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Abstract

The theory of path dependence provides important claims to explain institutional
development, relating to the roles of self-reinforcing process called ‘increasing returns’ since
the theory is based on insights from economics. Countries remain locked-in onto a given
trajectory. Reversals are possible only due to exogenous shocks.

Path dependence has been criticized because it provides an overly static view of the world
and for its poor treatment of institutional change. The thesis seeks to remedy these
shortcomings and presents a case study based on increasing returns and institutional change.
It asks whether increasing returns affect institutional reform and, if so, how and why. The
case study proposed concerns the trajectory of Italian telecommunications institutions
between 1979 and 2007. The trajectory of British telecommunications institutions is used as
a benchmark to offer a structured comparison. '

In answer to the research question, the thesis argues that, between 1979 and 1992, there were
increasing returns arising out of the relationships between telecommunications providers and
elected politicians. These increasing returns contributed to the failure of proposals for
reform, thus confirming that increasing returns keep countries on a steady trajectory. But,
between 1992 and 1997 remarkable reforms took place. The thesis shows that new
institutions were designed with a view to ‘cut off’ the opportunities for increasing returns to
arise, thus indicating that increasing returns can contribute to institutional reform too. The
new institutional trajectory of Italian telecommunications since 1997 continues to be shaped
by increasing returns through a complex pattern of reactions and counter reactions by elected
politicians.

Thus, the thesis makes a contribution to path dependence insofar as it demonstrates that
increasing returns can also bring institutional change. New paths can arise without
exogenous shocks. In addition, the thesis’ findings illustrate that path dependence needs to
specify the relationships between increasing returns and actors.



Introduction

There is a paradox about Italian telecommunications. The same factors that were
responsible for lack of institutional change in the period between 1979 and 1992, were then
responsible for radical institutional change in the years thereafter. The paradox lies at the
heart of the theory that is used to explain the evolution of Italy’s trajectory, namely path
dependence, and concerns the complex relationships between continuity and change in

institutional development.

The paradox can be explained by filling a gap in the theory, which is the main task of
the thesis. Path dependence focuses on the reinforcing effects that processes of increasing
returns have on institutions. However, there has been little empirical research on what
increasing returns mean in the world of politics. It is not surprising, therefore, that there has
been equally little attempt to explain that increasing returns accrue to somebody and that the
process of appropriation of increasing returns by actors can provide a much richer

explanatory tool for the study of institutions.

The thesis shows that increasing returns in telecommunications in the period between
1979 and 1992 accrued to elected politicians. Thus, they had no interest in approving
reforms that would have deprived them of such increasing returns. However, the process of
appropriation of increasing returns, which consisted in the use of telecommunications
providers’ resources, created a split within elected politicians. When conditions for reform
were ripe in 1992, some elected politicians proposed to overthrow the institutions that were
responsible for enabling appropriation of increasing returns and designed institutions inspired

by a logic of rejection of appropriation of increasing returns.



This was not a process without conflicts. Other elected politicians, while sharing
rejection of appropriation of increasing returns, conceived the new institutions in a different
way. The new Italian telecommunications institutions that were borne between 1992 and
1997 are inspired by the tension between these two logics and reflect a contested path of
change. But change nevertheless happened and the thesis shows that Italy after 1992 indeed

embarked on a new trajectory.

The period between 1997 and 2007 is further analyzed to resolve the ambiguity as to
which of the two new logics prevailed. Through analysis of legislative measures passed in
this period to make some adjustment in the institutional design, it shows that a logic of

limited separation between elected politicians and suppliers has gained the upper hand.

Compared with the UK logic of complete separation between suppliers and elected
politicians, Italy’s new logic of limited separation provides both a refinement and a
confirmation to path dependence for increasing returns can be responsible for radical change,
but, even so, in the choices about new institutional trajectories, countries seem to be
responding to a voice from their past and, between two alternatives, prefer the one that bear

more resemblance with their history.

The theory of path dependence in political science seeks to explain institutional
development. One of its fundamental claims is that often nations follow different
institutional paths even if faced by similar pressures. In order to explain institutional
divergence across countries, path dependence argues that small initial events that differ
across nations can be magnified and result in diverse institutional paths. Divergence across

countries cannot be corrected over time. Even if its path is not the most economically
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efficient, a country will find itself locked-in onto a given institutional trajectory, with

alternative paths becoming progressively out of reach.’

The causal mechanism that is responsible for this effect is ‘increasing returns’.
Increasing returns is a key concept of the theory of path dependence. It is borrowed from
economics where it was originally developed to explain the power of standards in modern
economic systems. Contrary to 19" century neo-classic economics, which was based on
decreasing returns, the concept of increasing returns makes reference to the fact that the sale
of one additional unit of a good incorporating a standard makes it more valuable and attracts
new sales, thus generating increasing returns. There are two aspects that are worth noting
and that are crucial to export this concept to political science: self-reinforcing and repeated
interactions. Path dependence in political science builds on the parallelism between the way
in which standards operate on the market and the role of institutions. It argues that repeated
interactions between actors and institutions and between institutions themselves can lead to a
self-reinforcing pattern that is similar to inéreasing returns in economics. As with standards,
this can bring about a lock-in effect, i.e. institutional choices become very hard to reverse.
Increasing returns thus provide an explanatory mechanism for institutional lock-in and

divergence across countries over time.

: D. C. North, Institutions, Institutional Change and Economic Performance (Cambridge:

Cambridge University Press, 1990). See also the contributions of path dependence leading
scholar, Paul Pierson, “When Effect Becomes Cause: Policy Feedback and Political Change’,
World Politics, 45 (1993), 595-628; ‘The Path to Furopean Integration: A Historical
Institutionalist Analysis’, Comparative Political Studies, 29 (1996), 123-63; ‘Not Just What,
but When: Timing and Sequence in Political Processes’, Studies in American Political
Development, 14 (2000), 72-92; ‘The Limits of Design’, Governance, 13(4) (2000), 475-99;
‘Increasing Returns, Path Dependence and the Study of Politics’, The American Political
Science Review, 94 (2000), 251-67; ‘Big, Slow-Moving and ... Invisible: Macrosocial
Processes in the Study of Comparative Politics’, in J. Mahoney and D. Rueschemeyer (eds.),
Comparative Historical Analysis in the Social Sciences (Cambridge: Cambridge University
Press, 2003), 177-207. Parts of these works have been collected in a book, Politics in Time—
History, Institutions and Social Analysis (Princeton and Oxford: Princeton University Press,
2004).
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Path dependence is gaining importance in current debates about comparative political
economy and national institutions. Its claims go to the heart of the issues that concern
students of these disciplines. Why do countries fail to convergence on the most efficient
institutions? Why are patently sub-optimal institutional choices so hard to reverse? Path
dependence and its key concept of increasing returns can help to provide an answer to these
questions. In addition, path dependence also encourages students to focus on the time
dimension of institutional choices. Repeated interactions generating a positive feedback are
not instantaneous. They take place through time. Path dependence remedies what is often
called the ‘snap-shot’ approach to the study of institutions, i.e. a tendency to focus on the
period immediately before a major institutional development, to unearth its causes. Path
dependence suggests that institutional resilience and change can be linked to small events that
were magnified through time. Tracing the origins of the institutions and exploring the
reinforcing mechanisms that have enabled them to become embedded helps to obtain a more
balanced and complete view, sometimes even providing a completely different perspective on

the causes of institutional development in a country’s history.

Path dependence has its critics too. Some argue that path dependence has a natural
bias towards explaining institutional stability, rather than change. In fact, it is argued that the
lock-in effect that is associated with increasing returns portrays an overly static view of the

political world and could result in a new form of determinism.”> Others argue that path

C. Crouch and H. Farrell, ‘Breaking the Path of Institutional Development? Alternatives to
the New Determinism’, MPIfG Discussion Paper (2002), available at www.mpi-fg-
koeln.mpg.de. For a later version of this article, see Rationality and Society, 16(1) (2004), 5-
43. For further criticism of path dependence, see also H. Schwartz, ‘Down the Wrong Path:
Path Dependence, Markets, and Increasing Returns’, available at www.people.virginia.edu.
For recent discussions of path dependence and institutional change, see T. Boas,
‘Conceptualizing Continuity and Change — The Composite-Standard Model Path
Dependence’, Journal of Theoretical Politics, 19(1) 2007, 33-54; 1. Greener, ‘Path
Dependence, Realism and the NHS’, British Politics, 1(3) 2006, 319-343; F. Ross, ‘An
Alternative Institutional Theory to Path Dependence: Evaluating the Greener Model, British
Politics, 2 (2007), 91-99.
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dependence’s treatment of institutional change is too limiting, because it only allows for
exogenous shocks as the cause to explain the end of a path.> Thus, exogenous shocks play

the role of deus ex machina in the ancient Greek tragedies.

In a first attempt to overcome these shortcomings, Richard Deeg proposes to
introduce a definition of ‘path’ within the theory of path dependence.* He suggests that a
path is defined by the set of institution-based constraints experienced by actors, which he
calls the ‘logic’ of a path. Thus, the logic of the post-war German financial system is,
according to Deeg, a ‘bank-based logic’. Further, Deeg suggests to study interactions
between different levels, such as an industrial sector and political parties, as a source of
increasing returns. Another refinement of path dependence brought by Deeg is the distinction
between ‘on-path’ and ‘off-path’ change and its relation with the ‘logic’ of a path. Given that
institutions are far from being petrified entities, one is confronted with the issue of
characterization of change that takes place continuously. Deeg argues that ‘on-path’ change
designates alterations that take place in compliance with an existing logic, whereas ‘off-path’

change is the product of a new logic.

The thesis builds on this research to make a contribution to path dependence as a
theory to study institutional change. It asks whether increasing returns affect institutional

reform and, if so, how and why. The salience of this question for path dependence is two-

R. Deeg, ‘Path dependency, Institutional Complementarity, and Change in National Business
Systems’, in G. Morgan, R. Whitley and E. Moen (eds.), Changing Capitalisms?
Internationalization, Institutional Change, and Systems of Economic Organization (Oxford:
OUP, 2004), 21-51, at 23.

R. Deeg, ‘Institutional Change and Path Dependency: The Transformation of German and
Italian Finance’, paper presented at the 14" International Conference of Europeanists,
Chicago, March 11-13, 2004; ‘Institutional Change and the Uses and Limits of Path
Dependency: The Case of German Finance’, MPIfG Discussion Paper 01/6, available at
www.mpi-fg-koeln.mpg.de; ‘Change from Within: German and Italian Finance in the 1990s’,
in W. Streeck and K. Thelen (eds.), Beyond Continuity: Explorations in the Dynamics of
Advanced Political Economies (Oxford: Oxford University Press, 2005), 169-202; and ‘Path
dependency, Institutional Complementarity, and Change in National Business Systems’.
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fold. First, the thesis seeks to provide an empirically based study of path dependence and
institutions. Indeed, due to its relative novelty, few have attempted to apply path dependence
to study real cases of institutional development. Second, the thesis seeks to overcome path
dependence’s current weakness insofar as increasing returns appear ill-suited to explain

institutional change.

The central argument that is put forward in answer to the research question is that
increasing returns bring also institutional change because of the reactions of actors to
increasing returns. Actors within a path may be spurred to design new institutions in
deliberate opposition to increasing returns and give rise to a new institutional trajectory that is

shaped by increasing returns.

This has important implications for path dependence. It broadens the theory’s
explanatory power insofar as it reconciles increasing returns with institutional change without
the need to call on deus ex machina explanations. In addition, it contributes to refining the
concept of increasing returns. Sometimes path dependence seems to assume that increasing
returns are faceless processes that, once set in motion, take a life of their own and do not need
actors. The thesis shows that there are complex relationships between actors and increasing
returns that play a central role in the institutional development. Path dependence can
significantly benefit from paying a more sustained attention to these relationships since they
enrich the notion of increasing returns and make it better equipped to cope with the

challenges of explaining institutional change in a country’s history.

Overview of the thesis

The key concepts of path dependence, the research question and the methodology
used are set out in chapter 1. Chapter 2 provides a short history of telecommunications

institutions in the two countries. It shows that the starting points of the institutional
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trajectories in 1979 were very different. In Britain, provision of telecommunication services
had been entrusted from the early days to a single, state-owned supplier, the Post Office. The
Post Office enjoyed a complete monopoly “throughout the British islands™ and it had the
power to set tariffs. However, Post Office finances were part of the central government
budget. In contrast, provision of telecommunications services in Italy was entrusted to a
multiplicity' of private companies operating under a licence. One provider, Azienda di Stato
per i Servizi Telefonici (ASST), was a ministerial body. Through time, the number of private
companies decreased to three: SIP, Telespazio and Italcable. Although limited liability
companies, they were controlled by the state through Istituto per la Ricostruzione Industriale
(IRI), a state-controlled holding entity. Their finances fell outside the government budget.
Chapter two shows that pressures for changing the organization of the sector began already
before 1979. Services provided by ASST and SIP largely overlapped, which caused
inefficiency and acted as a hindrance to development at a time of fast growth and innovation.
The inflationary pressures of the 1970s encumbered SIP with a precarious financial position
as its tariffs were set by ministerial decrees, but the government did not allow SIP tariffs to
reflect inflation and so the company found itself unable to provide services in a satisfactory
manner. In addition, SIP lacked the resources to meet a surge in demand and to adequately
invest in the network. Thus, the chapter underlines the considerable institutional differences
between the two countries in 1979 and the pressure for institutional change in Italy pre-dating
1979, i.e. the period from which the thesis undertakes a detailed study of the Italian

trajectory.

Chapter 3 sets out the British trajectory after 1979 and until 2007, which represents
the benchmark trajectory. The chapter sets out how supply of telecommunications was given
to a separate entity, British Telecommunications (BT) in 1981. The 1984

Telecommunications Act paved the way for BT’s privatization, opened the sector gradually
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to competition and established an independent regulatory agency. The logic underlying these
changes was one of separation between elected politicians and suppliers. First, elected
politicians had little ability to influence pricing decisions by the suppliers. Second, they did
not own the suppliers. Third, there were clear rules as to the independent regulator’s tasks
and those of elected politicians. This logic remained unchanged in the following years and

represents the benchmark against which one can assess Italy’s trajectory.

Chapter 4 plays a central role in the thesis, providing empirical evidence as to the
existence of increasing returns in Italian telecommunications and how they affected the
institutional trajectory. It shows how, after the crisis of 1979, SIP became highly dependent
on political parties to obtain state funds needed to continue to provide services and expand
the network in compliance with the terms of its licence. Political parties requested that SIP
acted according to certain directions given by them. They appointed ‘loyal’ management in
proportion to their electoral weight (‘lottizzazione’) and then expected management to carry
out their instructions. Tariff increases, another vital component of SIP’s viability given that
its revenues were entirely based on tariffs, were also in the hands of political parties, which
used their power of approval to further condition SIP’s behaviour according to their needs. In
particular, SIP’s resources were used to hire staff, to make investments in depressed areas, to
buy equipment from ‘friendly’ firms and in a variety of other ways that could boost power
and influence of political parties and, ultimately, bring votes. A similar, if even more
pronounced, relationship bound political parties and ASST. Being a part of the central
government as a unit within a department, ASST was even more subject to political control
and it was in fact the preferred vehicle to carry out politically oriented manoeuvres as its

accounting rules allowed for little outside oversight.
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But investment decisions made in the name of political patronage dissipated
resources. SIP and ASST were burdened with inefficient expenses and so were permanently
in need of fresh funds to continue to operate. Telecommunications providers thus had to go
back, cap in hand, to the political parties to obtain new resources. The process then restarted
and a new round of financing carried with it new conditions. Therefore, this process had a
crucial self-reinforcing aspect which made the relationship between suppliers and elected
politicians extremely strong. Given its self-reinforcing character, this relationship embodies

a case of increasing returns.

By tracing the attempts to reform the organization of the sector that took place
between 1979 and 1992, the chapter shows how such increasing returns played a role in
shaping the institutional trajectory of Italian telecommunications. The fragmented
architecture of the telecommunications sector matched very well the multiple centres of
power that governed Italy during the period studied. The several parties that formed the
coalition governments and factions within the Christian Democratic Party could each control
a sphere of power within telecommunications. Increasing returns fostered an institutional
trajectory based on the continued fragmentation of the telecommunications sector. Until
1987, when EU legislation imposed change, there was no legislative measure to reform the
split-supplier system. Yet, even when a law was passed to comply in 1992 with EU

requirements, it still permitted the perpetuation of a split-supplier system.

The chapter shows that, as suggested by path dependence theory, increasing returns
acted to keep Italy on a bounded trajectory of change. This can also be appreciated by
benchmarking Italy’s trajectory. Whereas in Britain supply of telecommunications services
was opened to competition, BT was in private hands and there was an independent regulator,

in Italy there was a tight monopoly, a split between different suppliers, all of which were in

17



state hands and regulatory powers were held by elected politicians. The overall logic of the
Italian path was indeed based on elected politicians’ control over suppliers, so much so that
the two were bound together by a self-reinforcing relationship which ensured that
institutional development followed a well-defined, continuous path, profoundly different
from the one followed by Britain, whose logic was based on the opposite concept of

independence of suppliers from elected politicians.

Based on the findings of Chapter 4, one should have expected that, in the years
following 1992, Italy would have continued along a path of split-suppliers, state control and
monopoly, according to a logic of control by elected politicians. However, chapter 5
demonstrates that the fundamental reforms which took place between 1992 and 1997 changed
Italian telecommunications in an unexpected way. This is because, in 1994, all providers
were merged into Telecom Italia. In 1995, a framework law was passed to set up
independent regulators and in 1997 the creation of a telecommunications regulator, Autorita
per le Garanzie nelle Comunicazioni (“AGCOM”), was approved. Finally, the rules on

competition were also substantially changed in 1997.

These developments challenge the ability of path dependence to explain institutional
development and raise the question of the role of increasing returns (as described in chapter
4) for institutional reform in Italy. In its current state of development, path dependence often
invokes deus ex machina explanations that ‘break’ existing paths. Indeed, in 1992 very
significant changes took place on the national political level that make 1992 a watershed in
Italian history so that it is common to hold that 1992 marked the end of what was called ‘First
Republic’. Following such approaches, the end of the First Republic would be seen by

current interpretations of path dependence as an ‘exogenous shock’ that ended increasing
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returns, which therefore would play no further role in institutional change, which would

therefore follow a new path.

The findings of chapter 5 reject this contention and show that past increasing returns
contributed to shaping institutional choices and so affected institutional reform at the sector
specific level. The chapter argues that, due to the end of the First Republic, increasing
returns ended in 1992-1993. But policy makers charged with the task of designing new
institutions looked at past increasing returns, i.e. increasing returns observed in the period
between 1979 and 1992, and some of them opted to design institutions in a spirit of deliberate
opposition to such past increasing returns. The government held by Giuliano Amato, which
took office in 1992-1993, pursued a policy of economic reform that interpreted privatization,
independent regulation and a single supplier as a way to ‘cut off” mechanisms that had been
instrumental to increasing returns. Others, though, drew a different lesson. Although
inspired by the same rejection for increasing returns, they opposed the adoption of a UK-style
logic of full separation and the loss of power that this would mean. This produced a conflict
between the two logics, both of which, notably, took as their point of departure past
increasing returns. The conflict surfaced prominently in the passage of the law of 1995 and
the AGCOM law in 1997 and it shaped the way in which the rules on appointment of
AGCOM Commissioners and Presidents were set out. These rules ensured that AGCOM
Commissioners represented political parties’ relative weight in Parliament, whereas the
President was appointed by the Prime Minister, thus giving a slight premium to the ruling

coalition.

The findings of chapter 5 are of great importance for the thesis. They show that
increasing returns were at the origin of institutional reform. This is a so far unnoticed aspect

of increasing returns and, in fact, responds to criticism that the theory can only explain
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bounded change. In contrast, chapter 5 shows that increasing returns can also contribute to
institutional reform. What is relevant for the theory is that an analysis of the beneficiaries of
increasing returns and the way in which increasing returns are appropriated is crucial to inject
a higher degree of dynamics in path dependence. These aspects may uncover a complex
pattern of reactions and counter-reactions that in turn sets in motion a process of institutional
reform. Provided they are incorporated into path dependence analyses, they can greatly

expand increasing returns’ explanatory power.

In 1997, Italy and Britain shared important formal institutional features. In both
countries the leading supplier was privatized and there was full competition. Nevertheless,
the rules on appointment of the regulator differed to a significant extent. More importantly, it
was not clear whether the logic of the Italian path was consistent with that of the British path.
In fact, some elected politicians in Italy had opposed the adoption of a UK-style logic and
pushed for a lower degree of separation between suppliers and elected politicians. They had
already obtained a significant result in 1997 in the way in which the appointment rules of
AGCOM were crafted. Thus, in 1997 the logic of Italy’s path was ambiguous and contested.
This warrants a separate chapter to study the period after 1997 and assess the direction of the

institutional trajectory.

The task of chapter 6 is indeed to continue the analysis of Italy’s trajectory after the
creation of new institutions in 1997, when a state of conflict between two possible logics of
development made the direction towards which Italy was going ambiguous. The chapter
shows that, between 1997 and 2007, legislative measures were passed under the second
Amato government in 2001 and later in 2003 (under the Berlusconi government) to transfer
licensing powers from AGCOM to the Ministry and entrust the latter with new, not well-

defined, regulatory powers. In addition, there was a general climate of hostility against
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independent regulators. Moreover, between 2006 and 2007, the government led by Romano
Prodi, while putting forward a bill whose purpose was to strengthen the independence of
regulators, became very actively involved in matters concerning ownership and market
structure, by forcing Telecom Italia to abandon plans to sell its mobile telephony business

and seriously discouraging a takeover of the company by foreign carriers.

This evidence shows that, after 1997, Italy embarked on a distinctive path compared
to Britain’s. Some of its formal institutions are similar to Britain’s, such as full competition
and private ownership. However, regulatory powers in Italy are divided between AGCOM
and the Ministry, whereas in Britain most are clearly in the hands of the regulator. Moreover,
the logic of the two paths appears different. Whereas the British logic is based on separation
between suppliers and elected politicians, in Italy opponents of a UK-style logic emerged as
strong contestants from the earlier conflict of the 1990s. The Italian logic is based on limited

separation between elected politicians and suppliers.

The thesis’ main contribution to path dependence relates to the role of increasing
returns in processes of institutional change The findings of chapter 4 buttress path
dependence’s current claims concerning increasing returns and bounded change. Chapter 5
provides new insights. Increasing returns were at the heart of a process that led Italy onto a
new trajectory. This was made possible by the relationships between increasing returns and
elected politicians whereby the latter staged a reaction against increasing returns and sought

to design new institutions to prevent increasing returns to arise.

Thus, the thesis refines the current understanding of institutional change under path
dependence since it shows that increasing returns and institutional change can be reconciled,

provided that an increased attention is paid to the role of actors. Increasing returns processes
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are not automatic. Path dependence can significantly expand its explanatory power if the

relationships between increasing returns and actors are adequately taken into account.
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1. INSTITUTIONAL REFORM AT THE SECTOR-SPECIFIC
LEVEL AND PATH DEPENDENCE: A CASE STUDY ON
ITALIAN TELECOMMUNICATIONS

I. INTRODUCTION

The purpose of this first chapter is to set out the research question, its relevance for
path dependence, and how the thesis plans to address this question. Since the ground-
breaking study of North appeared in 1990,° “path dependence” is often used in studies
discussing institutional change and continuity. Yet, there is still little empirical evidence to
support the claim made by path depencience’s leading scholar Paul Pierson that “it is the role
of path dependence in explaining patterns of institutional emergence, persistence, and

change that may be of greatest significance for the social science”.

Moreover, some
contend that the theory is in fact ill equipped to explain institutional change. As Deeg has
argued, “strong versions of path dependency (such as Pierson’s) imply that only an
exogenous shock ... can lead to the end of the path. Short of this, change is incremental or

on-path”,’ adding that such strong versions of path dependence are “t00 limiting to cover the

full extent of real institutional change” ®

The thesis’s question concerning the role of path dependence in processes of
institutional reform is therefore designed to address the theory’s current shortcomings as
identified by its critics. " More specifically, the thesis asks whether increasing returns, the

core-concept of path dependence, affect institutional reform and, if so, how and why. This

North, Institutions, Institutional Change and Economic Performance.

Pierson, ‘Increasing Returns, Path Dependence and the Study of Politics’, 256. Other path
dependence scholars are also referenced in the thesis, but all build on Pierson, whose work is
recognized by them as the most accomplished attempt so far to fashion path dependence into
a full bodied theory applicable to institutions.

Deeg, ‘Path dependency, Institutional Complementarity, and Change in National Business
Systems’, 23.

8 Ibidem.
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question is discussed through a case-study of a selected institutional trajectory, namely
telecommunications institutions in Italy because the changes that took plaée between 1992
and 1997 “run counter to decades of history” and are thus an exceptional laboratory to study
claims of path dependence about institutional stability and change. At the same time, there is
a paucity of contributions on the legal history of Italian telecommunications and none uses
historical causes to shed light on institutional reforms occurred in or after 1997. As a
consequence, it can be expected that a study of the Italian case based on path dependence can
provide new insights.'® A benchmark type comparison with the trajectory followed by
British telecommunications institutions is used to enable a systematic assessment of Italy’s

direction of change.

In the sections that follow below the chapter first presents an overview of the thesis of
path dependence and its central claims, and then discusses current criticisms about the
theory’s limited explanatory power with respect to institutional change. This explains the
salience of the research question in view of making a contribution to path dependence as a
theory to study institutions. The following sections are devoted to methodological issues,

including a discussion of the research design, the rationale for the choice of a case study on

See M. Thatcher, Internationalisation and Economic Institutions - Comparing European
Experiences (Oxford: Oxford University Press, 2007), 192.

See G. Ponti, Storia delle telecomunicazioni (Novara: Ist. geografico De Agostini, 1967); P.
Bianucci, 1] telefono la tua voce: storia, aspetti e problemi della telefonia in Italia (Firenze:
Vallecchi, 1978); E. Pucci (ed.), L' industria della comunicazione in Italia 1994-1995: nuove
tecnologie, nuovi attori, nuove regole (Torino: La Rosa, 1996); D. Giacalone, Uscire dal
monopolio: le telecomunicazioni italiane e il caso Telemar (Milano: Sperling & Kupfer,
1992); F. Sabatucci (ed.), Le privatizzazioni in Italia: il caso Enrel, il caso Stet (Roma:
Ediesse, 1994); D. Gallino, 1/ libro delle telecomunicazioni: le nuove regole del gioco: rischi
e opportunita del mercato aperto (Roma: Adnkronos libri, 1998); R. Spagnuolo Vigorita, La
liberalizzazione delle telecomunicazioni: dal monopolio alla concorrenza regolata (Napoli:
Editoriale scientifica, 1998); A. Maccanico, Il grande cambiamento: gli anni della
liberalizzazione delle comunicazioni visti da un protagonista (Milano: Sperling & Kupfer,
2001); Perez (ed.), Il nuovo ordinamento delle comunicazioni elettroniche (Milano: Giuffré,
2004); and P. Brezzi, Economia e politica delle telecomunicazioni: imprese, strategie e
mercati (Milano: F. Angeli, 2004).
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Italian telecommunications institutions with Britain as a benchmark, clarifications on the
units of observations (institutions, increasing returns, institutional reform and actors) and on
the fit between path dependence and the Italian case. The final section presents a summary of

the central argument.

IL AN OVERVIEW OF THE THEORY OF PATH DEPENDENCE

Pierson argues that “there are ... compelling reasons to believe that political life will
often be marked by dynamics of increasing returns...”,'! where “increasing returns”
designates a key concept of path dependence, i.e. a self-reinforcing process generated by
repeated interactions (positive feedback or reinforcing mechanisms are also synonyms of
increasing returns). The way in which increasing returns can affect institutions can be
illustrated as follows. When present, increasing returns eliminate choices that were available
earlier. In other rwords, at the beginning of a sequence, two or more institutional options are
available and the situation is subject to a certain degree of uncertainty and fluidity. One
option is then chosen. This stage is also sometimes termed a “critical juncture” because of its
momentous consequences for the rest of the sequence.'” After the critical juncture,
increasing returns take place, which embed the choice made and set the sequence onto an
irreversible course (lock-in effect).’* The institutional path not chosen at the critical juncture
is no longer available. Path dependence therefore proposes a very distinct interpretation of

institutional development. A country on a path-dependent trajectory experiences continuity

across time and finds itself locked onto a given path, with each choice reinforcing the overall

Pierson, ‘Increasing Returns, Path Dependence and the Study of Politics’, 256.

For studies based on path dependence and critical junctures see R. B. Collier and D. Collier,
Shaping the Political Arena (Princeton, N.J.: Princeton University Press, 1991) and J.
Mahoney, The Legacies of Liberalism—Path Dependence and Political Regimes in Central
America (Baltimore and London: The John Hopkins University Press, 2001).

See J. Mahoney, ‘Path Dependence in Historical Sociology’, Theory and Society, 29(4)
(2000), 507-48.
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direction of the path and options to ‘branch out’ or to move onto another path progressively
diminishing. The presence of increasing returns or positive feedback is the core concept that

explains this result.

Prior to Pierson, these views on how and why countries do not experience
convergence and often remain trapped on sub-optimal paths in spite of pressures for change
were espoused by North in a path-breaking study on the application of path dependence to
institutions.'* North, in turn, relied on earlier findings by economist Brian Arthur."” Indeed,
path dependence theory is originally an economics theory. Because path dependence’s
usefulness in political life rests on the premise that the same meéhanisms that are present in
the economy, namely increasing returns, also apply in politics, it is worth summarizing some
of the key aspects of the theory from the economics’ point of view. In particular, reference to
the economists’ work on the notion of increasing returns is of great value to understand how

and to what extent this concept can be translated into political life.

According to Arthur, increasing returns occur when the sale of one unit triggers a
mechanism that generates more sales and so forth. The reinforcing mechanism was termed
“increasing returns” to signal a shift away from neo-classic standard concept of decreasing
returns. A classic illustration of increasing returns at work is the story behind the adoption of
the QWERTY standard for keyboards. As economic historian Paul David showed,'¢ the
initial sales were corroborated by the fact that typists were trained to use this new keyboard.
This, in turn, made it very difficult for anybody else to sell a rival keyboard since this would

have required new investment in training and, at the same time, lost the investment already

14 North, Institutions, Institutional Change and Economic Performance.

See W. B. Arthur, ‘Positive Feedbacks in the Economy’, Scientific American, 262 (1990), 92-
99, later collected in the volume Increasing Returns and Path Dependence in the Economy
(Ann Arbor: University of Michigan Press, 1994).

16 P. A. David, ‘Clio and the Economics of QWERTY’, American Economic Review, 75 (1985),
332-37.
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made to train typists on the QWERTY keyboard. This example shows the power of self-
reinforcing mechanisms, or mechanisms of increasing returns, in the economy. Other notable
examples of increasing returns mechanisms at work in the economy are the success of video
recorder VHS over rival standard Betamax and, more recently, the success of windows’
operating system over Apple. In all these cases, an initial advantage has been reinforced by

increasing returns.'’

Sources of increasing returns in the economy include large set-up or fixed costs (e.g.,
a high investment in a given technology creates the condition for a reinforcing sequence
whereby the investor has an incentive to continue using the same technology), learning
effects (e.g., as can be gathered from the use of word processing, the user will tend to stick to
the chosen piece of software more easily than replacing it altogether), coordination effects or
network effects (e.g., a good incorporating a standard is more valuable the more people use
it), and adaptive expectations, which is really a magnifier of the coordination effect insofar as
the people who purchase a good that carries a standard have expectations about its chances of
success. In addition, North argued that increasing returns can also arise from “the

» 18

interdependent web of an institutional matrix”, ° i.e. increasing returns can stem from the

interactions between different institutions.

Increasing returns are a condition for path dependence and lock-in effects. In fact,
strictly speaking, path dependence is one of the properties of systems under increasing

returns. In mathematics, path independence is a condition for the existence of exact solutions

For a critical reading of these examples see S. J. Liebowitz and S. E. Margolis, Winners,
Losers, and Microsoft: Competition and Antitrust in High Technology (New York: The
Independent Institute, 1999). However, this work does not consider issues of increasing
returns and institutional change. See also, S. E. Page, ‘Path Dependence’, Quarterly Journal
of Political Science, 1 (2006), 87-115 and Boas, ‘Conceptualizing Continuity and Change’,
who is arguing that the Internet should be a better example to illustrate path dependence than
QWERTY.

North, Institutions, Institutional Change and Economic Performance, 95.
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for differential equations. In probability theory, a stochastic process is path independent if
the probability distribution for period t+1 is conditioned only on values of the system in
period t. In both cases, path independence means that it does not matter how you arrive to a
particular point, only that you arrive there. Under increasing returns, sequence becomes
crucial. Getting ahead early on means eventually to take on the entire market. This
magnifies the importance of timing, as small events do not cancel out. If you were “the first
out of the gate” due to sheer luck, that may feed-in into the sequence of events so that you get
ahead of a competitor by that inch which eventually gives you the power to capture the entire

market.

One of the implications of the foregoing is that, under increasing returns, outcomes
may be contingent upon fortuitous circumstances and become independent of the actual
merits of the product. Let us assume two competing products, which are both subject to
increasing returns. Let us further assume that product A is superior to product B. If product
B is marketed first, though, it will enjoy increasing returns and each sale will trigger new
sales and so on. When product A comes onto the market, it will find it very difficult to
“catch up” in spite of its superiority. In fact, students of path dependence show that product
B will gain a monopoly, whilst product A will never take off. In the QWERTY example
mentioned above, a rival standard, allegedly superior, never caught up precisely because
QWERTY could capitalize on increasing returns at the expenses of the later standard. Thus,
even a minor advantage over a rival technology caused by some contingent event may ‘tip’

the final outcome regardless of the merits.

Moreover, assuming that two products are competing, the reinforcing mechanism
described above confers a permanent advantage over its alternative to the extent that the

course of action is irreversible. This is an essential feature of path dependence theory.
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According to David, “the core content of the concept of path dependence as a dynamic
property refers to the idea of history as an irreversible branching process”.”® Once more, the
QWERTY examples shows that, even if a superior alternative were available, its pursuit
became impossible since the investment in training on the earlier standard (QWERTY) stifled
sales of other keyboard arrangements and this in turn prevented training on such alternative
products. A lock-in occurred in so far as the choice of the QWERTY standard became

irreversible.

III. PATH DEPENDENCE AND INSTITUTIONS: CURRENT SHORTCOMINGS
AND THE RESEARCH QUESTION

Path dependence can provide a significant value added to the study of institutions. By
emphasizing the importance of sequence and time-dimension, it improves the researcher’s
ability to assess institutional change. In particular, path dependence encourages more careful
assessment of how a single episode fits into an overall trajectory, i.e., whether a single
episode is merely another step in the same direction or whether, on the contrary, such a step
falls outside the existing path. This may sometimes remarkably affect the perspective on
institutional change. Some instances that appeared ‘major change’ if assessed without the
benefit of the study of increasing returns can be re-branded as a ‘mere’ step along the same
path, properly valuing the extent to which they bear the hallmark of continuity with past
trajectory. Conversely, path dependence can point to the importance of apparently small
events that set a path due to increasing returns. Moreover, the focus on increasing returns
provides an empirically rooted explanation for discussing claims of continuity and change in

institutional development. In other words, one is not only able to better discern change from

19 P. A. David, ‘Path Dependence, Its Critics and the Quest for “Historical Economics™, in P.

Garrouste and S. loannides (eds.), Evolution and Path Dependence in Economics Ideas: Past
and Present (Cheltenham, UK: Edward Elgar, 2000).
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continuity, but can also provide an empirical explanation as to the mechanisms that generate

continuity during a path.

However, as a theory to study institutions, path dependence is currently facing the
challenge of translating the rich economics’ tools into operational concepts that may help
explain political life and, in particular, institutions. For instance, the very notion of
increasing returns, itself lying at the heart of the theory, is difficult to pinpoint outside the
economic market place as students may initially remain too attached to the economist’s
vocabulary and look for “returns” in the sense of money quantities augmenting. In addition,
despite Pierson’s claim about the abundance of increasing returns in processes of institutional
development, there is a lack of empirical evidence on which this claim may rest. This is
compounded by theoretical problems that the theory is currently experiencing in dealing with

institutional change.

It is difficult to deny that a universe riddled with increasing returns is more likely to
be a static one than not. In fact, the very term of increasing returns points out to a set of
phenomena whose hallmark tilts towards continuity more readily than change. Perhaps this is
one of the reasons for which some even labelled path dependence as a form of “new
determinism”.?° Reacting to this criticism, Pierson states that “[N]othing in path-dependent
analyses implies that a particular alternative is permanently “locked in” following the move
onto a self-reinforcing path ... Asserting that the social landscape can be permanently frozen
is hardly credible, however, and that is not the claim. Change continues, but it is bounded

change — until something erodes or swamps the mechanisms of reproduction that generate

20 Crouch and Farrell, ‘Breaking the Path of Institutional Development? Alternatives to the New

Determinism’.  For a recent contribution of Crouch on path dependence, see C. Crouch,
Capitalist Diversity and Change — Recombinant Governance and Institutional Entrepreneurs
(Oxford: Oxford University Press, 2005), ch. 4.
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continuity” (emphasis supplied).?! These caveats usefully put the researcher on guard against
the risk of over-emphasising continuity within path dependence. Yet, they seem rather
negative statements about what path dependence does not say about change and continuity
rather than attempts at theory building. In fact, we are still left with very general and
unsatisfactory predictions on change and continuity issues, such as the following: “when
sequences involve self-reinforcing dynamics, we can expect periods of relative (but not total)

openness, followed by periods of relative (but not total or permanent) stability” *

Furthermore, as recent contributions emphasise, institutions are far more plastic than
one may think. Change and continuity may happily cohabitate within the same institution.*®
There are different ways in which an institution can remain the same and yet change. For
instance, institutions are often subject to adaptation in response to external pressure. While
wholesale change is ruled out, in these cases institutions may respond by “layering”.
According to Thelen,?* layering “involves the partial renegotiation of some elements of a
given set of institutions while leaving others in place”. Institutional conversion is another

instance of change-cum-continuity that seems difficult to explain purely in terms of path

21 Pierson, ‘Increasing Returns, Path Dependence and the Study of Politics’, 265.

22 Pierson, Politics in Time, 53.

2 See K. Thelen, ‘How Institutions Evolve’, in J. Mahoney and D. Rueschemeyer (eds.),

Comparative Historical Analysis in the Social Sciences (Cambridge: Cambridge University
Press, 2003); K. Thelen, How Institutions Evolve-The Political Economy of Skills in
Germany, Britain, the United States, and Japan (Cambridge: Cambridge University Press,
2004); and W. Streeck and K. Thelen, ‘Institutional Change in Advanced Political
Economies’, in W. Streeck and K. Thelen (eds.), Beyond Continuity: Explorations in the
Dynamics of Advanced Political Economies (Oxford: Oxford University Press, 2005).

2 K. Thelen, ‘Institutions and Social Change: The Evolution of Vocational Training in

Germany’ (2003), available through
http://repositories.cdlib.org/cgi/viewcontent.cgi?article=1005&context=uclasoc.
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dependence as it involves a complex process of reinterpretation of existing institution in the

face of new pressures.”

The foregoing shows that path dependence seems currently ill equipped to provide an
explanation for such a rich phenomenology of institutional change. More specifically, in its
current state of development, path dependence seems to offer arguments to mainly explain
instances in which previous choices limit actors’ ability to initiate institutional reform. Under

the current state of development of path dependence, one could argue the following:

e Actors seeking to design new institutions will find their discretion is limited

by reinforcing mechanisms of existing institutions.

e Therefore, institutional change will be bounded change as argued by Pierson
in the sense that, from a given institutional configuration, only a limited

number of options are eligible for choice.

To use a simple example, from institutional configuration A, present increasing
returns, path dependence would claim that only configurations B and C are options of
institutional reform, while configuration X has been removed from the choice menu. The
shortcoming of this argument, though, is that it caters only for certain types of change and,
indeed, perhaps not the most important ones. Moments of institutional reform are of crucial
importance in a country’s history. A theory that can account for bounded change only runs
the risk of becoming confined to explaining ‘small’ change, or to argue invariably that what

looks like change is in fact more of the old.

In an effort to overcome these weaknesses, Deeg has proposed, first, a definition of

‘path’ within path dependence theory. Indeed, although path dependence has been the

% Ibidem.
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subject of numerous contributions, this is a surprisingly underdeveloped point and it is true
that very little effort has been made to define what is a path. Deeg proposes that a path be
defined “by its logic, that is, a distinct pattern of institutionally rooted constraints and
incentives that create typical strategies, routine approaches to problems, and shared decision
rules that produce predictable patterns of behaviour”?® In clarifying his proposal, Deeg also
stated that the definition of a path must incorporate “the institutions that constrain the
behaviour of actors (and make it predictable) by establishing a matrix of (dis)incentives™.”’
Thus, for instance, he labels as “bank-based” the logic of the German financial system in the
period after the Second World War.”® One of the main advantages of defining a path by its
logic is that it allows for a more nuanced treatment of institutional change because it prevents

a simplistic equation between the continuation of a formal institution with the absence of

change.

A second point illustrated by Deeg concerns the distinction between ‘on-path’ and
‘off-path’ change.”” Some changes can be understood as ‘big changes’ as opposed to small
or incremental change. The notion of ‘off-path’ change to designate the former (and ‘on-
path’ change for the latter) brings an added dose of clarity to the terminology used to describe
different instances of changes. According to Deeg, “[Ulsing a definition of a path as a
‘logic’ allows for the possibility that some institutions may be altered or changed, but if the
patterns of actor behaviour, strategies, etc. remain largely unchanged (i.e. the logic), then we

are seeing on-path change”.*®

26 R. Deeg, ‘Path dependency, Institutional Complementarity, and Change in National Business
Systems’, 29.

2 Ibidem, fn. 7.

2% Ibidem, 39.

2 Ibidem, 29.

30 Ibidem.
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A third clarification to the theory of path dependence brought by Deeg is his emphasis
on the need to distinguish the level at which institutional change occurs. He proposes three
levels “(1) individual institutions and organizations ...; (2) institutional systems or complexes
— a banking system, an industrial sector, a welfare system; (3) a national political economy
or regime ...”.>' By adding a specification of the level at which path dependence takes place,
Deeg’s suggestion has several advantages. First of all, the focus on a given sector enhances
analytical clarity as to claims of path dependence and the empirical evidence. Secondly, a
specification of the level where path dependence takes place points researcher to the
interactions between such level and other levels, particularly higher ones. By identifying a
given level as the terrain of study, one is in a better position to understand complex patterns
of interactions involving different levels. Equally, institutional changes in cases where
increasing returns stem from interactions between different levels are often national changes
of significant importance. Being able to address these types of changes under path
dependence would be a significant step forward in the theory, given that so far path

dependence seems more apt to explain why countries do not change.

Deeg’s contribution is useful insofar as it allows specifying better what is the current
gap of path dependence. The theory suffers from a divorce between increasing returns, its
core concept, and ‘off-path’ change. If increasing returns work to restrict the menu of
choices available, how is it that sometimes the menu opens up? In other words, where do ‘big
changes’ come from under path dependence? Relying on exogenous shock as the explanation
for ‘off-path’ change, path dependence seems to rely on deus ex machina explanation. In
sum, the challenge for path dependence to evolve as a theory of institutional change is to

expand its understanding of how increasing returns work to affect institutions, so that path

2 Ibidem, 30.
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dependence can continue to be a useful pair of lenses to look at the full gamut of institutional

life, not just consolidation, but also reform.

The thesis takes up this challenge by investigating precisely what is the role of path
dependence and, more specifically, increasing returns in processes of institutional reform.
Building on Deeg’s contribution, the research question aims at investigating institutional
reform at a well-defined level, i.e. within a sector of the economy. As discussed, this
promises to be a fruitful avenue to refine path dependence since it caters for a richer type of
institutional change. The methodology used to address the research question is discussed

below.

IV. METHODOLOGICAL ISSUES IN THE STUDY OF PATH DEPENDENCE
AND INSTITUTIONAL REFORM

The first methodological issue concerns the choice of research design. A case study
methodology recommends itself because it enables the study with a high level of detail and
makes it possible to organize the empirical material fruitfully.”> In order to address the
familiar downsides of this methodology, i.e., sélection bias and the inability to arrive at
conclusions that go beyond the specific facts at issue, the strategy adopted in the thesis has

been to look for a form of critical case study.®® Critical case studies may be assumed as the

2 For a discussion of case studies, see P. Pennings, H. Keman, J. Kleinnijenhuis, Doing

Research in Political Science (London: Sage, 1999); B. Geddes, Paradigms and Sand
Castles-Theory Building and Research Design in Comparative Politics (Ann Harbor: The
University of Michigan Press, 2003), ch. 2, ‘Big Questions, Little Answers’; G. King, R.
Kehoane, S. Veba, Designing Social Inquiry (Princeton, NJ: Princeton University Press,
1994).

See H. Eckstein, ‘Case study and Theory in Political Theory’, in F. Greenstein and N.W.
Polsby (eds.), Handbook of Political Science, vii (Reading, Mass.: Adison-Welsey, 1975);
D.E. Ashford (ed.), Comparing Public Policies: New Concepts and Methods (Beverly Hills,
Calif.: Sage, 1978) and, ‘Introduction: Of Cases and Contexts’, in D.E. Ashford (ed.), History
and Context in Comparative Public Policy (Pittsburgh and London: University of Pittsburg
Press, 1992); M. Dogan and D. Pelassy, How to Compare Nations: Strategzes in Comparative
Politics (Chatam, NJ: Chatam House, 2". Edn., 1990).
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extreme in a continuous spectrum of cases. This enables the conclusions reached in a critical

case to be applicable to other less extreme cases.

A set of related issues concerns the design of such a case study. In this respect, it is
important to stress that studies of path dependence must necessarily encompass long stretches
of time. Since the theory is premised on the self-reinforcing effect of increasing returns and
since these effects take place through time, it is necessary to take into account not just single
key moments, e.g., the years in which the institutional change took place, but also the time
before and after. This seems an effective remedy against what Pierson calls a “fendency to
focus on the immediate sources of institutional change” that, in his opinion, besets studies of
institutional change.** Equally, by paying attention to the time preceding the moment of
institutional change, the research design also reduces a second methodological fault that
Pierson attributes to current studies of institutional change. Pierson argues that
“understanding the preconditions for particular types of institutional change requires
attentiveness not only to the pressures for reform but also to the character and extent of
resistance to such pressures. Change and stability are two sides of the same coin. .... An
adequate theory of institutional development must pay sustained attention to the issue of

. . . ey 3
institutional resilience”.”

An extended time horizon before the time of change helps to
understand the operation of increasing returns and how they successfully manage to keep the
institutional development on a given path. This may shed light on aspects that make a given
set of increasing returns vulnerable and help to identify the causes for change at a later stage.

In other words, to understand times of change, one must get the full picture with long

stretches of resilience too.

Pierson, Politics in Time, 139-42.

33 P. Pierson, Politics in Time, 142.
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Another methodological challenge that is specific to the study of path dependence is
how to characterize a path. To study change within path dependence, the researcher should
as a preliminary matter be able to tell where is a path going. The answer in the thesis has
been to adopt a benchmark-type comparison. To benchmark a country’s institutional
trajectory means to be able to tell whether that country is converging and to what extent with
another trajectory that is assumed as the benchmark. If increasing returns lead to path
dependence and bounded change, trajectories that are diverging at an initial point of
observation in time should continue to diverge through time. By contrast, deviation from this
trajectory, e.g. convergence between paths, offers a simple but effective way to detect an
anomalous functioning of increasing returns. Similarly, changes in the distances between the
chosen trajectories can also be used as a proxy to indicate that some alterations in the way

increasing returns work has taken place.

Issues of convergence and divergence, though, need to be assessed not only from the
point of view of single institutions, but also from that of the logic of the paths. This is
because convergence in formal institutions may conceal ongoing divergence if one does not
look at the logics of the path too. Thus, the thesis explores convergence and divergence by
using two levels of analysis: the first one concerns formal institutions and the second
concerns the logic of the path, which, as explained before, is defined by the way in which

institutions provide a set of incentives and disincentives for behaviours by actors.

It is important to underline in this connection that the object of inquiry is the
“benchmarked” country and not the benchmark nation. That is to say that the thesis is
interested in the increasing returns dynamics that occur in the former and that the benchmark

is used purely to better evaluate these. As a consequence, the thesis does not purport to
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analyse in detail increasing returns dynamics in the benchmark country. The latter’s

trajectory is simply assumed as a point of reference and not as the object of study.

An important feature of the research design at issue is its inductive approach. The
aim of the thesis is to contribute to the emerging body of literature that addresses issues of
path dependence and institutional dynamics. The explanatory toolkit of path dependence has
been so far limited in this domain. Therefore, through the systematic observation of
increasing returns and their impact on institutional dynamics it is expected that the thesis will
arrive at a better understanding of the ways in which path dependence can help to analyze
institutions. This angle of research is clearly inductive as there is no pre-defined hypothesis
on the way in which increasing returns affect institutional development. To expand the reach
of path dependence, one needs experiments to foster the theoretical toolkit of path

dependence.

Further, consistent with the theoretical premises illustrated above, the case study
concerns institutions at a sector-specific level, given that interactions between different levels

may contribute to enrich the explanatory power of path dependence.

A final methodological point is in order concerning the definition of institution that
will be used in the course of the thesis. Definitions of ‘institution’ abound in political
science.*® All of them concur in identifying institutions as rules. Thatcher has criticized the

inclusion of informal rules, practices and norms within the definition of institution as it blurs
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See, e.g., P. A. Hall, Governing the Economy (Cambridge: Polity Press, 1986), 19, who
defines institutions as “the formal rules, compliance procedures and standard operating
procedures that structure the relationship between individuals in various units of the polity
and economy”. According to E. M. Immergut, Health Politics: Interests and Institutions in
Western Europe (Cambridge: Cambridge University Press, 1992), 3, 24-26, the definition of
institution covers de jure and de facto rules that mediate conflicts and organize political
systems as a whole.
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the distinction between “institutions” and patterns of behaviour in policy making.’’ Indeed,
when focusing on institutional change, the inclusion of informai rules within the scope of the
investigation could undermine the achievement of meaningful results, expanding the range of
units to be investigated. Similarly, the inclusion of behaviour within institutions can be done
at the expenses of analytical clarity. For instance, one could claim that change in formal rules
has taken place, but behaviour has not, leading to a blurring of the analytical findings and
contrasting results. It is therefore both useful and necessary to adopt a narrow construction of

the term.

Throughout the thesis, the term “institution” will be used to designate acts having a
binding effect such as acts of law. Consequently, when analyzing the stability part of the
historical sequence, the thesis concentrates on reinforcing mechanisms that made the law
concerning prior institutional features difficult to reverse. Similarly, when dealing with
institutional change and the design of new institutions, the thesis concentrates on the way the
new rules of the sector have been created to connect this process to the past trajectory of
institutional development. Adopting formal institutions as the units for comparison has two
main advantages: (i) it helps to make the argument more precise and (ii) it enhances the
ability to obtain empirical evidence. This is due to the nature of law as public acts. When a
law is replaced, this happens usually in a public way. The same applies for other rules having

the force of law. Thus, it is possible to obtain detailed evidence of the process of change.

It should also be borne in mind that institutions within the meaning illustrated above

are the object of the enquiry. It is well-known that, once an institution is created, it will also

3 Thatcher, The Politics of Telecommunications, 21.
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become an actor in its own right.’® Due to the multi-level nature of regulation in the
telecommunications sector, complex games can be played between national regulators,
national governments, and the Commission.”® However, the thesis focuses on institutions as
the explanandum and does not attempt to also explore how institutions, once created, use
their powers. For this reason, for the period after 1997 the thesis does not focus on the
relationships between regulators and regulatees nor on the relationships between regulators at
different levels (i.e. the Commission and national regulatory authorities). Indeed, to relate
increasing returns to (1) institutional development and (ii) the use made by an institution of its

powers, would exceed the task at hand.

V. THE CHOICE OF CASE STUDY: ITALY’S TRAJECTORY OF REFORM OF
TELECOMMUNICATIONS INSTITUTIONS IN_COMPARISON WITH
BRITAIN’S

Having described the general methodological issues connected with the research

question, one can now turn to the rationale for the choice of the specific case study.

The thesis focuses on the trajectory of institutional reform of Italian
telecommunications in comparison with the British trajectory as a benchmark. Italy’s
trajectory of stability and change promises to be an ideal candidate for the study of increasing
returns in cases of institutional change because it experienced a long period of stability. In
particular, Italian telecommunications services were provided by several suppliers until 1992,
which makes Italy a unique case in the landscape of telecommunications in Europe, given

that all other countries had adopted a model based on a single supplier.

38 See L. Hancher and M. Moran, Capitalism, Culture and Regulation (London: Routledge,

1989); and C. Scott, ‘Analysing Regulatory Space: Fragmented Resources and Institutional
Design’, Public Law, (Summer) 2001, 329-353.

3 S. Cassese, ‘L’arena pubblica: Nuovi paradigmi per lo Stato’, Rivista Trimestrale di Diritto

Pubblico, 3 (2001), 601-650 and D. Coen, ‘Business-Regulatory Relations: Learning to Play
Regulatory Games’, Governance, 18(3) (2005), 375-398.
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The split-supplier model was commonly blamed in Italy as the source of inefficiency
and there were several proposals for reform. Yet, until 1992 no law was adopted and the law
that was eventually adopted in that year provided for change in the number of suppliers, but
still permitted that several suppliers continued to exist. Thus, the trajectory of Italian
telecommunications institutions unt-il 1992 seems an ideal case of a path dependent trajectory,
i.e. of a country whose institutional path is locked in onto a steady course, with change

occurring but in the shape of bounded change.

Moreover, Italian telecommunications seems to offer a “critical case’ for increasing
returns, given that Italy was the only country in Europe to hold onto its course in spite of very
strong pressures for change, common to all European countries, notably technological change
which transformed radically the sector from being a mono-product industry, whose revenues
derived essentially from the provision of fixed-line telephony, into a multi-product one, with
mobile telephony and Internet representing the fastest-growing areas of revenues.*’ In short,
observations of increasing returns in Italian telecommunications can be assumed to have the

potential for being relevant to other countries and sectors too.

After 1992, though, Italian telecommunications took a very significant turn and in the
space of a few years, i.e. between 1992 and 1997, legislative measures were passed in Italy
that embraced a model based on a single supplier, competition, privatization and allocation of
regulatory powers to an Independent Regulatory Authority (“IRA”). This marked a
convergence in key institutional aspects with Britain, a country from which Italy had long

and profoundly differed. The table below summarizes the trajectory of Italian and British

40 See statistical data published by the International Telecommunications Union at

http://www.itu.int/dms_pub/itu-d/opb/reg/D-REG-TTR.8-2006-SUM-MSW-E.doc. For the
specific situation of the UK and Italian sectors, see the regulators’ annual report (OFTEL’s
annual reports for the years before 1998 are available in paper form only; for annual reports
after 1998, see the institutional website at www.ofcom.org.uk; for Italy, see the website of
Autorita per le Garanzie nelle Comunicazioni at www.agcom.it).
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telecommunications institutions between 1979 and 1997 by reference to four key institutional

aspects including:

The number of operators. Usually, there was only one company entrusted
with the provision of telecommunications services within a country’s
boundaries. Italy was an exception, with four telecommunications operators

active in the sector.

Ownership of suppliers. Provision of telecommunications services was, at its
inception, in private hands. However, private ownership has been relatively
short lived and the state has intervened, directly or indirectly in the provision
of telecommunications services. The pendulum swung back when, starting
with Britain in the early 1980s, a movement towards privatisation took place

in Europe.

Degree of competition permitted. State ownership was commonly associated
with monopoly. The company (or the companies) entrusted with the provision
of telecommunications serviced enjoyed exclusive rights that prevented the
emergence of any rival provider and guaranteed, in the minds of those who
devised this system, a well-functioning service. This view has been radically
subverted and, starting from the early 1990s, competition has rather become

the dominant paradigm in the supply of telecommunications services.

Allocation of regulatory powers. The forms through which state intervention
was channelled varied considerably across time. The creation of Oftel in 1984

was the avant-garde of a host of independent regulatory agencies. With the
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passing of time, regulation by independent agency has become the standard

way to oversee the sector in Europe.
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Table 1- Italy and Britain before and after 1997

Before 1997 After 1997
No. of providers UK ' 1 (BT) - R
Italy 4 (ASST, SIP, Italcable, Telespazio) 1 (Telecom Italia)
Ownership UK ' Private / listed . - . - Private/lhtyd
Italy Private companies under state control (SIP, Private / listed

Italcable, Telespazio) / Ministerial body

(ASST)

Competition UK -~ Competition 7" ~ aT Competition
Ttaly Monopoly Competition

Allocation of "UK vSector specific regulator/Competitiori * Sector specific

regulatory * Authority , - \  “fc-egulator/Competition”;:;Q
V: sl S 4- VR E A AR w oy
owers .
P Authority
' iv ‘ i

Italy Minister/ASST/CIPE Sector specific

regulator/Competition

Authority

The convergence between Britain and Italy in 1997 promises to offer an opportunity
to study the relationships between increasing returns and ‘off-path’ change, given the
magnitude of the institutional turn taken after 1992. Thus, the study of Italy’s trajectory, with
its sequence of long stability and change lends itself as a laboratory to address the research
question at issue, i.e. whether increasing returns affected institutional reform and, if so, how

and why.
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Italy lends itself to a critical case study of path dependence and different levels of
institutional change also because the year 1992 saw very important changes at the level of
national politics. In fact, 1992 is commonly held in Italian history and the year that marked
the end of the ‘First Republic’. The end of the ‘First Republic’ thus confronts the student of
path dependence and institutional change with further important issues. First of all, the
occurrence of a large-scale event such as the political turmoil of 1992 may lead one to think
that increasing returns were not longer relevant due to an exogenous shock. As a
consequence, the institutional trajectory after 1992 may no longer be related to increasing
returns. Secondly, the end of the First Republic also raises the question as to whether
increasing returns continued to exist or not. Indeed, an often-overlooked point about
increasing returns is that they may come to an end since they cannot be eternal. These issues
add an increased level of complexity to the study of the Italian case that makes it suitable to

generate propositions that can be of wider relevance for other cases.

With respect to Britain’s role as benchmark country, it can be useful to recall that the
benchmark device is used to trace the direction of institutional change. More precisely, given
the difference in their institutional starting points, path dependence predicts that increasing
returns would drive Italy and Britain onto different trajectories. This means that through time
the direction of change should continuously diverge. Thus, divergence between the two
countries’ selected institutions provides an indicator of increasing returns at work in the
process of institutional change. On the contrary, convergence and/or a nearing of the
trajectories is an alert to the researcher, showing that increasing returns have either ceased to
operate or that increasing returns operate in a way that has not been described by path
dependence. Furthermore, comparison of the logics of the respective paths can also provide
important insights into the degree of convergence/divergence and the role of increasing

returns.
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A word of caution is also in order about what the benchmark does not provide. The
benchmark does not provide insights on the presence of increasing returns in the very country
adopted as a benchmark. In fact, its role is purely instrumental to the study of increasing
returns in the benchmarked country. Thus, the thesis does not argue that the trajectory
followed by Britain during the period studied is linked to increasing returns nor that
increasing returns have played a role in such institutional developments. This has also an
impact on the breadth of the materials covered. The changes in the UK telecommunications
regime have been the subject of extensive research.*’ In this study, these developments will
only be detailed to the extent that this is necessary to fulfil the already mentioned benchmark
role.

VI. INSTITUTIONAL REFORMS AND INCREASING RETURNS IN ITALIAN
TELECOMMUNICATIONS

As the foregoing discussion showed, the thesis focuses on institutional developments
occurred across a long period of time. Some further remarks are in order on the empirical

evidence to better understand its relevance and fit with the research question.

In trying to understand the role of increasing returns for institutional reform, the thesis
does not focus on all four key institutional aspects at the same time. In different periods,
different institutions have enjoyed more relevance than others and this varied across time.
Moreover, the role of increasing returns has been different through time. One can broadly

distinguish two periods.

4 See, e.g., J. Hills, Deregulating Telecoms: Competition and Control in the United States,

Japan and Britain (London: Pinter, 1986); J. Vickers and G. Yarrow (eds.), Privatization : an
economic analysis (MIT Press: Cambridge, Mass, 1988); M. Armstrong, S. Cowan and J.
Vickers (eds.), Regulatory reform : economic analysis and British experience (MIT Press:
London, 1994); M. Bishop, J. Kay and C. Mayer, The regulatory challenge (Oxford
University Press: Oxford, 1995), Thatcher, The politics of telecommunications.
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Before 1992. Before 1992 efforts to bring about institutional reforms centered
on the organization of the sector and the attempts to reform the split-supply structure
on which it was based. The other institutional features, i.e. ownership, competition
and allocation of regulatory powers, were not affected by any legislative initiative of
reform. The empirical evidence relating to this period provides evidence of
increasing returns for the period 1979-1992. These were based on the relationships
between telecommunications providers and elected politicians whereby the latter
sought to appropriate the resources of the former to obtain votes and power.
Increasing returns had an essential institutional dimension since the fragmented
structure of telecommunications providers matched the fragmented nature of the
ruling coalitions. Thus, increasing returns worked to maintain the status quo, which is

consistent with path dependence current claims.

After 1992. This period presents a complex picture, where all four
institutional units of observation were changed. The thesis shows how increasing
returns played a decisive role in fostering ‘off path’ institutional change. However,
increasing returns have not affected all institutional elements at the same time and in
the same way. The table below lists the key institutional aspects and grades the role
played by increasing returns in shaping the direction of change according to a low-
strong scale; it also provides the year in which the institutional reforms were

accomplished.
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Institutional reforms and increasing returns in Italian telecommunications 1992-
1997
Role played by increasing returns in

shaping direction of institutional change

Strong
i'. Institution
'i
No.ofpro\iders 7' ' X
(1992-1994)
Ownership X
(1997)
' Competition X
A (1997) ;
X

Allocation of regulatory

powers -

(1997-2007)

The table shows, first of all, a difference between the change in rules concerning
competition and the other institutional factors with respect to the role played by increasing
returns in shaping institutional change. Namely, increasingly returns had a more limited
impact on the direction of change of rules on competition. This can be explained based on
two factors. First of all, past increasing returns centered on the organization of the sector and
the relationships between providers and political parties. A rejection of increasing returns

after 1992 meant that there was a clear signal to (i) end the split-supplier system and (ii) cut

48



the relationships between political parties and suppliers by privatization and delegation to an

IRA.

Rejection of past increasing returns also meant that rules to favour objective market
criteria, hence competition, were preferred to the old pattern based on subjective criteria and
relationships between suppliers and politicians. However, this did not translate into a
pressure for a direction of change as clearly discernible as that for the other factors, where,
for instance, one could detect that rejection for increasing returns meant the unification of the

different suppliers.

In addition, there was a strong exogenous factor, namely EU legislation. The
treatment of the EU in the process of reform of Italian telecommunications institutions within

the thesis deserves a separate discussion, which is carried out in the following Section.

Before turning to this point, a remark is in order concerning another difference, that
between the reform in the rules on allocation of regulatory powers and the other institutional
features. The table shows that this reform spans a considerable period. This is because
AGCOM institutional design has been the locus where a prolonged confrontation between
different actors has taken place relative to the direction of institutional reform. This
contested path of change continued until 2007, which justifies a longer time horizon and

spans two chapters in the thesis (chapters 5 and 6).

Through a close tracing of the institutional changes accompanying this institutional
feature, the thesis offers insights on the degree to which the new Italian telecommunications
institutions have embraced a different logic compared to the old one. The study of the
developments occurred after 1997 presents a unique challenge, though. The years between
1997 and 2007 are of course very rich years in terms of regulatory action since AGCOM

started to operate and to interact with other regulators, notably the Commission, and a host of

49



regulatees and elected politicians. Moreover, as noted, AGCOM became an actor in its own

right.

However, the thesis’s focus on institutional reform justifies concentrating on
AGCOM as the object of study and, in particular, on the legislative measures affecting
AGCOM institutional design. When looked at from this angle, the period after 1997 in fact
emerges as one of relative stability, since there were only few binding acts which modified
the institutional design of AGCOM, i.e. (i) the law of 2001 on the power to assign licenses
(transferred to the Ministry); and (ii) the law of 2003 assigning new and unspecified

regulatory powers to the Ministry of Communications.

This focused approach does not mean that the changing nature of political
intervention in telecommunications is ignored. Chapter 6 indeed shows what was the context
in which legislative measure affecting AGCOM’s institutional design were passed.
Moreover, the chapter also provides empirical evidence on the way in which elected
politicians used their powers after 1997. These findings converge with the earlier ones based
on analysis of legislative measures on institutional design to confirm the existence of a new

Italian logic based on limited separation between elected politicians and suppliers.

Finally, the ‘new-ness’ of the Italian trajectory after 1997 should not be obfuscated by
the link with past increasing returns. In fact, the thesis argues that there was a movement of
rejection of increasing returns at the origin of the initial institutional choices, i.e. that the new
institutions deliberately sought to introduce a break with the past trajectory. At the same
time, the past trajectory was not simply wiped out, but provided a rich source of inspiration
for new institutions. By being able to trace this process to the original reaction to past
increasing returns and the ensuing debate it created between policy makers, the thesis

establishes the general validity of the path dependent approach. Indeed, failure to
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acknowledge the historical causes at the root of the trajectory followed by Italian
telecommunications would lead to severely downplaying the tension that is underlying the
current institutional structure. This leads to considerations about the appropriateness of path
dependence to deal with the Italian case, which —together with a discussion on the role of the
EU - are developed in the Section below.

VII. THE CHOICE OF PATH DEPENDENCE TO STUDY THE ITALIAN CASE,
OTHER RIVAL EXPLANATIONS AND THE ROLE OF THE EU

Before undertaking the examination of the empirical evidence, it is important to deal
with two issues of relevance for the structure of the thesis. First, is the choice of path
dependence in itself a conditioning factor which makes the findings biased? In other words,
is there a risk to become “prisoners of path dependence”? A second, albeit related issue,
concerns the reasons for discarding alternative explanations, and, notably, exogenous factors,

such as the impact of the European Union.

The reply to these questions requires that one first sets out what is the value-added of
path dependence compared to other theories to study institutional change; then, one should
reflect on the fit between path dependence and the Italian case; finally, due to its importance,

the role played by the EU needs to be discussed separately.

Path dependence’s most distinctive trait is the attention to the time dimension of
processes. To paraphrase one of Pierson’s contributions on this subject,*” if increasing
returns are present, when things happen is more important than what happens. Thus, as

Mahoney stated, explanations based on path dependence “reject common-place arguments

Pierson, Not Just What, but When: Timing and Sequence in Political Processes.
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that emphasize solely or primarily short-term causes” and look for “more fundamental

historical causes”.*

In the Italian case, indeed explanations based on short-term causes are unable to
account fully for some developments which thus continue to puzzle the researcher. The long

period of continuity enjoyed by the organization of the sector 1s illustrative.

As it will be explained below, in 1924 the Fascist government had received a
technical advice contrary to the allocation of several licenses for the supply of
telecommunications services. In spite of this advice, it proceeded to award 6 different
licenses. Thus, the split-supplier system was considered inefficient since its inception and it
grew more and more “obsolete and irrational” through time. Yet, in spite of general
agreement on the need for institutional change, no institutional reform took place for a long
time and, when a law was passed in 1992, it provided for essentially the continuation of the

status-quo. It was only in 1994 that the split-supplier system was eventually terminated.

Explanations based on short term causes, tend to start from existing institutions (in
this case, a single supplier) and ask what functions they serve to arrive at an explanation of
their origin.“ In the Italian case, though, it would be odd to observe that, on the one hand,
there was general agreement on the fact that it was “obsolete and irrational” to have several

suppliers, and, on the other hand, that it took 70 years to arrive at institutional change.

The foregoing shows that there is a very good fit between path dependence as a
theoretical framework and the Italian case. Thus, far from making the researcher a
“prisoner”, this choice has the potential to bring additional clarity on the study of Italian

telecommunications institutions.

3 See Mahoney, Legacies of Liberalism, 17.

4“ See, Pierson, The Limits of Design, 477.
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It is also important to remember that the fit between the theoretical framework and the
empirical evidence runs in the opposite direction too. That is, the thesis sets out to explore
the ability of path dependence to cope with the complex phenomenology of institutional
continuity and change. As a consequence, the thesis’s relevance goes beyond the Italian case,
since its main object of enquiry is path dependence and the Italian case is selected insofar as
it provides a critical case for path dependence. Thus, the thesis does not deny that other
theories may be able to also provide important insights to study the trajectory followed by
Italian telecommunications. Isomorphism, policy-transfer or technocratic policy making are
not dismissed. However, they fall outside the angle of enquiry adopted in the thesis, which is

premised on fostering path dependence as a theory to study institutional change.

With respect to the EU, it is important to state at the outset that there is no attempt to
downplay or deny the essential role played by the EU in promoting change in Italian
telecommunications, as it has been highlighted in several contributions already.* Indeed,
one of the interviewees described it as the real engine behind change in Italian

telecommunications. *®

However, as highlighted in the previous Section, a distinction must be drawn between
rules on competition and other institutional aspects. Whereas the former were affected by EU

rules to a high degree, as far as the design of regulatory institutions is concerned, one must

43 See, e.g., L. Radicati di Brozolo, /I diritto comunitario delle telecomunicazioni. Un modello

di liberalizzazione di un servizio pubblico (Torino: Giappichelli, 1999); R. Perez,
Telecomunicazioni e Concorrenza (Milano: Giuffré, 2002); Il nuovo ordinamento delle
comunicazioni elettroniche (Milano: Giuffré, 2004); and F. Pammolli, C. Cambini, and A.
Giannacari, Le politiche di liberalizzazione e concorrenza in Italia (Bologna: il Mulino,
2007).

a6 Director of Public and Legal Affairs.
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recognize that the EU only provides a frameworks with several gaps.*’ This has been

especially important in the Italian case. The following examples may be illustrative.*

8

e In 1990, a European Directive mandated the separation between regulatory

®  However, the

functions and provision of telecommunication services.*
Directive did not contain any rule on the regulatory body. Thus, the European
Directive made it possible that regulatory functions be exercised by the

government through, e.g., a Ministry.

e In 1997, when AGCOM was created, the European Directives which provided
for the liberalization of the market, still lacked any detailed institutional rule
on the independent regulator, save for the mention of promotion of

interconnection as one of regulators’ most important tasks.’ 0

e The new regulatory framework adopted in 2002 goes a long way in specifying
the tasks of national regulatory authorities. As such, the 2002 European

legislation certainly possesses a wider impact in terms of national institutions
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See P. Nicolaides, ‘Regulation of Liberalised Markets: A New Role for the State? (or How to
Induce Competition Among Regulators), in D. Geradin, R. Mufioz, and N. Petit, Regulation
through Agencies- A New Paradigm of European Governance (Cheltenham: Edward Elgar,
2005), 23-43. See also M. Thatcher, ‘Independent Regulatory Agencies and Elected
Politicians in Europe’, in Geradin, Mufioz, and Petit, Regulation through Agencies, 47-66,
who shows that national regulatory agencies display a significant degree of variation across
Europe in terms of institutional design.

See also F. M. Salerno, ‘Telecomunicazioni e autorita indipendenti: appunti sullo sviluppo dei
rapporti tra diritto comunitario e organizzazione amministrativa interna”, Rivista Italiana di
Diritto Pubblico Comunitario, 3-4 (2003), 679-720.

See Commission Directive 90/388/EEC of 28 June 1990 on competition in the markets for
telecommunications services (OJ 1990 L 192/10), article 6.

See Directive 97/33/EC of the European Parliament and of the Council of 30 June 1997 on
interconnection in Telecommunications with regard to ensuring universal service and
interoperability through application of the principles of Open Network Provision (ONP) (OJ
1997 L 199/32), Article 9 (“General responsibilities of the national regulatory authorities. 1.
National regulatory authorities shall encourage and secure adequate interconnection in the
interests of all users, exercising their responsibility in a way that provides maximum
economic efficiency and gives the maximum benefit to end-users. ...”)
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that earlier legislation. However, even the 2002 EU legislation does not
contain any provision about the regulator’s independence from elected

politicians.

The foregoing shows that a distinction must be drawn concerning the role of
European law. Albeit playing a pivotal role in Italian telecommunications, the role of the EU
was different depending on whether one looks at substantive rules on competition or rules on
institutional design. For the latter, EU law provided at best a framework, whose gaps have
been filled by national actors. In doing so, they have responded to domestic factors. For
instance, while the EU can be said to have contributed effectively to the creation of a
regulatory body for telecommunications, the design of AGCOM has a collegial body with
eight Commissioners and a President responded to a domestic factor. Accordingly, the thesis
does not ignore or downplays the role of the EU, but simply treats it as one of the factors that

have shaped interactions between telecommunications companies and elected politicians.

VIII. CONCLUSION

The use of path dependence as a theory to study institutional development promises to
deliver an important contribution to the study of institutions. However, due to its relative
novelty, there is a lack of empirical data on the correlation between increasing returns and
institutional change and, moreover, path dependence currently seems conceptually ill-
equipped to explain what can be defined ‘off-path’ change, i.e. institutional reform that
breaks away with past trajectory. The thesis therefore seeks to make a contribution to path
dependence by improving on the understanding of how increasing returns operate in cases of
institutional reform. For this reasons, the research question asks if increasing returns affect

institutional reform at the sector specific level and, if so, how and why, through a case-study
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methodology based on Italy’s trajectory of institutional development and a systematic

benchmark-comparison with Britain.

Based on the empirical evidence collected in response to this question, the thesis
upholds the claims of path dependence as to increasing returns generating a bounded
trajectory of change. At the same time, the thesis shows that the notion of increasing returns
needs to be refined by specifying to whom they accrue. This is because the empirical
evidence shows the strong role played by increasing returns in shaping the views of policy
makers as some actors staged a reaction against increasing returns which translated into an
attempt to design new institutions in such a way as to prevent increasing returns to occur.
Other actors in turn reacted by pushing for more limited change. This conflict had a
profound impact on Italy’s trajectory, which eventually settled around a distinctive Italian
logic, based on limited separation between suppliers and elected politicians. This sets Italy

on a diverging trajectory from Britain after a short time of convergence of formal institutions.

These findings confirm that the concept of increasing returns can be a powerful
explanatory factor also for institutional change, provided path dependence studies pay a more
sustained attention to actors’ dynamics. By contrast, the language of increasing returns
seems to imply that there is something almost automatic about their functioning as if, once set
in motion, increasing returns start a sequence that admits no variations. It is by paying a
more sustained attention to the role of actors benefiting from increasing returns, and the
reactions to such appropriation of increasing returns, that path dependence can better cope
with the rich complexity brought about by institutional change and overcome the dilemma in
which it seems currently placed, between the deus ex machina of exogenous shocks and ‘on-

path’ change.
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2. THE ROOTS OF THE PATH: TELECOMMUNICATIONS
INSTITUTIONS BEFORE 1979

I. INTRODUCTION

This chapter provides information on telecommunications institutions before 1979.
Although the thesis seeks to explore increasing returns in the period starting from 1979, it is
nonetheless important to provide information on the history of telecommunications
institutions from the beginning of telephony until 1979. This is because, firstly, through this
account, one can better understand the institutions that will be studied in depth in the
remainder of the thesis, namely (i) the number of providers; (ii) ownership (public, private or
a mixture of the two); (iii) the degree of competition permitted; and (iv) the allocation of
regulatory powers. Secondly, in 1979, ie. the point of departure of the thesis,
telecommunications institutions had already experienced almost a century of history. An
exploration of long-standing features is therefore useful to put pressures for change and
endurance in perspective. Thirdly, the chapter shows that significant institutional differences
developed between Italy and Britain before 1979. Path dependence predicts that if increasing
returns are present (which is regarded as likely for institutions), institutional differences will
increase over time as countries follow different institutional paths. The thesis will show that

such increasing returns were present after 1979 in Italy in following chapters.

This chapter therefore sets the starting points for analysis by outlining what
differences had developed by 1979. The chapter thus provides a short account of the
trajectory followed by telecommunications institutions prior to 1979. In keeping with the
thesis” methodology, whereby British telecommunications institutions are used as a
benchmark to study Italian ones and their trajectory of change, the chapter focuses on the

latter, while providing only essential information for the former.
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The chapter is organized in chronological order and by country. The first three
sections deal, first, with the formative years of Italian telecommunications institutions, i.e. the
period from 1878 and until World War II, second, the institutional changes that took place
between the years following the end of World War II and 1968 and, third, the period between
1968 and 1979 in order to provide a suitable introduction to the years for which a detailed
study is provided in chapters 4 to 6. Afterwards, the chapter describes the situation of British
telecommunications before 1979 to better understand the reforms that took place in Britain

and the direction of the British path.

II. THE FORMATIVE YEARS OF ITALIAN TELECOMMUNICATIONS
INSTITUTIONS: FROM 1878 TO WORLD WAR II

The birth date of telephony in Italy can be set at 1878, when the first official trial took
place before the Royal family. It was a connection between the Quirinale Palace and the
telegraph office of Tivoli, near Rome. The experiment was apparently very successful and
their Royal Highnesses were “fully satisfied”.’! At that time, the provision of telephony

services was confined to a local network, normally encompassing a city.

A ministerial decree of 1881°% established that telephony services were reserved to
the state, which could opt to license private individuals to carry them out under a licence
(concessione). In 1881, there were 37 licensees (concessionari), some of them providing
rival services in the same city. A law passed in 1892 enshrined the early relationships
between the state and private individuals as far as telephony was concerned.”® The law
permitted private individuals to run telephony services; however, they could only do so under

a licence, which was to last for 15 years. After such time, the state was entitled to claim back

3 Relazione statistica sui telegrafi del Regno d’Italia, 1878.

Ministerial Decree of April 1, 1881.
53 Law No. 184 of April 7, 1892.
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all the assets, without paying any fee. This obviously created an uncertain climate, which
was not beneficial for investments. As a consequence, the industry lagged behind and fell
below the levels of other European countries. This was remedied in part by direct state

intervention.

In 1907, the Ministry of Posts and Telegraph took control of the two most important
licensees, Societa Generale Italiana dei telefoni e applicazioni elettriche and Societa
Telefonica alta Italia. Under state control, though, the sector declined even further. In 1916,
a ministerial commission presided by Mr. Semenza concluded that the state had to entrust
telephony services to private investors. The First World War impoverished the State to a
significant extent and the Mussolini government decided to embrace privatization, albeit

retaining a licensing system.

In its 1921 manifesto, the national fascist party had stated its intention to return public
services to the private sector. Once in power, the Mussolini government faced strong
pressure to make good its promises. Several private groups were interested in investing in the
telephone sector. The low penetration of telephony in Italy compared with other countries,>*
offered a good business opportunity that attracted the interest of equipment manufacturers
and private investors who foresaw the potential profitability of the telecommunications
industry. The main equipment manufacturers included Pirelli and Tedeschi, which merged
after World War I to form Sirti. Private investors included both industry and banking
institutions. In fact, at that time banks were co-venturers with industry in companies active in
the sector. The leading Italian banks were Banca Commerciale Italiana (Comit) and Credito

Italiano (Credit).

> According to a study of 1927, there was one telephone per 392 inhabitants in Italy, against 12

in the USA, 45 in Germany, 116 in France and 58 in Britain. See B. Bottiglieri, S/P (Milano:
Franco Angeli, 1987), 82.
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In 1924, the government started the privatization process. The aim was to improve
the provision of telephony services, which had languished under state control. For this
reasons, the licences contained conditions imposing a demanding investment plan to develop

the service across Italy.

Although it received technical advice on the superiority of a system based on a single
provider, the government decided against it. Several factors explained this choice. Firstly,
the government feared the concentration of power in the hands of a single company.
Secondly, putting to tender a single licence would have attracted only very large groups,
whereas the government also wanted to favour smaller investors. Finally, by awarding
several licences the government could more easily please the plethora of private investors

who expected a reward for supporting the party.*’

Italy was thus split into five areas, each to be assigned to a licensee. A sixth licence
comprised the provision of inter-area and international telephony. In 1925, the licences were

awarded as follows:

e Area 1, comprising the North-west of Italy, to Step—Societa telefonica
piemontese, which soon after changed its name into Stipel-Societa telefonica
interregionale piemontese e lombarda, a company which belonged to the S/P—
Societa Idroelettrica Piemontese group, a holding whose primary activities
were in the field of electricity production and sale and with strong ties with
Comit bank. Stipel could also count on an alliance with equipment
manufacturer Siemens. This licence was by far the most lucrative one, given

that it covered the richest area of the country.

55 See Bottiglieri, SIP, 90.
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e Area 2, comprising the North-East Italy, to Telve-Societa telefonica delle
Venezie. Originally Telve was a company founded by a group of local
investors. It is important to note that in 1928, Telve came under the control of
SIP, which, in turn, meant an alliance with Comit bank. This area, however,

remained with limited prospects in terms of revenues and growth.

e Area 3, comprising the centre-North of Italy, to TIMO-Societa telefoni Italia
medio-orientale. Already in 1926, TIMO was bought by SIP, which thus

controlled three out of five licensees.

e Area 4, comprising the North-West and central Italy and Sardinia, to Teti-
Societa telefonica tirrena. This area was the second richest one in the country,
comprising Rome and Florence. Teti was controlled by two private groups:
Pirelli and Orlando, a company with mining activities. The other major Italian

bank, Credit, also supported Teti.

® Area 5, comprising the South of Italy and Sicily, to SET-Societa esercizi
telefonici. This company included Ericsson of Sweden and it was the only one
with foreign investment. In fact, Ericsson exercised control over the company
thanks to a complex corporate structure, which, through the creation of
holding company Setemer-Societa elettrotelefonica meridionale, was designed
to circumvent the rules against control by foreign parties over Italian

companies.

As to the sixth licence, since there was only one bidder, the government decided to
take direct responsibility for the provision of inter-area and international telephony. It thus

decided to set up a body, which could operate with significant latitude from the minister,
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although reporting to the latter. Thus, in 1925 the government set up ASST- Azienda di Stato
per i Servizi Telefonici,56 under the control of the Minister of Posts and Telecommunications,
itself a recent creation dating back to a law of 1924.°7 ASST, like its sister organisation
entrusted with postal services, the Administration for Posts and Telegraphs (Amministrazione
PP. TT.),”® enjoyed significant autonomy within the ministry. First of all, ASST was the seat
of expertise in telecommunications; thus the minister was dependent on ASST for advice on
telecommunications, lacking any such resource directly in the ministry. In other words, the
ministry itself was a rather light body, whilst the two Aziende, ASST and Amministrazione
PP. TT., had a significant number of employees and their heads wielded important powers
that could be exercised with much independence from the Minister. Secondly, ASST also
enjoyed financial independence since its budget was separate from the Ministry’s budget. Its
revenues derived from the fees that licensees had to pay to the state for grant of the licence.
ASST could then use its resources to enter into contracts, subject only to a form of light

supervision from the Comptroller (Corte dei Conti).

ASST was both a provider of telecommunications services and a regulator. This is
because, while being in charge of providing inter-area and international services, ASST was
also entrusted with monitoring the performance of the licensees. The relationships between
ASST and licensees were further complicated by the fact that often ASST was in fact unable
to fulfil its mission as a provider. For instance, in 1927 ASST entered into an agreement with
the licensees for the building and operations of the telecommunications network linking the

cities, which were the seat of regional authorities (capoluoghi di provincia).”” Although it

% Royal Decree No. 884 of 1925.
37 Royal Decree No. 596 of 1924.
58 Royal Decree No. 520 of 1925.

5 See Convenzioni aggiuntive issued by Royal legislative decree No. 36 of 1926.
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fell within its remit, ASST was unable to carry out the activities necessary to realize this
project and so decided to contract it out to the licensees. This, however, started innumerable
claims on both sides as to the compensation to which the licensees were entitled and lengthy
disputes on the use of infrastructure, since the services entailed both ASST’s network and the
licensees’. The relationships between ASST and the licensees did not improve in the
following years. In fact, the need for ASST to use the licensees gave rise to more contracting

out, which, in turn, meant more disputes and litigation.

The financial crisis that hit the US markets in 1929 spread to Italy, albeit a few years
later. The effects on the telecommunications sector were substantial. The licensees had
borrowed heavily to finance the construction of the network. Comit and Credit banks had a
very significant exposure with the licensees, both as lenders and as shareholders. In order to
rescue the banks from the crisis, in January 1933 the Mussolini government created IRI-
Istituto per la Ricostruzione Industriale. In October 1933, IRI created STET-Societa
Torinese Esercizi Telefonici, its first sector-specific holding.®® STET acquired participations
from Comit, including a controlling stake in SIP. By controlling SIP, IRI-STET became the
most prominent operator of private telephony in Italy. Given that ASST was also a
telecommunications provider and that IRI-STET was funded through state resources, the year
1933 saw a sort of re-nationalization of the telecommunications industry, the only private

undertakings remaining outside state control being TETI and SET.

Thus, before the Second World War broke out, the situation of Italian

telecommunications institutions could be described as follows:

60 See B. Bottiglieri, STET: strategie e struttura delle telecomunicazioni (Milano: Franco

Angeli, 1987).
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Number of providers There were six providers of telephony services, five of
which operated under a licence. The licences were drawn on the basis of the
territory covered. The sixth provider, ASST, differentiated itself for the type
of service provided — inter-area and international telephony -, although ASST
often contracted out to the licensees its services and, in any event, was
dependent on the licensees’ collaboration to operate, since its network was

connected to the licensees’.

Ownership. There was a mix of public and private ownership, although the
state played a major role. While ASST was part of the Ministry, the licensees
were private companies. However, through IRI-STET, the State had control
over three out of five private providers. IRI-STET aimed to manage the
companies for which it had control according to market criteria, but it could
not act independently from the government, which, ultimately, provided

funding and had the right to appoint its management.

Degree of competition. The licensees and ASST operated under exclusive
licenses. In the allotted area, only the licensee had the right to provide the
services for which it was awarded the licence. Thus, there was no competition
between licensees, nor could anybody provide telephony services without a

licence.

Allocation of regulatory powers. Regulatory functions were entrusted to
ASST. However, generally speaking, ASST did not exercise its regulatory
functions effectively. As a consequence, there was a lack of guidance and

planning.
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III. FROM WORLD WAR II TO 1968: THE CONSOLIDATION OF ITALIAN
TELECOMMUNICATIONS INSTITUTIONS

Telecommunications infrastructures were badly hit by the war. Subscribers also
dropped from 634,483 in 1942 to 459,361 in 1945.°" However, conditions improved in the
years between 1945 and 1948, thanks to a tariff increase granted by the government, a surge
in demand and a stabilization of the economy. This translated into new investment to replace
lost infrastructure and to build new, more modern one. In 1946, TIMO, one of the licensees
under IRI-STET, implemented one of the first systems to enable customers to route calls

outside of their areas without the need for an operator.

While Italian telecommunications were improving their performance, a cloud hung
above the destiny of the licensees. The licences were to expire in 1955 and it was not clear
whether the government intended to renew them or not. After the war, several plans were put
forward to modemize telecommunications institutions, including plans from U.S.

companies.62

All of them proposed some sort of re-unification, given that the split of the
service between six providers was largely inefficient and increasingly untenable from a
technological point of view. However, some argued that such reunification should be led by
ASST, with the state re-taking direct control over telecommunications. Some others, on the
contrary, favoured the IRI formula and argued that IRI should control the licensees it did not
already control, and, moreover, there was a plan for IRI to also acquire ASST’ assets.®?

ASST mounted a vigorous and successful battle against such option and the final solution

was dictated by the desire to preserve ASST’ sphere of power.

6l See Telecom ltalia, L’Iltalia al telefono, 2006, internal publication available on request

(extracts are published in Telecom Italia’s website, www.telecomitalia.it).

62 See, e.g., the plan by International Telegraph and Telephone corporation to acquire control

over the entire sector, a plan which was met with favour by ASST and fought by IRI (see
Bottiglieri, SIP, 250).

63 See Bottiglieri, SIP, 337.
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In 1957, TETI and SET came under state control through an acquisition by STET.
The five licensees obtained a new licence, whose terms, though, were highly favourable to
ASST. The latter was confirmed in its earlier role of provider of inter-area services and
international services. The licensees were obliged to collect payments due to ASST and to
guarantee such payments, even if the customer failed to do so. In addition, ASST continued

to be empowered to monitor the licensees’ compliance with the terms of their licences.

A further re-organization of the sector took place in 1964, when SIP (controlled by
IRI-STET) incorporated all other telecommunications providers under IRI’s control. This
reorganization took place after a law of 1962 that nationalized the electricity sector, thus
forcing SIP to sell its electricity assets to the state-controlled body Ente Nazionale per
I’Energia Elettrica (ENEL).64 IRI decided to use the sums obtained as consideration for such
assets to buy out the other licensees, thus streamlining its holdings in the telecommunications
sector. As a consequence, in 1964, SIP-Societa Idroelettrica Piemontese, became SIP-
Societa italiana per 1’esercizio telefonico per azioni and incorporated the other licensees. In

the same year, a new licence was signed between SIP and the state.5

One of the key issues
underlying the 1964 licence was the criteria for sharing traffic between ASST and the
licensees, including SIP. While at the beginning of telephony demarcation lines could be
drawn between inter-district traffic and within-district traffic, as interconnection between
districts grew, this division lost any economic or technical backing. Yet it was of paramount
importance for ASST, whose role was directly proportional to the amount of traffic for which
it could be held responsible. As a consequence, while economically or technologically

unsound, at every licence renewal ASST sought to preserve its share of traffic as a means to

defend its position vis-a-vis the licensees. In this respect, the 1964 licence perpetuated the

64 Law No. 1643 of 1962.
65 See Presidential Decree No. 1594 of 1964.
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pre-existing situation whereby traffic was shared between ASST and the licensees. In an
attempt to reduce the uncertainty as to the respective allocation of traffic and the ensuing
disputes, the 1964 licence adopted three categories, of which two were to be the exclusive
competence of ASST and SIP, respectively, and only the third one constituted shared traffic,
ie. trafﬁc for which both ASST and SIP were responsible. More specifically, the telephone

calls were categorized as follows:

o the traffic that fell exclusively under ASST competence was traffic between
the twenty-one cities that were considered as being important nodes of the

network (centri di compartimento).

e The traffic between a centro di compartimento and another city, which was
not a centro di compartimento was shared traffic, for which both SIP and
ASST had competence (in the former Area 5, i.e. in the South of Italy and
Sicily, due to the development of the network shared traffic also included

traffic between different telephone districts).

o All traffic outside the two above categories was SIP’s exclusive competence
(in the former Area 5, this also included traffic between cities within the same

telephone district or compartimento).

As can be seen, the division of competences between ASST and SIP was far from
clear. There were several drawbacks: it was more difficult to plan network development,
maintenance and provision of services; there were costs from duplication of equipment and
networks; revenue sharing was difficult and lent itself to endless disputes. It also acted as a

deterrent for investment and thus resulted into a low level of service. Only 15% of shared
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traffic was through automated switching, as opposed to 90% and 70% for traffic which fell

under the exclusive competence of, respectively, SIP and ASST.

The plan to bring automatic switching to the entire network by the end of the 1960s
required a new division of competences between SIP and ASST. ASST, though, was
reluctant to enter into this negotiation, as it feared to lose a share of its competences. This
fear only increased when, in 1964, SIP merged with other licensees. In order to allay ASST’s
concerns and to promote the desired improvement, a new licence was signed in 1968.% The
new licence increased the number of cities centro di compartimento, whose traffic fell within
ASST’s exclusive competence, from twenty-one to thirty-seven. In return, the licence set out
that all other traffic would belong to SIP. Thus, the division was dictated by the need to
compensate ASST for its loss, rather than by technological or economic reasons. Indeed,
having more centri di compartimento meant that ASST could expand its presence by
acquiring offices, infrastructure and hiring new staff. An expansion of its activities was in
itself a guarantee for the future survival of ASST since, by having a sizeable number of
employees and infrastructures, ASST could carry considerable weight in negotiations with
the licensee as to the division of tasks. In exchange for letting ASST increase the number of

centri di compartimento, SIP gained clearer boundaries and less interference by ASST.®

It is useful to summarize the main provisions laid down in the 1968 licence since they
provide valuable information on the provision of telecommunications services in Italy at that

time and the effects of a split system of providers (ASST, SIP and the other licensees).5®

66 See Presidential Decree No. 427 of 1968.

&7 Bottiglieri, SIP, 395.

68 It should be noted that licence terms and conditions were set out in a separate document

attached to the licence, called the “Convenzione”. While the licence was the formal act of
appointment, the Convenzione contained the detailed list of rights and obligations of the
licensee.
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Investment. SIP was under an obligation to invest in such a way as to ensure
the development of infrastructure in accordance with a plan set out by the
Minister of Posts and Telecommunications, acting in accordance with the
Treasury and the Minister for State Holdings. In this respect, it is important to
note that the licence incorporated by reference a development plan set out by
the Ministry in 1957.° Further, SIP had to submit annual plans of the
investments it intended to carry out and the plans were subject to amendments
and final approval by the Council and the Board, two technical bodies, which

were part of the Ministry of Posts and Telecommunications.

Ownership. SIP was a publicly traded company. By law, the majority of its

shares had to be in the hands of IRI, directly or indirectly.

Regulation. ASST had ample powers to monitor SIP’s compliance with the
terms of its licence. For instance, ASST had to approve the equipment used
by SIP to build infrastructure. Furthermore, ASST had to ensure that SIP
complied with the investment plans and could for this reason conduct

inspections, request information and conduct technical verifications.

Targets. SIP’s targets included the development of a system of direct dialling
by the customer, i.e., the ability of each customer to call another user without
the need to speak to an operator. Interestingly, SIP had to provide ASST with
the means to enable the traffic which fell under ASST competence to also
benefit from direct dialling. Further, SIP had to set up a telephone network

every time that at least 25 subscribers so requested, with a time limit of 30

69

Piano regolatore telefonico nazionale, approved by Ministerial Decree of December 11,

1957.
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days for the new connections to become operational. SIP had also to meet
demand from rural communities who wished to be connected to the network.

Finally, SIP had to publish the telephone directory.

Tariffs. The licence set out the tariffs that SIP could charge to its users.
Tariffs were to be updated every two years to be brought in line with industrial
costs, taking into account a comparison with costs incurred for similar services
by foreign operators. Tariffs were decided by a ministerial decree, following a
deliberation of CIPE — Comitato Interministeriale per la Programmazione
Economica (the Inter-ministerial Committee for Economic Planning), a body

created by law in 1967 with powers over economic policy.70

Licence fee. SIP had to pay ASST 4.5% of its total revenues each year as
licence fee. This fee could be increased by 0.8% after one year from the start

of the licence.

Duration. The concession was to run until 1996.

Thus, at the end of the 1960s, Italian telecommunications services were provided
mainly by SIP, which, after the incorporation of the former licensees, had become by far the
most important provider, and ASST. In addition, specific services were provided by other
two companies under STET control, namely Italcable and Telespazio. The former was
founded in 1941 to provide international telephony services between Italy and non-European
states and it came under STET control in 1964. The latter was created in 1961 with the
participation of the Ministry of Posts and Telecommunications, Italcable and RAI, to provide

satellite communications. It also became part of STET group in 1964.

See Law No. 48 of 1967.
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Although this represented a more simplified organization of the sector compared to
the earlier period, when provision of telecommunications services was split between six area
providers (besides Italcable and Telespazio), it still meant a high degree of fragmentation.
Moreover, the relationships between SIP and ASST acted as a hindrance to an orderly

development of telecommunications services.

IV.  SIP 1968-1978

Thanks to stability and strong growth in the economy between the end of the 1960s
and the early 1970s, the Italian telecommunications sector fared well, compared with other
countries. The table below shows that, e.g., the penetration of telephony, as measured by the
number of subscribers per 100 inhabitants, was higher in Italy than in France and it was not
far from Germany and United Kingdom. This result was all the more remarkable given that,
starting from 1968, a wave of strikes and industrial actions severely hit the growth potential

of the sector.
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Table 2 - Number of subscribers and telephone penetration as of January 1, 1973 (Source: R. Abeille,

Storia delle telecomimicazioni italiane e della Sip 1964-1994, 49).

umber of su

73.X49
25,675
10,830

- United Kingdom f 10,308

France
Sweden

Switzerland

In 1972, SIP signed a new licence, with a view to promoting further expansion of the

service.' The 1972 licence provided, inter alia, the following obligations for SIP:

» to connect not fewer than 800,000 new subscribers per year, with priority for

new subscribers in the South of Italy.

* To connect within a reasonable time and no later than by 1975 all subscribers

who had already applied for service and whose demand had not been satisfied.

" See Presidential Decree No. 803 of 1972.
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e Within two years, to start providing mobile telephony in the district of Rome

and, progressively, to extend the service to the other districts.

e To upgrade the network in order to provide videotelephony and cable

television.

e To start data transmission over the existing public telephony network and

other network segments, to be developed accordingly.

At the same time, SIP tariffs were amended to enable the company to increase its
revenues by approximately 15%.”> Amendments to SIP tariffs were decided by CIPE having
regard to the significant investment that was required to meet the ambitious targets set in the
1972 licence. The tariff increase of 1972 was the first one since 1964. In the same period,
inflation rose by 40%, though. In France, Germany and the United Kingdom there had been
already, respectively, three, two and four tariff increases in the same period. This increase
notwithstanding, Italian customers still benefited from one of the lowest tariffs for local calls
in Europe.”” This already shows the delicate financial equilibrium of SIP. While the
company had to meet the targets set in the licence, it was dependent on the government for its
revenues. Tariffs obviously had a profound impact on the company’s ability to finance
investments and, consequently, to meet demand and bring about new services. This meant
that the company was very vulnerable to political interference, as the government could use

its power over tariffs as a tool of economic policy-making.

In the period between 1973 and 1978, the economic crisis brought about by the oil

shock was compounded in Italy by a period of social unrest. The ‘anni di piombo’ as they

n R. Abeille, Storia delle telecomunicazioni italiane, 41.

73 Ibidem.

73



were defined, marked a very low point of confidence in Italian institutions. In 1978, the
Prime Minister, Aldo Moro, was kidnapped and assassinated by a group of left-wing
terrorists, the red brigades. These severe hardships took a heavy toll on the Italian
telecommunications sector too, especially on SIP. This is because, faced with high inflation
and the need to sustain investments, both to fulfil the licence terms and to avoid jeopardising
even further industrial relationships, SIP saw its expenses far exceed its revenues and started
to borrow heavily. A tariff adjustment was needed to enable SIP to comply with its mission

and continue to supply services.

In 1975, CIPE granted a tariff increase to remedy SIP’s disastrous situation.
However, this increase provoked a backlash from public opinion. The company was not able
to fight back with an adequate information campaign. Thus, shortly afterwards the
government partly retracted on such increase. The period thereafter (i.e. 1976-1979) was
characterized by a pattern of requests for tariff increase in the face of a worsening financial
situation, and continuous delays as governments were short-lived and, in any event, hostile to

such increases.

The role of CIPE as a regulator increased, as this body was in fact the ultimate centre
of decision making over this vital matter. However, CIPE too, as a ministerial body, was
prey to government instability. As a result, investment was lagging, the rate of increase of
new subscribers slowed down and the financial burden escalated. In 1978, the company
failed to earn a profit on its operations and in 1979 the company had a significant deficit.

The table below shows the composition of cost items in SIP accounts between 1973 and

1979.
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Table 3 - SIP - Costs and profits in percentage 1973-1979 (Source: R. Abeille, Storia delle telecomimicazioni

italiane, 61)
197T.?
*5/\
Amortization' 15.2 13.6 15.6 15.7 16.6 11.2 24.7
Other 6.3 4.7 5.0 4.8 5.0 4.4 4.7
Profits 4.9 2.2 . 3.1 2.6 2X). 0 ~ 189
100 100 100 100 100 100 100

Total

Being unable to finance its operations and with tariffs systematically lagging behind
inflation, SIP experienced a very serious financial crisis in 1979. The crisis had severe
repercussions on SIP’s ability to deliver telecommunications services, plummeting the sector
into stagnation amidst public outcry about lack of adequate services. It is against this
scenario that one must assess pressures for changing telecommunications institutions and
increasing returns. Before turning to this matter, the section below provides information on

British telecommunications institutions before 1979.

V. BRITISH TELECOMMUNICATIONS INSTITUTIONS BEFORE 1979

The provision of telecommunications services in Britain differed markedly from that
of Italy since the very beginning of telephony. In contrast to the fragmented state of the
sector in Italy, starting from 1869, the Post Office ran the services on the basis of a

monopoly.
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The Post Office had been created in 1840 as a government department, headed by a
minister, the Post Master General.”* Its remit originally encompassed the telegraph.
However, when telephone systems appeared in 1877, the Post Office claimed that they fell
within the definition of ‘telegraph’ as provided under the Telegraph Act of 1869.” Thus, the
Post Office asserted a monopoly overt telecommunications. The Post Office was not the only
actual provider of telecommunications services. It chose to license private operators,
alongside its own operations. However, the co-existence of private licensees and Post Office
was progressively reduced and ended in 1912, when the Post Office completed the
acquisition of the National Telephone Company’s assets.”® By 1912, therefore, the Post
Office was the only provider of telecommunications services in Britain (with the exception of

the municipal network of Kingston upon Hull).

This can be usefully contrasted with the Italian situation. As noted, in 1925 the
Mussolini government decided to award six licences for the provision of telecommunications
services, based on geographic areas, rejecting an advice on the superiority of a single
provider from the point of view of technology and economic efficiency. Thus, the split-
supply model adopted by the Italian telecommunications sector contrasted with the single-
supplier model of Britain. Moreover, the Italian licensees were private companies, with
ASST being the exception. Ownership arrangements in Britain, by contrast, hinged on full

state control over the provider, with the Post Office being a government department.

Small reforms were introduced in the 1930s, when a Post Office board was created

and there was an attempt to separate postal from telecommunications services, and in the

o See the Telegraph Act 1868; H. Robinson, The British Post Office: A History (Princeton:
Princeton University Press, 1948); Thatcher, The Politics of Telecommunications, 32-9.

s See Thatcher, The Politics of Telecommunications, 32, who also explains that this position

was endorsed by a judgment issued by the High Court in 1880.

The Post Office had bought the National Telephone Company’s trunk network in 1896 and
bought its local networks in 1911 (see Thatcher, The Politics of Telecommunications, 32).
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1960s, when separate Deputy Director Generals for posts and telecommunications were
created with a view to grant more autonomy to the two.”’ In 1961, the Post Office Act “made
the Post Office a hybrid between a department and a public corporation”, thus altering the

Post Office’s institutional position, albeit to a “modest” extent.”®

Further to an act of law passed in 1969, the Post Office became a public corporation,
thus ending its position as part of the government.” The Act created a Minister within the
government, the Minister for Post and Telecommunications, with responsibility for drawing
up policy measures and overseeing the Post Office. The status of public corporation was
intended to afford the Post Office the ability to behave more independently from the
government. The Post Office was responsible to provide postal, telecommunications and data
processing services in the UK and abroad,*® under an all-encompassing monopoly regime, as
it enjoyed an “exclusive privilege” to run the telecommunications network. The monopoly
thus conferred on the Post Office was as comprehensive as anything in Europe and a
commentator claimed that under, this regime, the UK telecommunications market was “the
most closed within the OECD”.®' Moreover, the Post Office was free to decide charges and

terms and conditions for its services.®?

The duties it was charged with were phrased in very general terms. For instance,
under para. 9.1 of the 1969 Act, the Post Office had to “exercise its powers as to meet the
social, industrial, and commercial needs of the British Islands in regard to matters that are

subserved by those powers and in particular to provide throughout those Islands (save in so

m See Thatcher, The Politics of Telecommunications, 34-5.

78 Thatcher, The Politics of Telecommunications, 38.
7 See Post Office Act 1969.

80 See para. 7 of the 1969 Act.

8l J. Solomon, ‘Telecommunications Evolution in the UK’, Telecommunications Policy, (1996),
186-192, at 186.

82 See § 27 of the 1969 Act.
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far as the provision thereof is in its opinion impracticable or not reasonably practicable)
such services for the conveyance of letters and such telephone services as satisfy all
reasonable demands for these”. When compared with the terms of SIP’s licence, these
obligations appeared both vague and difficult to be enforced. In particular, the requirement
of “reasonable practicability” undermined the binding force of such provision, also given that

the Post Office was ultimately the sole entity that could judge such requirement.83

The most significant constraint to the Post Office autonomy was in financial matters.
The Post Office had to at least break even over the years, taking into account amortization.**
Capital expenditure was to be agreed with the Minister.®® Borrowing required approval by
both the Treasury and the Minister and there was a limit to the amount of borrowing. The
financial limitations that impinged on the Post Office autonomy also derived from outside the
legal framework of the telecommunications sector. In fact, constraints outside the 1969 Act

proved probably more severe.

The Post Office finances were part of the general public expenditures. An increase in
the Post Office spending raised total public expenditure. In practice this meant that the Post
Office’s finances and the general budget were intertwined and that the government could
deny a tariff increase in light of its objectives of macro-economic policy. For instance, the
Heath government refused to allow a tariff increase that would have kept prices abreast of
inflation and sacked the Post Office chairman for advocating commercial freedom from the
government. In addition to price restraint, the Post Office also had to contend with sudden

cuts in its capital investments programme as the government in 1973 imposed a cut of 20%

8 See Thatcher, The Politics of Telecommunications, 95.

84 See para. 31 of the 1969 Act.
8 See para. 11.8 of the 1969 Act.
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with no prior consultation. Lack of resources and poor investments inevitably lead to

growing unsatisfied demand among users.*

In order to tackle the Post Office situation, the new Labour government set up a major
review of the Post Office in 1975. The review (the “Carter Report”) carried out an
assessment of the Post Office efficiency compared to other postal and telecommunications
authorities with similar tasks.’”  Although guarding against the difficulties of such
assessment, the report concluded that “Whilst the Telecommunications Business of the Post
Office has much to be proud of, it remains significantly less efficient than the best of its

overseas competitors”.®® On the marketing side, the Carter report pointed out that “its

customers get the feeling that they are being graciously permitted to use the systems”,*’ and
that “the Postal and Telecommunications Business needed to understand a great deal more
than they [did] about the profiles of the various markets they served”.”® Moreover, the Carter
Report addressed the issue of relations with government. It found that there was a thoroughly
confused relationship between government and the Post Office with no clear agreement as to
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