 decision to integrate the two into Telstra represented a vic-
tory for Kim Beazley, the Minister of Telecommunications, over Paul Keating, the Treasurer.
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In order to understand these policy choices, it is necessary to revisit the policy
environment of the early 1990s. The telecommunications sector consisted of three
public monopolies. Telecom had a national monopoly of land-based national tele-
phone services; OTC had a monopoly of international calling; and AUSSAT had
a monopoly of satellite telephony. The policy that emerged was a compromise. In
order to be able to introduce any competition at all into local markets, the govern-
ment was forced to strengthen Telecom by adding OTC to it. Without this com-
promise, the Labor Party would not have allowed the Hawke Government to pro-
ceed with reform. By turning the incumbent firm into an integrated monopolist,
the government significantly weakened the possibility of effective competition,

The second major concern was that AUSSAT was in debt to the tune of about
$800m. Quayle (1987) has auributed this to AUSSAT’s failure to emerge as an
integrated part of the Telecom network because of Telecom’s opposition to poten-
tial competition. In order to mask this, the government required the new entrant to
absorb AUSSAT as part of its effective licence fee for becoming a telecommunica-
tions carrier. Such a licence fee would be valuable only if Optus were able to ex-
tract some rents from its decision to enter. Thus, further entry was restricted, prices
were higher than they would othcrwise‘have been, and many of the anomalies in the
current structure became unavoidable.” The policy-makers knew that this was likely
to occur. Their quid pro quo was the deadline of 1997 for opening the markets;
they foresaw that the benefits from competing facilities would emerge after this date,
not before.

The alternative explanation of the weaknesses of the reform process to date is
best explained theoretically by Brennan and Buchanan {1985), who argue that what
they call ‘constitutional change’ is difficult to effect in a democracy. In order to
make major changes, governments are obliged to accede to the demands of interest
groups in the short run, which effectively postpones the changes to a point of time
in the future. But the agents involved in the policy decision are unlikely to be able
to foresec exactly where their particular interests will lie at that future date, and
hence are likely to frame their future choices in the light of the public interest rather
than their private interest. Maddock (1994) explains telecommunications reform in
Australia from this perspective.

The Way Forward

Quiggin argues that the appropriate policy for the future in Australian telecommu-
nications involves three steps: the nationalisation of Telstra, the prohibition of enti-
ties other than Telstra providing local wire-based telephony or cable TV facilities,
and Telstra’s divestiture of content-provision interests and digital cellular services.
Telstra would be allowed to provide long-distance telephony, international teleph-
ony and analog mobile services. Regulation would be required to prevent Telstra

4

Itis interesting to note, however, that satellite is emerging as an important clement of service provision
in competition with other technologies in the latc 1990s. The extent to which Optus has been handi-
capped by the incorporation of AUSSAT is not clear.
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overcharging houscholds for facilities and overcharging content providers for car-
rying content.

The altemative approach is far less restrictive: it is to allow the current structure
to work itself out. The period 1992-97 was always accepted as a compromise; only
since then has reform truly started. To the extent that the government policy has
been predicated on competing facilities and technologies, it is obviously far too early
to evaluate the outcome. What some might sce as a failure of firms to pass on
benefits to consumers, others see as the retention of earnings to finance investment.
Australia has chosen a long-run strategy that can fairly be judged only in the long
run (sce Bowles & Maddock, 1998, for a comparison with Chilean policy). The full
pnivatisation of Telstra is the last remaining fundamental reform. Once that hap-
pens, private firms will be able to make their own technological choices and put
their own sharcholders’ funds at risk.

Under the reform strategy, the regulation of access and of some prices is in-
tended to protect consumers and competitors from abuses of monopoly power.
The same (even potentially weaker) regulations would be required under the na-
tionalisation model.

The strength of Quiggin’s policy proposal is that it uses government regulations
to prevent (private and government) firms from constructing certain facilities and
hence possibly wasting their own funds. Its weaknesses are-that it requires policy-
makers to make judgments about appropriate technologies, to define local network
boundaries, and to prohibit other firms from making desired investments. These
are not the sorts of decisions governments have been good at making in the past.
The failure of the AUSSAT experiment, under which certain firms were given mo-
nopolies over different technologies, is one such example.

Quiggin contends that ‘despite radical changes in telecommunications policy,
changes in the telecommunications market, particularly for services to residential
uscrs, have been modest’ (p. 432). Perhaps this view depends on how the word
‘market’ is interpreted. But households have seen major reductions in call charges,
especially large reductions in international calls, a significant expansion in the range
of services available with e-mail and Internet access, 1 800 numbers, call-back serv-
ices and the like, as well as the facility to perform a wide range of basic activities
over the telephone. Households now have a much wider range of services, and a
far greater choice of providers for many services, than in 1991, when the reforms
began. Certainly in my own houschold, the role of the telephone has been trans-
formed.
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