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Introduction

The politics and economics of modern telecommunications flow from
the highly integrated nature of the systewm. FPlayers in one segment of
telecommunications face competition originating from other segments.

Although the boundaries defining each segrent are blurring, it is

helpful to distinguish three markei segments.

£
1

The first segment consists o
sverything from pbwx switchboards to the computers attached to the phone
lines. The second segment provides traditional telecommunications
services such as volce and telex which a&llows users {0 transmi
information among themselves. The third segment, which began {o emerge
during the 1868s, provides value added services and rencte dats
processing data bases. This segment, which is smaller than the others
but is enpanding rapidly &s new services are introduced, provides

processing of {telecommunications wmessages that make transmi

cheaper and more reliable, or they make available a menu of services
ranging from complete data processing o specialized data bases. In US
parlance, thess are the eguipment, basic ssrvices and enhanced services
segrhents of the telecormmunications market.

Many large companies are &ctive in all three segments of the
market, Nonetheless, in e&ach segment the array of producer and
sonsurer interests constantly evolve 83 rapid innovation changes the
face of telesommunications and redefinaes distinctions betuween computer
and communications equipment a&and services and among the various
segments of the market.

This paper argues that the politics of the -equipment wmarket has

8tood in the way of achisving GPETi, full compatition in
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telecommunications eguipment on an international basis. Although largs

Canadian users pay more than necassary foir egquipment and services,

Canadian eguipment manufacturers continue

significant tariff wall. Along similar lines, the politics of the
basic communications neiwork has been stacked in faver of i{raditional

suppliers of phone services. Even though Canadian telephone services
is not dominated by a single, European-s
Telephone {(PTT) authority, provincial suppliers of telephone services,
Telesat {ihe Canadian satellite communications company that is jointly
cwned by other phone companies) and Teleglobe Canads, the federally
cwned provider of international telecommunication services ({except for
U.5. irsffic), have insisted that new common carriers in the U.6.-
Canadian marketl agree to use the established netuworks
substantial share of their traffic. In contrast, the political,
economic, and ischnological interests involved in the provision of
valie a&added services are less institutionalized and more changeable.
Competition betwsen those with opposing interests is intense, bLut the
outcome {5 less certain.

Oonestic and international competition in the provision of wvalue
added services could be substantially liberalized over the coming
decade. The United Siates is pushing hard for deregulation and free
trade in these services. Some other countries including Canada have
shown some 3ympathy for more competition, if not for privatization.

Moreover, the wmost likely path {owards More international
competition im the equipment wmarket is through liberalization of ths
valus addaed network. We suggest that incireased international
cofpetition in wvalue added services, especially computer services,

could promote a declins in protection for producers in the eguipment
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markat &and possibly in the traditional communication segment as well.
Put snother way, the terms governing competition to provide value added
servicas importanily influence the degree of liberalization of trade in
the equipment markel. However, we expect that evem if agreements are
regotiated that faver wmore competition i(n equipment and VANs on the
first round, later rounds of repgulatory bettles wiil follow because

disgruntled suppliers will redoubls their efforts to influence network

¢
Por.
pre
oo
Q
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standards in order 1o improve their competitive po

A Model of the Regulatory Process

For the purposes of this paper a highly simplified wmodel of the

regulatory process will suffice. In our view the highly integrated
G y g

or
m

economias of the Umited Siates and Canada make it possible o treat ih

talecommunications sector of the two countries as & single market with
dual regulatory commissions. {In this analysis we also treat
ragulatory and {rads policy &3 tuwo aspascis of
problem. ) Thus, we are picturing the process of policy wmeRing a3
somawhat akin to & fedgral system where state (or provincial)
au£hawities all have vetoes over policy. Siven this s&pproach - we want
t5 know when and on what terms compromises on highly contested issues
&ire pussible.

Contemporary scholarship about

-egulation argues that policy

-

wekers seek political profit from delivering policy in response to
costs and benefits organized by groups of piroducers and ConsSuMers.
Because of ihe collective goods problem of free riding, interesis are

not automatically organized in society. It is easier {0 oirganize

roups where one o several dominant members have so much a

o]
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they will accept a disproportionate share of the cost of procuring a
benefit that will bernefit every fire in  the sector. This is wore
frequently true of producers than consumers. Sometires when large
acale users {or middle men in & market such as oil refineries) identify
major potential savings from collective action they may organize. o,
entreprensurial politicians wmay seek to profit from organizing their
interasts. However, the larger and wmore diffuse is the class of
producers and consumers being organized by the enirepreneur, the more
difficult it is to guarantee its staying power in the regulatory
process or of accepting finely tuned bargains.

[

A special complication for the politics of regulation is that

producers often have confiicling intersestis. There is no single,

£

satisfactory dimension for identifying their divisions. But thres
dimensions are at least heuristically useful.

One dimension is the division between high and low cost producers.
High cost producers wmore often seen protection from regulatory
restraints than low cost producers. {(However, low ¢ost producers mMay
banefit from protsction by collecting rents in the marketplace.) A
second dimension relates to the ability of the firm to conpete in
diieﬁae product markets within the sectior. Firma with the size or cash
2low and borrowing power to compete in both mature and rapidly growing
markats can make differsnt regulatory bargains than firms with narrow
product lines. In pafticular, the former group can bargain over #Mixes
of wmore competition in one market in return for protection in another.
Prior to the judicial process forcing & much more radical restructuring
of ATT its preferred sitratepy was to make precisely such tradeoffs.
Today, Bell Canada is yielding to greater competition in some basic

retwork services in return for freedom to enter new markeis and reap

I
o
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unregulated profits from such investments as a $45Q million dollar oil
pipeline. Finally, the wmore multinational & company's operations, the
rAore it must consider the precedent set by a decision in oné market for
its operations in others. Obviously, this 18 not & process of simple
stare decisis bscause the profit from bad precedent in one case May
be grest encugh to offset losses elsswhere. Nonetheless, we expect
global firms should seek rules that although imperfect in any single
country, are viasble across the universe of countries im which they
operate. They cannct afford treat each national case as an island, at
least when it comes to prominent precedents. {Loopholes cbtained by
"shopping” are discuassed shortly.)

As good profit seekers interest groups and regulstors are highly
sensitive to the wmarginal costs s&snd benafits of esch decision.
Ragulators will be especially quick tc spot the declining returns from
tilting t{oo hard in favor of one interesi in any market where thare are
olashing organized interests. MNorsover, rigging the wmarket on behalf
of any one interest is most profiteble when the cost to the other sids
is not obviocus,

Regulation works most satisfactorily {in the political sense) when
inposing ocosts on consumers esither slows & declins in prices, allows
price increases for an item of daclining importance for the ConsumMer,
or limits produst and performsnce options in unobirusive ways. When
imposing costs on producers it is most successful either by slowing
down an inocrease in rents of trading of f more competition in one market
for protection in another. In short, regulators like to blunt the
sosts impossd on any one group in a particular tims period: especially
for participants well established in the policy process losses are

roiled over and amortized over & longsr period of time than a strictly
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warket adjustment would permit.

Moreover, the profit maximizing regulator seeks to reduce his/her
transsciion costs {that is, the losses imposed by the wsar and tear of
making end enforcing bargains’. Perhaps the wmost onerous of the
potential problers is the difficulty of getting conflicting parties io
accept short-tersm losses in return for long-tersm benefits. o do so

regilators have to persuade all involved that they will continue io

[
ot

excercise influesncs end have ample ways 1o impose penalties on a
parties if authorities rencsge one-sidedly on bargains. Many of the
elaborate institutional rules of due process review and the entensive
use of indusiry advisory commitiees that run on & consensus basis serve
this purpose. The same incentives ewnplain why large-scale consumers
with ihe resources 1o remain persistently organized and active in

to

regulatory politics do best over time. They have the staying powsr
permit bargains that have a chance of being sustained. {Many consumer
moverments can win temporary victories but guickly become unraveled
after a few years.)

A final characteristic of the process in this case follows from
its “"federal” siructure. Once the two countries had opened their
networks ic some éaﬁpetitian {30 that this was not simply a cass of two
opposed woncliths) iInterested parties could shop for the appropriate
regulatory forum to advance their particular causa. GShopping is & now
farmiliar phenomenon in the judicial process where the choice of
jurisdiction by the filing pgrty is often sensitive to the reputation
of different courts. {Another ecnample arocse recently in the U.S.
banking systiem when banks began {o switch from the Federal Reserve
system 1o the siste regulatory systerms on the basis of the size of the

required reserve regquirement. )

Suwhey=-Aronsan 18-838-84 Page &
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The effect of shopping on policies depends on broadsr political

arnd economic conditions. On the one hand, if actors can "exit” in part

o in whole from operating under a given regulator {(as in the case of
the reserve requirements) it drives regulatory "outliers® toward the
mean. In the cass of telesommunications, once some competiton is
allowed, it is not in the intersst of the major public netuorks to
lobby for strict protection of their remaining advantsges. Over time
other players will pay more 1o exit from the system if ihe nelworks
remain inflexible. On the other hand, some actors {particularly large
ones operating aciively in both couniries) can shop io achieve special
advantages by learning how use the loopholes in the system. Such
players wmay resist far reaching reforws because such reforss may
inordinately benefit those who have not paid the price for lsarning to
use ewisting loopholes. It nay be smart for experienced players to
oppose reforms that help i{heir oompetitors substantially wmore than
themsalves. Only if the benefits of a general reform greatly exceeds
the value of & basket of second best ewnceptions achieved by shopping
will shoppers févaﬁ'general reform. (This was the case with the reform
of certain US oil price controls. A number of ocompanies became adept
at wmanimizing their advantage under the conirols. Still, their overall
losses from the conirols were greater tham the pariiculsr advantsges
they derived by working loopholes that remained. Therefore they
favoraed the abolition of the conirols.

This review of the Jdynamics of regulation suggests & series of
hypotheses that can anchor our more detailed review of the issues.

1.} All oiher things being egual producers are likely to be

cu

better organized than consumers because they ars fewer in number an

TL =

thave a larger individual stake in the policy ouicomes. Thersfore,

EI



Many 1ssues involving telecommunications {such as television bordar

£ producears aire liksly ic. ke

Q

broadcasting! the interesis
disproportionately influential. Howsver, on the issues erxamined in this
paper the growing imporisnce of communications and dais processing in
corporate strategies produces a group of users with iarge immediate
interests in the policiss. Therafore, it is the degres of
concentration of the interesis of producers that vitally influences the
ability of regulators to resclve conflicts. Im general, the fewer t{he
nurber of the producers the easisr it is to negotiate bargains that
split the difference over policy and reduce conflict by spreading out
cosis a&nd benafits over a longer period of time. {(Recall that longevity
in the regulaiory process makes bargains easier.)

2.) The interests of producers concerning atterpts to introduce
#ore competitionvary &coording to several criteria. High cost firwms
with narrow product lines are more resistant to competition while those

with & wider range of products a&ars more a&pt to accept tradeoffs.

Multinationals with a wide range of products are more likely to support

greatsr competition but they will be very wary of ithe particular terns
of any formal change in the rules. (Ssa hypothesis number three. )

3.) The opportunities for shopping meke it likely that
substantial differences 1in policy between the two couniries will be
narrowed in practice, if not in theory. Llarge wmultinational firms in
particular will find ways to profit from policy“"arbitrage” to their own
advantage, although not neca;sarily to the benefit of &ll producers or
GONSUNETS . More comprehensive reforms designed {o reconcile the
policies of the two countries will be more likely to win the support of

firms with fewer rescurces for shopping. Large shoppers may support

general reform but will be gquicker io prefer no change {0 general

Cowhey-Aronacn 120-28-84 Fage



refors.

4.) Bscause actors respond to marginal coets and benefits,
thoss a&ctors interested in more than one segment of the market will
switch their center of attention bsfore reaping all the benafits of
regulatory politics in & particulsr segrent. We ewpect thes to “cycle"
their attention as the ssgrent with the easiest and largest gains
changes. Subsequent rounds will see attention return to the segment {o
reap the nent most attractive set of gaims.

With these hypotheses in mind we now exsmine ihe relationship
among the three segments of the telecommunications ssctor {equipment,

basic services and value added services). Then, we enxamine how the

politics of sach individual sagment has related to the others.
The Ties That Bind: Network Rules and Technical Standards

The édvantages and practicalitly of policies designed to
wanimize competition at home and through free trade in the world marketi
reguire no alaboration. But the trade in telacommunications/dats
processing equiprent and information services are tied together. As
auaﬁ they tllustrate many of the policy challe with trade in services.

Even in domestic markets the degree of wmarket regulation for
nost serviges 1s significantly grester than the liberal idsal. These
regulations becare SVER nore restrictive when dealing with
international provision anﬁ purchase of services. In communications,
for enample, controls are 80 pervasive that the provision of eguipment
is still heavily aaﬁtralled a8 a consequence of the regulations.

Critics hypothesize that free trade in communications and

related services would not lead to the ideal of liberal competition.

Cowhey-Aronson 16-88-84 Page



Becauss communications networks will still be organized in ways that
significently impede liberal competition, free trade will only aslier
the arena of imperfaat competition, not approach the liberal ideal.
They belaive that the organization of the communications system leads
inevitably toformal or informal regulatory agreements that signicantly
skew competitive advantages.

The role of regulation by public or private authorities in
communications wmarkets becomes clearer when the current American dais
communijcations situation is considered. Evern after the break up of
ATT, private parties and government authorities continue {o naegotiate
ways to set tarma for techmical standards, pricing, and the right to
use various oommunications channels in order to transmit data. These

negotiations are important because dteghnical standards influence

equipment decisions and network rules determine advantages among

differant types of customers, users, and equipment providers.

To clarify the important links betuween standards and
csompatition 8GMe elaboration ia useful. Techﬁiaal standards
significantly affect how the rules for netuworks influence business
compatition. The ways in which technical standards for a network are
designed &no set can have far-reaching implications for softwasre and
harduaire providers. There is no agreement on enactly how standards
influenve competitive advantages, but it is possible tc sketch a
plausible ploture based on the activities of some of the firms in the
market,

Tecshnical standards are ambiguous, amendable, and duplicabls.
They aire ambiguocus becsuse no standard f#lly resoives all of the
questions involved. (A classic instance is the “X-25° protocol for

cata communications. Two systems both adhering to the protocol can be

Cowhey-Aranson 18-88-584 Pag
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virtually incompatible due to conflicting secondary specifications.)
Standards are freguently amended when new or modified equipment ia
introduced. Therefore, & company that is at a disadvantage because its
atandards vary from the norm 8t one time can hope to catoch up later.
And, standards are duplicable becauss suppliers can engineer their
products tc become compatible with .a new standard even if it is in
conflict with an old one. Ambigulitly, amendments, and duplication wmean
that standards do not create irrevocabnle advantages for some plyers in
taha compatitive market.

It standards are not permanent guaraniess of competitive
advantage, they -can pirovide a temporary boost. GSome companies gain
from their choice of & standard, especially in a technologically
innovative field, whils others suffer because of their incompatibility
problama. Buyers usually bestow their loyalty to the firés that first
estableih & standard because these companies are the most enperienced
with the standard and have the largest sconomies of scale. Thus,
leaders on standards often enjoy a competitive edpe. The introduction
of each new generation of equipment reopens the question, but at any
ons time standards influence advantages. Therefore, squiprment and
softuare suppliers lobby on behalf of standards favoring individusl
interssts., {However, these same companies work together in support of &
prefarred national standard {n an international forum such as the
International Standards Organization.)

For &xarple, Xerow, bEC (Digital Electronic Corporation) and
Intel labored to have “Ethernet” adopted as the standard for locsl
office system networks by the IEEC (the Institute of Elestrical a&and
Electronic Engineers). (The firms popularized the stsndard by offering

tc license it to other firms for only $1,800.80) So long &s Ethernet



was the favored candidate for the new standard many users preferred DEC
and Xerox equiprent. Howaver, as the standard became more widely used,
other companies adapted their equipment to Ethernet and thersby gained
competitive access tc the customer base of the two companies. The two
firms gambled that they could turn their early lead into a continuing
advantage. And, IBM reportedly +{ook Ethsrnet seriously encupgh to
discourage its selsction &3 the official standard.

Ancther example of standards &and sales of software and
equiprment involves {he Canadian videctient system, Telidon. While many
considar this an encellent system, the domestic Canadian market is not
largs enough to genarate the esconomies of scale regquired for eacnomic
success. Therefore, the Canadian firms have assiducusly courted
influential American companies to esxperiment with their technology as
the basis for & new standard. For example, Telidon persuaded 6TE to
abandon a B8ritish system {Prestel) and adopt the Canadian videoien

system in 1888. In addition to the guestion of technical standards,

-

there is the issus of network rules. hese rules govern which types of
networks can provide . what services and according 1o what pricing
systen. While the number of restriciions concerning these items can be
curtailed by derasgulation, ‘publia or private agreements conaerning
network rules have important implications for which networks will
service customers,

Two important cases in U.S5.-Canadian relstions are satellite
telecommunications services' and the use of itelecommunications to do
data proegssing. Many Amarican compriiew now offer commercial satellite
networks to corporate customers, and these networks cam easily serve

Canada as an enxtension of their ocurrent services. Canada's official

telecommunicetions corporation, Telesat, feared that the entry of

Couwhay-Aronaon 18-88-84 Page 12



American signale would divert a large part of the profitable traffic of
multinational corporations from its channels. Anothaer importsnt issus
is to what extent firms can shop freely across national borders for
computer data processing services provided over telscommunications
facilities. We discuss both items later.

Rules governing the pricing and access to network facilities
alssc can influence advanitages concerning equipment. The moat obvious
exarmple 15 in compuler services. To the entent thatl there is unlimited
nondiscriminatory &CCESS by users to computer services {1 puts
pressures on squipment supplisrs in any given nation to be either
competitive in coat or watoch computer processing {and therefore
eguipment decisions) filter ocut to other countries. Another case |is
underr debate in wmany countries., Tha issue is whethar to rent private
lines for fixed fees o compsanies with their own data natworks. One
alternative is to charge & variable fee depending on the volume of
usage. In general, volume sensitive pricing favors the makers of data
grocessing squipment over telecommunications hardware LSecasus the user
has & st;ong incentive to do data processing locally on a more fireguent
basis. {1f the ocost of .using a communications line depends on the
anaﬁnt of data itransmitted, users have &8 strong incentive t{to invest
more heavily in local data procsssing at individual work sites rather
than cahnneling dats elssuwhere for processing or revision. A gcost
afficient solution forf the usar will, on the wmargin, invest more
heavily in data processing equipment than complex telecommunications
squiprenta geared to channel larger and more complicated flows in the
wost relisble manner.)

In summary, the analysis so Tar has demonsirated that nestwork

rules inevitably skew ocompetitive advanisges. But the examples have

Cowhey-Aronaon . 18-88-84 Page 13



not shed any light on which aspeats of the interconnections among the
network, equipment, and VANs will dominate, why some issues move to
resclution more quickly than others, and why some issues have so far
rermsined relatively guiescent. The next section a&nswers these

quesations.
Equipment and Competitionds>

The equipment trade between the United States and Canada is
dramatically different for telecommunications and data processing. In
1883 {based on third quarter estimates) Canada ran & surplus on trade
in telecommunications equipment with the United States of $184.8
million {&and a global surplus of 8311 wmillion’. However, the United
Statas had a surplus of appronimately $377. million in 1882 with
Canada on computers and related aguipment. {Imports supplised 8BY% of
the Canadian wmarket and the Un}ted States overwhelmingly dominatsed the
imports.) Although the relative success of the two countries varies
according to the wmarket, one constant is & difference in ths relative
ifporiance of the trade forr the two countries. The Canadian wmarket is
far' less wvital 1{oc American firms than vice varsa. For example, U.S.
global exports of {elecommunications equipment in 1883 amounted to §78
million, and Canada constituted sbout 18.5% of the total. {(Total U.S.
production was about $28 billion.) U.8. produstion of computing

equiprent amounted to about $41 billion in 1883, of which about $18.2

Our discussion of eguipment, basic services, and VANs draws heavily on
&n internal working paper prepared the NTIA for U.S5. government
officials in 1884. One of the authors obtained & copy of the paper.
We have supplemented its anslysis with other documents and interviews.

Cowhey-Aronacon 12-88-84 fage 14



billion was exported. Canada &ccounted for about B8.5% of foreign
sales. In 1984 Business Week estimated that ths total production of
telecommunications equipment in Canads was about $2.3 billion. Inm 18872
ita total enports of such equipment and imports in 1982 amounted to
€476 and $164 wmillion respectively. Of these totals sbout $188 wmillion
went to the United States and $83 willion came from thers, or about 38%
of ewnports and 584 of snports. Likewise, about 5% of the totsl
Canadian domestic consumption of data processing squipment was supplied
by U.6. imports {the total market was about $1.5 billion) and 2622
tillion of Canada's $842 willion worth of axports went to the Unitad
Btates. The atructure of the eguipment wmanufacturers in the two
countries further clarifies the competitive picture. Four firms
wanufacture about B88% of U.S. production of  talscommunications
equipment {Western Electiric alone is 58.4%).

One of the four is & Canadian company, Northern Telecom, that
fs wmajority owned by Bell Canada {(which {s not part of ATT). It
derives sbout SBEX of its ravenues from its U.S5. operations. Tuwo others
have ewxtsnsive operations in Canada (ITT and ETE, the latter indirectly
owns the British Columbia's telephone system and & smaller telephone
company in Quebsc). Both ATT and ITT have {(or plan) extensive
multinational commitments. {ATT once held an ounership sharse of Bell
Carnada. A3 & result of lingering problems about patent rights it
refrained from entering the Canadian market unmtil 1884, Now it hopes
for salesof asbout $152 nillisn perr year by 1886.)

The data processing equipsent wmarket in the U.S. has about
1,008 .Goﬁpéﬂiés that are easily identifisble. OQDespite the giant size
of IBM (about €17 billion in computer sales in 1883) concentration in

production has been declining for ysars. The dominant companies are

Couwheay-Aronson 18-838-84 Page 15



multinational firms with extensive operationa in Canada. {(One reason
for +these investments is the reguirement for local manufacturing by
suppliers of data processing equipment to the Canadian government.)

The Canadian industry is alsc highly concentrated in ths
produstion of telecommunications equipment. The dominant firm,

) Northern Telecom, has about 54% of the market. However, recent changes
in regulatory policy have liberalized competition in the equipnent'
market, at least in regard to domestic suppliers.

The relatively tiny computer equipment industry is dominated by
s few large multinationals and many swmall Canadian firms. {As of yet,
Northern Telacom has not made its debut in the data processing market.)
More generally, it is estimated that 72 out of the lergest i8¢ Canadian
electronics firms are foraign cwned. The United States has by far the
largaest share of thess companies.

Government policies in the two countries differ in regard to
the eguipment trade. The Canadian tariff on telecommunications
products is about double the U.5. level (17.5% wvs. 8.5%). In both
souniries the ‘tariff on computer hardware is a&bout 3.BX% while
paripherals and scftwars are duty free. In both markets the Canadian
government has promoted & “Buy Canads” program and in the case of the
telephons companiss this has largsly succeeded. Mora importantly, the
Canadian policies reflect an interesting tradecff between the intsrasis
of producers and consumaers. Canadian producers of telecommunications
sguipment evidently produa; at costs comparable {o prevailing U.S.
levels. Moreover, both cohsuﬁeﬁs and smaller producers have benefited
from decisions to liberalize the dorestic eguipment market. HNorthern
Telecom, as the largest and highly competitive producer in Sath

couniries, benafiis from the tariff protection at home but it would
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certainly shift its position on protection if it threatened overall
trade relations. The question is why American producers of
telecommunications equipment have not protested more vigorously.

The market for coomputer equipment has yet another logic.
Smaller Canadian firms are higher cost producers that have narrow
product niches. The entensive efforts of the Canadian go?ernment to
raspond to their vigorous lobbying have created an environment wherse
the costs of computing have risen substantially above the levels in the
United States. There 18 no pirrecise authoritative estimate but a
conmonly cited figure for the differential is that Canadian costs run
48% higher than in the United States. This may appear anomalous given
the low tariff lsvel. However, the government changed its wmethod for
determining the customs valuation of this egquipment in such a way as to
inoreass the effective protection greatly. -

At the same time a growing share of the overhead costs and
general strategies for qualitly and cost control of consumers is tied to
computerization. As & result major users of computer services have an
interest in forcing & change in government policies. They long ago
succeeded in supporting policias to keep nominal tariffs low. Their
campaign to reduce eguipment prices has proven difficull because they
h&ve found fewer allies in the ranks of the largest producers than one
mightenpect.

The responss of the bipgest data processing eguipment makers is
highly instructive in light of our model. All of ithese firms ars from
the U.S5. Evidently, thay support wmore competition by arguing that
lower tariff barriers would permit their local subsidisries to becowme
cost-conpetitive producers of operationalizad eguipment and peripherals

for their global operations nad sales. Howevsr, in detailed
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negotiastions about the issue of customs valuations these firms also
reportedly preferred caution and cheering to any particulsar new policy
because wmight do bstier by individual arrangemants. Mearwhile, small
U.5. companies &lso &are low oost produucers that prefer a reform in
trade policy. Butl the market is ico small a5 a piece of their business
to yield effective political action.

In summary, the equipment market for telecommunications has so
far yielded little overt conflict even though Awmerican producers
sesmingly should bs dissatisfied. This requires further explanstion.
The data processing equipment wmarkat s more contenticus. Costs io
large consumers are sufficisntly high i{o produce concerted action. sut
fmore competition would not injure the dominant producers who define
their interests as being in support of freer trade buit susceptible io
making epecial deals at the expense of any campaign for general raform.
The particular foocus of opposition to competition is the smaller
computer firms of Canada. The stakes for these firms are very large so
politicians can profit by organizing them. But ths g oup is

sufficiently diffuse {o make bargaining difficult. Stalerate is a

genuine poasibility.

Back tc Basice: The Politics of the Phone Networks

ATT's divestiture of its 22 Bell Operating Compsanies and its
entry into non-voice eoﬂﬂunkeation markets from which it was previocusly
tarred was one dramatic fallout of the deregulatory trend in the United
States. Until recently ATT held a virtual monopoly in the provision of
international volce service in ithe United States. Oomestically, it

corpeted with 1,438 independant telephone companies that provide local
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servics and with several companies such as MCI, &TE-Sprint, ITT, and
586 that began to slowly erode ATT's dominance in domestic long
distanced volce wmarket. Until 1981 Weastern Union dominated the
domastic wmarket for record services {telegraph and telex), but was
forbidden to compete internationally. International ﬁecord. carriers
such &s ITT, RCA, TRT and FTCC competed only with esch other to provide
international record services.

The provision of voice and record services as well as
regulation of the provision of value added services has been turned on
its head in the United GStates over the past several years. T;
compensate ATT for spinning off its operating companies it was &allowed
to venture into the domestic and international record and value added
s&Mvices business. Wastern Union was &llowed to compete
internationally by the Record Carriewr Competition Act of 1881 which
rapoved &ll distinctions between national and international markets.
ATT's assured dominance over the international voice market was ramoved
sc that any firm that could rnegotiate an operating agresment with
foraign service providers could enter the field. On & wider basis the
so-called Computer II decision by the Federsl Qommunication Commission
set up a distinction between basic {voice and record) services and
snhanced, wvalue &added services. Reguiation of basic services wes
maintained. But, given the blurring of lines between computer and
communication servicas, the FCC opted for complete deregulation of the
domsstic and international provision of enhanced servicas. {This has
creatsd considerable problems because wmany government owned or
controlled PTTe do not accept the basic/enhanced dichotomy and have no
intention of loosening their comntrol over their own emerging value

added services. This wakes negotiating internatiaonal operating
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egﬁeémenta particularly complen.)

Canadian tslephone and mecord services arse notl ao open as those
in the United Siates but are considerably more open than those providsd
by PTTe in wmost industrisl and developing countries. In Canada the two
national telecommunications sysiems, the Translanada Telephone Systenm
{TCTE) and CNCP Telecommunications (CNCP) together account for about
83% of Canada's %6 billion telecommunications carriage nark;t. ICTS is
arn aascciation of the larpgest t{elaphone company operating in each
province plus the domeatic satellite carrier, Telesat Canada. The
faderal goveuwrnment and the major common carriers jointly own Telesat
Cansada. The principal tslephone companies in Alberta, Manitoba, and
Saskatchswan are provincially ocwned. The remaining phone cowmpanies are
privatsly controlled. Ball Canada, the largest smewmber of TCTE, with
58% of the telaphones in Canada, oéns significant portions of each of
the main t{elephons companies in the Atlantic provinces. The British
Columbia Telephone Company, the second largest Canadian phone concern,
is {ndirectly owned by 6TE. OCNCP, in contrast, began its enistence as
a national telegraph carrier associate é?th the transcontinental
railroad, but Hhas expandeq%'its service oéferings in recent years.
Since 1878 CNCP has been allowed to interconnect with Ball Canada's
local tslephone network, making 1t possible to compete with TCTS in
providing volce and data sarvicas.

Regulatory irends in Canada are in some ways parallel, {f not
80 draratic, &3 thoss that have taken place in the United Giates. In
#id-1882 Bell Canada announced it would recrganize to separate its
regulated and unregulated businesses. Competition between TCTS and
CNCP is being allowed to increase. Howsver, the TCTS companies retain

a8 wonopoly switched public voice services in their respective provinces
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and CNCP remains a protected wmonopoly in the provision of telegram
servicses within Canada. In addition, the use of private leased lines
by other common carriers is still more restricted than im the United
States. While lessed circuits are svailable at rates deemed ic be
corpetitive by some analysts, the Canadian government restricts the
resale and shared use of leased circuits, practices vital to many forss
of compatition by swmaller carriers. {The right to compete for supplying
telecommunications equipment has also been liberslized, but not so much
as in the United States.) Teleglobe Canada, ouwned by ihe federal
govsernnant, has & #onopoly on the provision of OVarSess
telecommunications serviaass except for connections to the United States.

The overall picture, then, is roughly as follows. The number
of producers of bastc network services s small, the companies ars
rather large, and they have long-lived capital investmenis yielding
many Jjoint products. Therafore, they are risk adverse in regards to
liberalizing terms for the basic network while thay have some incentive
to enperiment with ways to serve the fastest-growing parts of the
network. Telecommunications costs are & rising share of the budget ({(or
mors vital for cost controls) for many large companies. Therefore,
they have been actively shopping or supporting more competition.
Shopping has led to wmany provincial agreementas with long-distance
companies in the United States, and Telesat Canada was under
substantial pressure to make similar desls if it was not to lose market
share to thase othar arnangagenta.

Confronted by & relatively small number of producers and & set
of large consumers actively engaged in shopping, regulators mostly have
tried to create arrangements that balance wore competition with some

guarantes that winisum shares will be reserved for older basic
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retworks., The dominant bargain to date consists of more entry by U.S.
long-distance carriers such as MCI in return for minimus shares of the
traffic guarantesd to the Canadian basic services. This compromise
pwetgcta against the worst loss of market share for the traditional
cormon carriers while permitting largs consumers in partioular (o make
important initial savings on their phone bills. While dewsnds for more
competition may follow at a later date, many of the wmost important
players have found it more profitable to switch their attention to an
issue whera the returns on political efforts could be more wvaluable in
the next few years: what to do about the provision of computer and

other value added services {the "enhanced" services).

cs |

The Politics of VANs: All in Vain?

Total salas of computer services are rapidly catching up with
data processing aguipment. In 1883 sofiware, consulting firwms for data
procsssing, integrated systems suppliers of software and bhardware, and
remote data processing fimms had ssles of &31.6 billion. Remote
proéesaing was the single largest item iIn this totsl. Oither VANs,
sspacially those cwned by such large multinationals as Control Data and
Seneral Eleciric, offer financial accounting services or simply limited
processing and formatting of dats communications of firms so as to
manimize sfficiency and lower costs. The Einangial Times reported that
remcte processing and data communications was about $156.2 billion in
1881. Exports are & major part of their businmess. For example, in 1877
U.S. firms that earned over 68X of their revenues from software and

services reporied that $257 willion of their $1.727 billion {m sales,
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or 14.8% of total revenues, came from foreign markets. Total export
sales by all VANs is running at about &1 billion per year.

The structure of the U.5. industry is hard to judge precisely
bacause the dsta on sales remain inconsistent and sketchy. However,
one study of a key part of the computer services industry suggested

that 1888 sales of on-line data bases in the United Staetes amounted to

[ )3}

$1.17 billion {and was projected to grow at 38X per annum to S4.

]

billion by 1985!. The largsst four firms accounted for about 12% fo
sales and the top eight took & bit wmore than 18%. Therafore,
concentration is very low.

The Canadian picture is much less favorable than the one in the
United 6Gtates. Because of the higher cosis of squipment and personnel,
remote processing and data base services often are 48% more erpensive
than in the United Siates. Despite this disparily a very large measurs
of Canada's data processing services 13 ({mported from the Urited
ctates, The total Canadian market for such services (excluding in-
house services in companies) was aboutl $48G million in 1875 and roughly
one quarter of this amount was i{mported (mostly from the United
States). One much guoted study of the Canadian government in the late
197é5 expected total U.S. sales of data services to Canada to egual
$1.5 bil;ian by 1885 at & loss of 23,008 Canadian jobs.

Cansadisn data services companies are not larges and the market
is highly fragmented. Exports to the United States total only 510
million. The only bright light in the picture pertains t; data bases.
In 1882 the sacond and tenth largest dats base companies (judged by the
number of on-line bases) were Canadisn. However, tha United States had
the other eight largest in the world and its total number of vendors

{1168} far exceeded the three of fanada.
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The politics of this market are especially interesting. Only
the largest users of dats services are mobilized by the issue, but
these firms know that data processing services constitute & asignificant
growing cost in their operations and & limit on their ability to
develop some of their own new products. Moreover, they have already
sarned substantial relurns from the (nitial reforss concerning basic
network sarvices so thsir attention is cycling to an issus whare the
marginal rsturns on success would be greater. In addition, they
resognize that particularistic reforms pursued by shopping have almost
besn eaxhausted. The cost differences between Canadian and U.5. VANs
are sufficisntly great that sven narrowing the difference somewhat by
partial chsnges would leave asignificant disadvantages agasinst U.S.
competitors,

Canadian consumers have accordingly urged trade and regulatory
authorities (n the two oountries to liberalize compstition for VANs,
especially in computer services, Instead of protection for these
networks they urgs betier support for research and development. Taw
reliaf would alaso be sppropriate in their view.

The Canadian data processing networks are both small and high
cost producers. They ars largely not wmultinational Im  their
operations. Thersfore, they are highly vulnerable ioc competition and
tave few worries about setting bad precedanis for operations in cther
countries {except for the United GStates). Therefors, they wish 1o
protect their position at.haﬁe by pretending that the mtatus quo does
not discriminate against other countries.

Bacauss the Canadian VUANs are wuch smaller in size and
smployment thsn the equipment wmakers they make a better target for

rationalizing the computer industry through wmore foreign competition.
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Their potential allies are smaller Canadian equipmant makers if they
can convince those firks of the 1link between computer neiworks and
aquipment aales. They have a&alresady lost such organizations as the
Canadian Business Equipment Manufacturers Association, a group with a
substantial numbar of local subsidisrias of multinational firms. This
group favors mors ligeﬂal trade in data services 80 as to ‘permit them
to tecoms specialized niche suppliers of computer eguipment and
services for their parent companies. As long as their basic networks
renain relatively securs, morecover, larger Canadian talecommunications
firms {such as Bell Canada) can afford to be risk prone in this rapidly
. grouwing markst.

Canadisn officials face a difficult choice. As long as there
is wvigorous opposition from the Canadian VANs it {s costly toc reverse
policy markedly. This is doubly true because the wore diffusely
organized small companies are not as sasily organized for splitting the

difference with consumers. The question is whether increased

competition could be {ntroduced in auch a way as ito guarsnies thai a

fair share of the Canadian firms survive.

Comclusion

This review of the politics of the (ndividual market segments
leads to several conclusions. To begin, the dominant issue for the
forsesable future will be in regard to enhanced services because this
is where the best onganiz;d sonsumers will reap the greasiest marginal
profit from new initiatives. A breakthrough on VANs will alsc open the
possibility of changes in regard t{o data processing eguipment.

A second conclusion pertains to VUANs and equiprent wmarkets.

Political compromise has worked in the dispuies concerning basic

13
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network sarvices because & relatively swall group of firms have roughly
split the difference so as to protect some share of the market of the
major natworks {after prodding by consumers Ffor reform). The issues
about VANs and dats processing equiprent are not 30 easily compromised.
Csnadian companies have a weaker competitive position and constitute a
lass es&sily managed constituency. Other larger suppliers in these two
segrnents have profited from shopping so they are careful aboul the
types of general reforms that they endorse. The principal difference
betwsan the two segments, however, pertains {c the total size of the
local producers. Equipment makers are wmuch larger employers witlh
bigger volumes of sales. Therefore, politicians see them as & more
potent constituency.

OQur third conclusion ias that any liberalization of VANs will
lead regulators toc adapt wmeasures to cushion the irmediate indirect
losses to equipment wmakers. Various tas bGreaks, research pﬁﬁgrams and
other forms of support esse the pain and delay the worst shake ocut long
anough to allow regulators to blur the causal connections betuwsen VANS
and equipmant.

Qur final conclusion points to the consequences of current
afforts to liberalize trade in telecommunications services for data
processing. Becsause the rules of the network an technical standards
inevitably influence compstitive advantages there - is aluways a
temptation to ssek profits through influencing them. Furthermore, the
sesarch for the highest wmarginal geins from the next round of policy
lobbying leads to a asteady review of policy options. Thus far, the
principal parties have not found the bensfits of manipulating technical
standards to be that attractive. As long a3 other ground rules

protacted their interests common standards promoted the possibilily of
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easier accass to larger wmarkets. Meanwhile, the initial successes
concerning basic services have caused consumers toc wmove t{o other
issuss. But changes in regard tc equipment and enhanced services will
give both smaller piroducers and customers an incentive to reexamine
policy concerning standards and basic nstwork services. Integrated
markets with duasl regulatory authorities invite private inttiatives

designed to reset the agendas of government agencies.
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