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Universal Service Obligations in electronic communications -
Should USOs be extended to broadband access services?

By Stefano Barbato and Andrea Gavosto 1, Telecom Italia

Should universal service obligations (USas) be

extended to broadband? The question is important,

since it lies at the heart of the debate on the per-
spectives of the broadband business model and its

overall impact on society. Prima facie the argument

in favour of an extension of the usa to broadband

access is quite an appealing one. After all, one might

argue, access to broadband will be the main gateway

to a number of crucial services in tomorrow's world,

such as e-government, e-health, e-Iearning, e-com-

merce, and so on. People who are not connected to

broadband internet will end up being permanently

excluded from the services of the information society:

as a consequence, an obligation onto internet provid-

ers to bring broadband connections to every house-

hold is the best way to fight against this modern form

of disenfranchisement.

However, as we will argue in this article, this argument

does not stand a close scrutiny. In a nutshell, the eco-

nomic distortions brought about by usas are such as

to make market-based solutions to broadband diffu-

sion much more effective and less costly from an eco-

nomic point of view than the ones based on universal

obligations. For the limited number of households who

will be passed over by the market-driven develop-

ment of broadband, demand subsidies are the most
effective mean in order to reach the target of 100%

penetration of broadband.

Broadband internet is expanding very fast in Europe.

After a sluggish start vis-a-vis US and Asia, in the last

few years broadband penetration in Europe has accel-

erated and it now covers about 60 million of house-

holds. The European Commission and most operators

expect to double this number by 2008. Nevertheless,

even in the most optimistic scenario, it is unlikely that

the current expansion can go on indefinitely so as to

cover the entire European population.

Hence the issue arises of what to do with those who

risks being cut off from broadband access, either

because they cannot afford it or because they live in

www.iicom.org

areas where there are not broadband connec-

tions. This brings the idea of universal service
obligations into the fore.

Definition of usa
Generally speaking, USO is defined as a mini-

mum set of services, with specified quality, to

which final users have access. The services

have to be delivered at an affordable price, con-
sidering the national conditions and without dis-

torting competition. The current scope of usa in

most countries includes, with minor exceptions,

the connection to the public telephone network

(including narrowband internet access, with no
bit rate specification) at fixed location and the

access to public telephone services.

However, as we said, there is some concern
that the "digital divide" between people with

internet access and those without will be even-

tually exacerbated by the rollout of broadband.

In particular, some social groups (for example,

poor people and/or those residing in remote

areas without high-speed broadband networks)

will not be able to enjoy the benefits expected of

broadband access, such as on-line education,
health and government services. These ben-

efits are expected to grow larger and larger as

broadband becomes more central in business,

entertainment, medicine, learning, etc.

Could usa ensure that all citizens, independ-

ently of their income, education and geographi-

cal location, benefit from broadband connectivity,
as it did with traditional telephony? And, if so, is

usa the most cost effective way to reach such

a goal? As always. there are two schools of

thought: those who do not regard the govern-

ment involvement in broadband deployment as

useful; those, on the contrary, who see usa as

the best policy instrument at government's dis-

posal in order to widen broadband coverage. We

belong to the former school.
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Arguments against extension

Among the several arguments that can be raised

against the extension of usa to broadband, two are

particularly compelling in our view, one negative, the

other positive. The negative arguments are the mar-

ket distortions that are caused by universal service

obligations.

Subsidisation programmes can in fact limit competi-

tion because potential market entrants are discour-

aged if they have to compete against a subsidised
broadband provider which offers services at prices

below costs in certain areas or certain segments,

as it is required to do in order to make broadband

access affordable to everybody.

This is especially true for rural regions where

broadband providers which offer services on innova-

tive platforms (other than the incumbent's network)
would be deterred from entering regional markets.

an the other hand, cross-subsidy schemes such as

usa would result in prices in more profitable areas

being higher than it is economically necessary, thus

causing harm to consumers.

Reasonably enough, one of the first requirements

put forward by the European Commission at the

time of the telecom liberalisation in 1998 was to
abolish the cross subsidies generated by the univer-

sal service, by rebalancing the price of the access

fee, typically below cost, and that of calls, typically

above costs, especially within the corporate sector.

Moreover, defining an appropriate usa for

broadband may be complicated. Broadband is not

a uniform service. Different users have different
needs; different technologies deliver different vari-

ants. An expanded usa with a "one size fits all"

approach could discourage the market from discov-

ering and supplying the solutions that are optimal for

various groups. As technology and use will evolve,

what is broadband today will not be considered as

such in the future.

The positive argument, on the other hand, is that
we know by the experience of the mobile telephony

in Europe that it is possible to achieve an almost

universal penetration by market means. Nowhere

in Europe mobile operators were subject to univer-

sal service obligations (although in most countries

there was an obligation of network rollout). Still

penetration rates are now at 96% of the European

population (considering EU 15): that is, basically all

Europeans have at least one mobile card (although

in practice some people have none, whereas others

have several).

Pre-paid 81M cards

One key factor for such a rapid expansion was

the introduction of the pre-paid SIM cards, which
decreased dramatically the entry cost of mobile

services for a large section of the population. Simi-

larly, broadband providers such as Telecom Italia's

Alice offer a large variety of metered and prepaid
subscription whose purpose is exactly to cut down

the fixed cost of a broadband connection.

Overall, a cost-benefit analysis of universal
broadband delivery would show high allocative costs

against unclear and difficult-to-estimate benefits.

In general, in most OECD countries, local switches

have been updated relatively rapidly to support
xDSL technology. This has occurred without the

need to include broadband in usa, neither to desig-

nate specific broadband policies.

At this stage of network development the market

seems to have been able to provide significant

broadband coverage and penetration, driven largely

by intensifying competitive pressure, which brings

prices down and widens the spectrum of available

offers.

It is quite likely that the market will be able to com-

plete national broadband coverage even in rural and

disadvantaged areas by using wireless technologies

such as WiFi, WiMax or satellite and, at the same

time, to guarantee prices consumers are willing to

pay. It is thus unclear whether targeting broadband
diffusion with specific measures is likely to provide a

net benefit. Such uncertain benefits suggest the diffi-

culty to make persuasive case based on a thorough

cost-benefit analysis.

The problem of the excluded

A final question is left in that, notwithstanding the

rapid increase of broadband penetration brought
about by market forces, a number of individuals are

8 Volume 34 Number 1 February 2006 www.iicom.org

http://www.iicom.org


TELECOM REGULATION

likely to be excluded from broadband, due to lack of

money, lack of interest, inability to use the technol-
ogy, bad health, age, etc.

How can our societies walk the extra mile in order

to reach these individuals? In principle governments
can adopt a vast array of supply-side - such as

the provision of financial incentives for investments

in underserved areas, the insurance of appropri-

ate radio spectrum for wireless broadband and

associated capabilities, the support of alternative

broadband contents and services - and demand-

side - such as tax incentives, low-interest loans,

subsides - policy initiatives to support broadband

diffusion.

However, a recent Italian experience shows that

demand-side policies such as a subsidy of around

75 Euros towards the subscription to a broadband
provider can be very effective in jump-starting

broadband penetration. Clearly an important factor

is that the mechanisms of the subsidy are kept very

simple so that there is no paperwork for the cus-
tomer but the workload is shared between the ISP

and the government office.

Market forces

In conclusion, we believe that the universal diffu-

sion of broadband is a key factor for economic and

social progress around the world, as broadband is

the main enabler for a host of new and important
services.

We also think that market forces - with a limited

intervention by government in a few selected cases

- is the best way to achieve this goal, as the experi-

ence of the mobile telephony shows. We remain

unconvinced that the benefits of an extension of uni-

versal service obligations to broadband would out-

weight its certain costs on the competition front.

(footnotes)
I conomic Unit. Public and Economic Affairs.
Corso d 'Ital ia 41 , 00199 Roma. Italy. orre ponding

addre e': andrea.qavosto@telecomitalia.it: stefano.
ba rbato@telecomitalia.it.
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The European Union 2006 Review of Telecom Regulation

"There is no big push for further competition"
By Ewan Sutherland +

The European Union does not have a static frame-
work for the regulation of telecommunications, rather
it is a long march that has already lasted well over
a decade and will run for at least another decade.
Almost inevitably, there is the avant garde and the
long tail of stragglers, plus a few dragged along with
little commitment or understanding of why they are
on the journey.

Last November the European Commission launched
the "2006 Review", the next push for reform. How-
ever, it is to be modest compared with the legislation
of 1998 and 2002. It is to be tidying up and fine tun-
ing, rather than dramatic changes. For there is little
willingness to begin again, nor are there any radical
ideas or new visions that might justify tearing down
the present framework.

The target remains the elimination of specific regu-
lation for the telecommunications sector, switching
entirely to reliance on horizontal regulation, mostly
competition law but also some consumer protection
and data protection law. Yet there remain serious
doubts about the capabilities of the National Compe-
tition Authorities (NCAs) and whether they have the
necessary resources to deal with the large number
of cases and their complexity.

Indeed, the processes of competition law and
their relatively slowness, when compared to a fast
moving sector give cause for concern, especially
amongst smaller market players. The present
arrangement, involving the National Regulatory
Authorities (NRAs), the NCAs and the European
Commission helps keep everyone honest and
avoids regulatory capture.

Consulting Nostradamus?
At the Commission's hearing on 24 January, ETNO,
the association of former monopoly operators,
asked for an end to sector specific regulation by
2015. This seemed both arbitrary and optimistic, as
if they had consulted Nostradamus. There are now
well established regulators in each of the member
states and a wide range of evidence that markets
require and will continue to require interventions to
eliminate abuses.

As good bureaucrats they leave risk taking and
speculation to the operators and rely on the evi-
dence from the market analyses. The only obvious
reason for this request was so that ETNO can say at
the next review, in 2013, that it had asked before.
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The argument that de-regulation can be measured
quantitatively by the number of markets and rem-
edies ignores the provision in the present legislation
which has explicit sunset clauses. The regulation of
markets is lifted as they are found to be competitive.
The aim is not less regulation, but more markets that
are effectively competitive and better means of get-
ting there. The problem has been the lack of compe-
tition and the lack of policies to promote competition.

There is a sort of transitory schizophrenia amongst
the big operators as they pass from being national
tyrants into multi-national competitors. Their domes-
tic views are not tempered by their initial experi-
ences abroad, where they must argue for regulated
access to the networks of other incumbent opera-
tors. Only gradually are these views reconciled.
British Telecom seems to have come through at the
other side, while France Telecom is almost there.
Telef6nica de Espana and Deutsche Telekom are
still expressing their domestic opinions, that regula-
tion is a burdensome, purposeless imposition.

Game-playing?
In theory the introduction of new entrants was
to allow the incumbent operators to learn about
competition. Instead, they have learned advanced
politico-regulatory game-playing. They lobby at the
highest level and seek public consultations of the
detailed legislative and regulatory proposals. The
recent efforts in Germany by Deutsche Telekom,
persuading the coalition to include regulatory relief
in the CDU-SPD agreement is the most simultane-
ously blatant and impressive example of lobbying.
The implementation was frustrated by the European
Commission.

Vet the consultations have become so obscure and
so technical that the only people able to respond
and comment are the operators themselves. These
are consultations in public, but not of the public. A
recent example of the need for considerable exper-
tise in economics, engineering and law was the
European Regulators Group seeking opinions on its
remedies documenl.1 The GSM and UMTS opera-
tors argue against further market entry, claiming
that they must have exclusive use of the 2.6 GHz
band. They allege that interference from sharing
with WIMAX would be intolerable and would raise
the prices charged for the services. There are few
people able to refute or even comment on such
arguments.

The delays in the implementation of what is still
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called the "new regulatory framework" have been
considerable. The member states bound themselves
to transpose the directives by 25 July 2003 only for
many to fail and to have to be pushed by infringe-
ment proceedings initiated by the Commission. Only
Finland has completed the analysis of all eighteen
markets. Some NRAs are only just starting. It is far
from the results expected in the 1999 Review where
the consensus was there would be rapid implemen-
tation, followed by quick discovery of competition
and the rapid rolling back of regulation.

If nothing else, the 2006 Review makes the laggards
look bad. However, it may also exclude them from
the debate, since they do not have the experience of
applying the "new" directives.

The Lisbon goals
The lack of will in the member states to transpose
and to implement the legislation comes, in part,
from the dot.com crash and burn. Many of the new
entrants disappeared. At the same time, the sense
amongst politicians that ICTs were important left
them and there are few votes in what remains. The
2006 review, as with the previous review, will fall to
the work of civil servants and a small band of MEPs,
both some distance from their national political lead-
erships. While they will ensure that nothing objec-
tionable to their leaders is included, they cannot
ensure support for the measures. The Lisbon goals
will be mentioned, but with little expectation that jobs
and growth will be delivered, despite the obvious
and pressing need.

One of the key considerations in the regulatory
framework is the achievement of sufficient "cer-
tainty" to deliver the levels of investment necessary
to deploy new services. There are quite different
views of this-what can seem regulatory certainty
to one market player can be inertia to another. The
financial market takes a short term view, measured
in quarters of a year, and is subject to frequent
adjustment and revision.

The regulators look ahead two years for their market
analyses. The operators are supposedly taking long
term views on infrastructure investments. However,
they also play short term games by seeking special
treatment when they must make larger investments
and by selecting specific investments in order to get
around regulations. Such very different views are
not easily reconciled.

The European Union has little interest in the crea-
tion of an internal market for telecommunications,
beyond equipment sales. The greatest failing of
successive reforms has been the acceptance of the
desire of the member states to retain national mar-
kets. This is clearest in spectrum, where the EC has
very little influence. One of the symptoms is the high

level of charges for international mobile roaming
where the emphasis should have been on the crea-
tion of trans-national services, rather than possible
price controls.

Little change?
Little will change in the 2006 Review, with national
markets remaining very much that. There may be
some guidance on how to move towards the regula-
tion of regional markets where Scandinavia is an
obvious candidate. The existing regulatory frame-
work allows for the regulation of both trans-national
and sub-national or provincial markets, yet regula-
tors have kept firmly to national borders, neither
more nor less.

Article 7 of the Framework Directive sets out the
obligation on NRAs to present their conclusions to
the EC and these may be subject to a veto. The pro-
vision requires the NRAs to inform other NRAs but
they have never commented on each other in public,
though they may do so privately. Many of the con-
clusions have been negotiated, with pre-notification
meetings and a few post-notification withdrawals
of measures, leading to only a very small number
of vetoes and one appeal against a veto. Despite
a sense that it was cobbled together as a compro-
mise in the 1999 Review, the Article 7 process has
worked surprisingly well.

Interestingly, the operators are arguing for strength-
ening the provision of the EC veto and guidance,
though member states may not be very willing.
There is unlikely to be any discussion of a single
European regulator - that is far from being popular.

One of the problems to be addressed in the 2006
Review is a general sense amongst operators and
regulators, perhaps not amongst governments, that
the systems of appeals are not working. That in
their great diversity of arrangements and decisions
they act against the modest levels of harmonisation
being achieved in other ways.

It is a tough problem to crack, since some right of
appeal is essential and the member states have dif-
ferenttraditions. If the EC waits for harmonisation
by the training of judges, it will take forever. Trans-
ferring the appeals to a single European appeals
tribunal or to a special chamber of the Court of First
Instance are ideas that are probably too radical for
the member states, even if the tribunal were to be
composed of the retired heads of NRAs.

In the nature of the European Commission there
are constant reviews of all sorts of legislation and
policies. Some of the reviews conducted by other
directorates-general have to be considered in the
2006 Review in order to ensure that everything fits
together properly and coherently. In particular, the
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alignment with competition policy requires to be
reconsidered, given the adoption by DG Competition
of the test of significant lessening of competition and
the green paper on the abuse of dominance. It is far
from immediately obvious how this test, intended for
merger analysis, can be applied to sector regula-
tion. Yet this could be a vital element in increasing
competition in telecommunications and the eventual
reduction of regulation.

Overlaps and gaps
There is a need for alignment to deal with overlap
and gaps with the changes made or being consid-
ered in the E-Commerce Directive, the Television
Without Frontiers Directive and the recent Data
Retention Directive. Minimally, the definitions need
to be considered and, ideally, made consistent.
Examples include the application of the country of
origin principle and the strange misalignment of defi-
nitions between electronic communication services
and information society services.

The risk is that services are designed to work
around specific regulatory obligations. These are
important areas of work that should not be left to
inter-service consultation which is conducted far
from the public eye.

There were some strangely na'ive comments at the
January public hearing about developments in the
USA. Perhaps the speakers forgot that a high level
delegation from the EC was there in December and
that there is regular interaction with North Ameri-
can delegations at the ITU and the OECD. Yet it is
important for Europe to consider what is happening
in the other countries. In particular, it is necessary
to consider the work in Japan and Korea on the
ubiquitous network society. There are lessons to be
learned from elsewhere, but requiring a sound basis
of evidence.

The list of "relevant" markets defines those areas
where NRAs must seek out market dominance and
where they find it to apply remedies, in the sure and
certain hope that when they return in a couple of
years it will have diminished. The operators claim
that there is excessive and intrusive regulation, that
the NRAs seek it out with too much enthusiasm. The
other side to this argument is that there is too little
competition, certainly much less than envisaged at
the time of the 1999 Review.

For the operators changes to the list are the most
important issue in the present review where they are
seeking to eliminate all the retail markets, shifting
the regulation to wholesale markets, though a few
of those are also targets for deletion. In the light of
experience, some clustering of the markets should
be possible and might simplify and improve analy-
ses. The transition to the new list of markets needs

to be considered carefully to ensure that remedies
are not removed precipitately.

Timetable
The programme for the Review is that the dead-
line for first responses was at the end of January
2006. The Eleventh Implementation Report will be
published in February 2006, which will disclose the
enormous diversity and lack of harmonisation in per-
formance amongst the member states. The EC will
develop its report by July 2006 for further consulta-
tion and then present formal legislative proposals to
the European Parliament and the Council of Minis-
ters by the end of 2006.

They should be adopted as directives during 2007
and transposed by 2009, by when Bulgaria and
Romania should have become member states. Thus
in 2010 some 29 member states should have imple-
mented the results of the review. A further review
is scheduled in 2013, but this could be brought for-
ward.

The revised Recommendation on relevant markets
should be presented in draft form in July 2006 for
public consultation and adopted by the college of
Commissioners before the end of 2006, taking effect
at the beginning of 2007. It will then initiate a fresh
round of market analyses, with a further review of
the list in 2008.

It seems highly unlikely that on this timetable and
with the large number of laggards that the Review
will deliver any measurable additional contribution
to the Lisbon goals, for which the deadline is 2010.
Most significantly, the emphasis is on streamlining
the regulatory process, rather than creative destruc-
tion in markets. There is no big push for further
competition.

(Footnotes)

of- Ewan Sutherland is a policy analyst who has
been involved in the development of European
Union telecommunications policy for the last six
years.
htlp://www.3wan.neUand3wan[at]3wan.net

1 hllp:l/erg.eu. intJdoc/l11ecting/erg_05 _70 _re _1_
common_position_on _remedie _cons _version.doc
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The vision and fear of telco strategy directors

By Angel Dobardziev Ovum consultancy

Telcos today are in a very different position to
that of only a few years ago. They are moving
at an accelerating pace into uncharted waters
of broadband, IP and fixed/mobile/contenU
video convergence. This is presenting them
with a unique set of opportunities, but also
challenges.

Meanwhile, while customers are getting used
to ever lower-priced solutions, shareholders
are demanding growth and higher returns, and
vendors continue to knock on the door with the
next big technology that will bring telcos both
growth and lower costs.

Considering the complexity of their position,
we thought it might be worth finding out what
currently occupies the minds of the heads of
strategy planners among fixed and integrated
telcos. Over the past few months we had
discussions with about a dozen senior strategy
executives around their responsibilities, their
key priorities for the next 12 months and
beyond, and their ways of working with the rest
of the organisation.

Interestingly, two issues were the overarching
theme across all discussions: their vision
and their fear, which were unsurprisingly
uniform. The Telco strategy directors' fear is
that of being reduced to a commodity 'bit pipe'
provider to other players' services - a truly
unattractive prospect.

Their vision is that of putting telcos as central
players in the 'infotainment' and ICT space:
that is, a triple (or quadruple) play provider
to consumers, and taking a central role in
providing converging IT and telecoms services
to enterprises. This vision (and fear) is very
much shaping telcos strategy directors' current
priorities.

Fixed-mobile convergence (FMC) is the most
pressing issue for heads of strategy at present.
The question for most is not whether, but at
what pace to drive integration between the
fixed and mobile services and operations.
Broadband, content and IPTV are also priority
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issues. Heads of telco strategy are not only
considering the case for higher bandwidth
access, but also what services will best
drive up broadband ARPU. IPTV and home
networking are seen as the way forward for
most, but there is little agreement in terms
of the technology, the pace and marketing
strategies in this space.

If convergence and broadband were not
enough, most heads of strategy feel a strong
need to build IT capability to deliver ICT
services to enterprises. Those who haven't
done much about it so far are currently
examining the best ways to achieve this. Yet,
there is little agreement as to whether organic
growth or acquisitions are the way forward.

Many heads of strategy are also involved in
supporting the 'transformation of the business'.
This does not just mean supporting the move
to triple play and ICT. It also means deciding
on the shape and the pace of next-generation
network (NGN) migration, cost reductions and
efficiencies in service creation and delivery.

Will telco strategy heads realise their dream or
wake up to their worst nightmare? The keen
forays of players such as eBay, Google and
Microsoft beyond their traditional bases into the
telecoms space are certainly not a good omen.
Nor is the jostling for prime-contractor position
in the enterprise space by IT players such as
IBM, Accenture and CSC.

Yet, telcos are far from hopeless in realising
their vision. But it will require playing to
their strengths and choosing good partners
and/or acquisition targets to gain the crucial
capabilities necessary to extend their position
in the new markets and services. Some are
already doing this better than others, and as
a result some will fail where others will have
succeeded. One thing is crystal clear: doing
nothing is no longer an option.

This commentary formed part of the Telco
strategy directors' agenda published in the
WirelineStrategy@Ovum advisory service
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