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compensation terms for public telephone operators (see Rovizzi and
Thompson 1992).

7.5.4 Pricing
Apart [rom Lhe issue of interconnection charges discussed above, there
have been several important episodes of regulatory concern about pricing
—the rebalancing of local and long-distance call charges tn 1985 and
1986, the first price review in 1588, the controversy over the balance be-
tween exchange line rentals and call charges in the 1990 duopoly review
and,. most recently, the 1992 price review. Average prices for regulatec{
SerVICes were required to fall anmually in real terms by 3% until 1985, then
by 4.5, untjl 1991, then by 6.2%%,, and finally by 7.5% from 1993 on;vard
As well as this steady tightening of the price cap, the scope of regulation.
hgs broadened to include leased hines, connection charges and interna-
'tlonal call charges, leased lincs being regujated by a separate cap, and
international calls being included in the principal tarifl basket. Withi’n the
ovgrall Rl?l — & constraint, BT was free initially to rebalance its relative
prices subject to a ceiling on the: real increases in domestic (but not busi-
ne‘ss) tental charges of 2% per annum, Howevéf, regulatory control over
price structures has also been imcreasing over time. Table 7.2 shows real
price movements ol some of BTs regulated services since privatization.
.Perhaps the most striking aspect of table 7.2 is the massive drop in the
price ol" peak-time long-distance calls relative to other services. BT chose
not 1o increase rental charges by as much as was permitted in the three
years from 1986, something thatt is perhaps curious given its recent insis-
tence on being freed to increase these further, but even so these clﬁrges
have not fallen in real terms despsite real average charges having fallen by

mote than 40%. Recently BT ias sharply red
weekend period. bty reduced call charges for the

}lebalancing of Call Charges Tlue issue of tebalanciog became prominent
m 1985 when BT made its first pivice changes as a private company. Some
rebalax.ucing was justified becauser large cross-subsidies from highly .priced
Iopg-dnstance calls to cheap local calls and rental charges resulted from the
prx?mg structure inberited from ghe public sector era, Moreover techro-
logtca_zl advances such as fiber-@ptic cable and digital exchanges had
amplified these cross-subsidies. Tre addition to this cost-based motivation
howgver, BT was keen to rebalagce quickly because it feared competitiox;
from Mercury. Since Mercury's surategy was primarily aimed at business
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Table 7.2 Changes iv selected real BT prices (3,1

1984-84 1985-86 1986-87 N 1987-88

X ih RPl — X formula 30 30 30 30
Actual gverall change -1l -33 -2.8 4.0
Residential Jine rontal +19 +14 +1.2 —4.9
Local calls

Peak +1.6 -0.5 +16.0 —4.0

Cheap +1.6 —05 -39 —4,0
National “b*" calls

Peak -18.2 - 123 ~18.0 —4.0

Cheap + 1.6 —0.3 —38.5 —4.0

Source: Cubovlations baged on Oftel Annua) Repwort for 1992, table 5,2

8. Quantity discounts introduced and internatiomal calls regulated in 1991 -92.

b. In the 1892-93 BT was not required to decreasse its averape price by as much as 6.25%
because of forecasting errors in revenue for the previous year. The precise reduction
required is currently under discussion between BT and Oftet,

users, who make a high proportion of preak-time long-distance calls, there
was an additional incentive for BT to chroose to reduce charges in this area
in particular.??

However, such rebalancing was preblematic in two respects. First, it
tended to favor large users (especially o peak-time long-distance services)
over smaller users. Many residential customers, especially those on lower
incomes, soon discovered that an overall constraint of RPT — 3 was en-
tirely comsistent with their bills rising #n real terms. Second, BT's rebal-
ancing involved price cuts in the areas where competition was stronger
and increases where its market power was most entrenched. (We saw in
section 4.3.3 how average price regulation produced these incentives.) If
pushed too far, “rebalancing™ could umdermine liberalization, even in its
limited duopoly policy form, Oftcl investigated (Oftel 1986) and concluded
that rebatancing up to 1986 was justified by relative costs but that there
wis no need for further rebalancing between local and Jong-distance call
charges, Since then there has been no nmove of great significance between
these two services. Nevertheless, it seems possible that Mercury would
have made greater intoads into the long-distance market had BT not been
allowed to rebalance in this way, for instance, by regulating long-distance
and local services with scparate caps,

23. Meally BT would have kiked to reduce iis priciss only o those routes that faced competis

tion from Mereury, bul provisions against such ‘orice discrimination in BT's License pro-
hibited such hehavior.
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1988-89 1989-90 1990

30 4.5 4
—~4.4 —d4.4 —4
—44 + 1.6 +1
—44 -7.7 ~13
-44 —4.2 +0
—4.4 7.7 -18

—4.4 -7.7 ~2
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-86 19§6-87 1987-88
J 30 3.0
3 -28 —4.0
4 +1.2 —49
b] +16.0 —40
5 —53 —4.0
3 -180 -4.0
5 -85 —4.0

" 1992, table 5.2
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C tive
198889 1989-50 | 1990-91 199192 1992-93% eb};?;iam
2.2 45 45 6.25 6.25 453
> —44 —4,1 -65 ~24 430
—4. +1.6 +1.6 +1.9 +2.0 +4.6
—a4 —-77 —132 22
. . -2, -3, _
44 —4.2 +0.2 ~11 - 3.2 - gg
—~44 77 —182 55
. ~5. —-338 -
—44 . 17 15 -038 —38 —ggfg

The 19881 Price Review The 1988 priice review (see Oftel 1988) determined
the regime of price control for BT forr the petiod after July 1989 until the
subsequent review period. The main -conclusions, which were agreed with'
BT (thus avuiding an MMC referencee), were that there should be

1, a tightenilug of X in the main cap ffrom 3 to 4.5, with BT not to raise its
regulated prices before August 1989,

2. an i11crea§e in the scope of controil Lo include connection charges and
operator-assisted calls,

3 a Icommuafion of .thc scparate RPI + 2 cap on domestic rental charges,
and its extension to include business Jine rentals and connection charges,
4. a requirement that BT introduce 2 “low user” scheme,

5. a fout-year duration of the new rexgi :
f T€ime, 50 that the re ,
until 1993, & gime would Jast

Ac!ditionally prices for BT's previousily unregulated domestic leased cir-
cults were brought under a separate wap of RFI — 0,

The low-user scheme that Oftel askied BT to introduce involved giving
customers the option of half-price renttal charges together with 30 vnits of
%‘ree calls per quarter (worth about £1..50 in 1993) but requiring that calls
n excess of the 30 unit limit be charmed at 2 much more expensive rate
than the standard charge per unit (atbout 20p instead of S5p per upit in
1993), before charges feil back to the stiandard rate after 150 units. (Certain
types of line were excluded from this scheme, including multi-line users
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)

| . .

0 30 Units
a. )
Charge

4

0 = Units
b, .

Figure 7.2 The low-user lariff (a) and a tariff with guantity discounts (b)
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and lines used fot burglay alarms, etc) Oftel (1992a, para. 136) indicates
/./ that 1.5 to 2 million customers bemefit from this low-user scheme (which

was strengthened in the 1992 reviiew). The scheme encourages network
membership and so has advantages on network externality grounds, in 2
way that is targeted on users who. might otherwise not join. It also pro-
motes social objectives. However, itt seems unlikely that the tesulting tariff
is the best possible.: Figure 7.2a shows schematically the tugff obtained
by taking the rminimum of the Bow-user scheme and BT's standard
tWo-part tariff, which in combination is the overal] tariff BT offers to its
customers (if we ignore the quantity discounts granted to large users). We
argued in section 2.1.4 that g good nonlinear tariff would probably offer
quantity discounts in some form, sw a superior low-user scheme perhaps

= Untts might look like figure 7.2b, where: low users were given the option of
choosing a two-part tagff with a low fixed charge and higher usage
charges.?6

BT's rate of return in current cosnt terms, which is not public informa-
e , tion, was a key detetminant of the tightening of X to 4.5.27 The DGT hias
. : since stated that ¥ was set “at a lewe] which gives BT an expectation of
covering the cost of capital employexd for the services under control, and
takes account of the risk for BT while providing demanding targets for
tmptovements in customer service amd increased efficiency,”® The role of
rate-of-return consideratjons for regutlatory reviews under RPT — X fegu-

lation was discussed ip chapter 6.

Pricing Changes Resulting from the Duopoly Review The duopoly re-
view, though primarily concerned with liberalization, contained impor-
. tant changes to BT’ price cap reginne, and it is copvenient to desctibe
—=~ Units et these now, An important point is that these changes ocenrred midway
' between two rcgulatory reviews and S0 to some extent went against the
spirit of price cap regulation which i% to give the firm a commitment 1o a
pricing regime for a fixed number of years. Thig regulatory lag gives the
—_— _
26. However, the analysis in section 214 ighwred the possibility of network externalities
Bmong users, end in some circumstances this milght affect the outcome,
27, Whep inwestigating whether BT's reba 0¢imgin 1985 and 1986 was justified, Oftel (1986)
e also analyzed the Appropriate rate of return for BT to see whether the comnpany was making
e B N exeessive profits, The DGT estimated that the acceptable historie cost rate of return fell in
the range of 47.5% to 19%, whereas the actual mate of retum was gbout 20% overall, ang he
Concluded thart no action peed he taken until thee 1988 review,
28. See BT Share Prospectus, November 1991, P 26. 3ez also Oftel (19972b),

antity discouttts (b)
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fitm an incentive to cut its costs by allowing it to keep any extra profits
that result firom increased efficiency for the duration of the period.

The duopoly review White Paper (Department of Trade and Industry
1991} annownced agreement betwsen the I3GT and BT that X in the main
cap should éncrease from 4.5 to 6.25 and that international switched ser-
vices should be included in the main tariff basket, with an immediate 109
reduction im international call charges (to be counted toward the overall
RPT — 6.25 reduction)®® In addition international private circuits were
brought uneler the RPI — 0 cap on domsestic private circuits that was
introduced in the 1988 review. As a result of these changes, regulated
services now account for abowt 70% of BT’s turnover, compared with 50%
in 198930

Second, the DGT indicated willingness &0 accept greater tariff flexibility
subject to some conditions. Thus BT is now able to offer tariffs with quan-
tity discounts together with optional tariff schemes, for instance, low cail
charges combined with a high rental charge, provided that they arc rea-
sonable in relation Lo costs and not unduly discriminatory.®! We saw iy
section 2.1 above that such optional tarifis can be Pareto improving if the
regulated firm has no competitors and the good is sold for final consump-
tion, However, as we discussed in section 4.3, the effect of offering these
quantity discounts needs to be monitored, since they can otherwise pro-
vide BT with a means of selective price cutting in the market for large
users, where its main competitive threat from Mercury and the new en-
trants exists. Thus the duopoly review document (DT 1991, para. 6.17)
states that amy quantity discounts offered by BT should satisfly the follow-
ing: they must apply to a reasonably broad category of customets, they
must eventually make the revenues obtained from different classes of cus-
tomers be propottional to the ineremental costs of serving these custom-
ers, and they must not amount o predatory pricing. It remains to be seen
cxactly how it is these principles will be put into practice, '

Third, on rebalancing, the DGT decided against relaxing the conten-
tious RPI + 2 cap on exchange line rentals and conpection charges for

29. The cost of providing intcrnational services iy falling relatively quickly, and the figure of
6.25 was derivewi by keeping constant the estimated stream of BT's profits under the RPY —
4.5 regime after including international services,

30. Oftel {19924. 9).

31. BT's price Hist for January 1993 states that all domestic users will reccive a discount of
§% on all cally made in oxcess of £75 (excluding VAT, this discount rising the more calls are
made. In addition {or 4 £4 monthly fee 4 user can obtain a 10% discount op all calls. Thus
BT is now offertng optional two-part tariffs,
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residential and single-line business users byl agreed to an increase to
RPI + 5 for multi-line businesses. Being thus constrained in rebalancing
betw'aen call and renta] charges, BT argued that liberalizaiion without a
rcqux‘rement for competitors to make adequate payments toward its access
deficit would lead to unfaix and inefficient cream-skimming, We will dis-

cuss this issue, 'which is the: crux of recent disputes between BT, its actual
and potential rivals, and Offtel, in section 7.5.6.

'I."I_ae 1992 Prlge Review The 1992 price review (see Oftel 1992c) deter-
mined th_e regnme of price qontrol that will hold for the petiod from July
1993 until July 1997. Its masin conclusions, which again were agreed with
BT (thus avoiding an MMC" reference), were that there should be

L. a further tightening of X dn the main price cap from 6.25 10 7.5
2. a reduction in the standaxd connection charge fromn £152.75 to £99
b

3. acontinuation of the RPY i

+ 2 cap on domestic and sigple-li incss
exchange line tentals, Pasieine bushes
4. a requirement that no otker indiv
than RPI + 0 in any year,

5. a stipu}a’z‘ion tha’t any quantity discounts offered by BT will not couﬁt
when assessing BfF s complisnce with the RP] — 7.5 price cap (i.e, that
such discounts will fall outsidle the taxiff basket), ’

6. an extension of the low-user scheme introduced in the 1988 review to
cover roughly that quarter off BTs customers who use the network Jeast.

idual prices should increase by more

This new regime constitutes a yet further strengthening of regulation com-
pared 1o the outcome of the 1988 price review and the duopoly review
T!?e DGT ha:s stated (Oftel Amnual Report for 15992, para. 1-11) that unde£
th:s. new regime BT should be able to garn between 16.5% and 18 5% on
capital e‘mployed by the end «of 1997 (on an historic cost DI.t):asis) wihi;h i
broadly in line with Oftel’s estimate of BT's cost of capital, , °
The standard connection chuarge applies to any conpections that require
feWer than 100 hours of labor. Since 100 hours of labor would cost BT well
in z]excess of £99, there is ampiie scope for it incurring lossey in connecting
?;afa;t some customers (es-pﬂcial]y those in rural areas). If it is the case
0at by charging £99 BT is mequired to subsidize copnections even in
typical grb?u areas, this could iphibit the scale of entry of the cable TV
tompanies into local telecomnmaunications. The fact that any quantity dis-

counts offered by BT will not cepunt toward the caloulation of BT’s average

aian
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price index reduces the incentive for BT to use quantity discounts as a
means of predatory pricing against its: present and future rivals.

‘This section has described the history of the regulation of BT's prices
since privalization. We have seen thiat the basic principle of price cap
regulation has been retained in each off the regulatory reviews, but that the
cap has been tightened and extende:d in scope over time. BT's profits
during this period were probably at = rather high level initially but have
graduallly fallen as a result of tighter regulation together with the slow
reductiom in its market share.

755 The Duopoly Review of Entry Conditions

Some measures of liberalization occwirred in the year or so before the
review ef the fixed-link duopoly policy.** The government's commitment
not to allow simplc resale expired in 11989, and domestic, but not interna-
tional, simple resale was permitted. .Also the various somewhal arcane
restrictions on connecting private networks were lified. The duopoly pol-
icy in the mobile area also expired #m 1989. In that year, following the
advice of Oftel, the government annowunced its intention to license Tele-
point amd Personal Communications Network (PCN) operatots to com-
petc with Cellnet and Vodaforpe.??

The main duopoly review began in November 1990 when the govern-
ment’s commitment not to license fix:zd-link network operators to com-
pete with BT apd Mercury expired, a:nd the result was the White Paper
Competition and Chaice: Telecommunic-ations Policy for the [990s (Depart-
ment of Trade and Industry 1991). I'ts central conelusion was that the
duopoly policy should be ended and that any application for a new license
to offer domestic telecommunications services should be considered “on
its merits,” although the duopoly policy in respect of international calls
was to b retained for the “short term. ™

International services present speciial problems becausc they require
arrangernents with overseas operators. When someone in Britain makes
an overseas call, the British operator must pay the overseas operator to

32. For an soalysis of pulicy and policy options roward entry In the British telecommunica-
tions induyiry, see Beesley and Laidlaw (1989),

33. Telepawint is 4 portable technology whereby users can make, but not receive, calls pro-
vided that they are within range of 4 suitable base station. To date jt has not been commee-
cially succwessful, 4nd none of the wriginal licenszes now offcrs the service. PONs use a more
sephistivared version of the traditionul celluler technology with smaller cells, higher fre-
quencies, and the sbility 10 carey digital signals. There are two PCN operators of which one,
Mereury ome-2-one. launched its service in 1593,
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