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About LECG

LECG is a global expert services and consulting firm

Provides integrated economics and finance advice to 
companies, law firms, industry regulators and 
government agencies 

Over 1,100 professionals worldwide

Offices in London, Brussels, Madrid, Milan, Paris, and 
Toulouse, the Americas, Pacific Rim and Asia.
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Our expertise



Three theories concerning functional separation

• Functional separation a natural market 
outcome

• We would have got there anyway
Evolution

• Functional separation is a “magic bullet”

• Induces step change in level of competitionRevolution

• Functional separation is an inefficient 
solution to yesterday’s problems

• Will hinder investment, harm consumers
Step Back
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The basic arguments are well known

Pro vertical integration

• Economies of scope

• Double marginalisation

• Inefficient input 
substitution

• Hold-up

• Co-ordination and 
commitment to new 
products

Pro separation

• Reduced risk of 
discrimination

• Large benefits from 
enhanced competition in 
telecoms

• Price

• Quality

• Choice

• Innovation
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Some arguments against separation stronger than others

 Economies of scope relatively limited?

 Double marginalisation, inefficient input substitution

- Firms are smart, find ways to mitigate (e.g., non-linear pricing)

- Anyway regulation removes the upstream margin (but may hinder 
the smart solutions?)

 Hold-up

- Firms are smart, can mitigate with good contracts

- Regulation reduces/removes the risk anyway

 But, co-ordination and commitment to new products are major issues

- Challenge to co-ordinate investments across network, retail arms

- Retailers under-incentivised to ensure success of new network 
investments?
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In any case, overall there is a clear trade-off

 Vertical integration produces real efficiencies of various kinds, that 
functional separation can not fully replicate

- Gives rise to “irrecoverable efficiencies of integration”

- Stronger incentives for investment, especially in innovative 
products and services

 However, functional separation  also has real benefits in reducing 
discrimination and so promoting competition

 Policy makers have to make a difficult assessment:

1. How great are the “irrecoverable efficiencies” from vertical integration?

2. How probable is anti-competitive discrimination under vertical integration?

3. How great are the benefits of competition?
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Cross-industry perspective

2010 Water Electricity Telecoms

Efficiencies from 
vertical integration

Small (?)
- especially for 
retail-only 
competition

Medium
- large efficiencies
from locational
decisions, but 
potentially 
recoverable

Medium/High
- loss of co-
ordination

Probability of anti-
competitive 
discrimination

High (?) High 
- at least historically 
(Sector Inquiry, etc)

High
- at least historically

Benefits from 
competition

Relatively small
- Scottish 
experience, approx. 
£5mio/yr

Large
- at least historically 
(e.g., £10bn in UK)

Very large
- explosion of 
innovation
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These assessments can change over time

• Changes fundamentally linked to technological progress

• Highly industry-specific

Efficiencies from 
vertical 

integration

• Changes in regulatory capacity to detect, deter, punish

• Changes in access charges (low charges incentivise non-
price discrimination)

Probability of anti-
competitive 

discrimination

• Changes fundamentally linked to technological progress

• Also highly industry-specific

Benefits from 
competition
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Technological progress in water industry: relatively slow!

6000BC 2000BC 1792BC 1000BC 1543AD 1858AD 1913AD 1919AD 1950AD
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Irrigation and 
bucket

First water 
regulations 

(Hammurabi)

First public 
sewerage and 
water works

activated 
sludge 

process

Wooden pipes

Activated 
sludge process

Invention of 
aqueduct

Chlorination of 
public water

The great stench 
& creation of 

London’s 
sewerage system



Technological progress in electricity: historically slow...

C1850 1879 1893 1903 1935 1955 2000s
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Faraday notes that 
electricity, 

whatever its use, 
will be taxed

Edison invents the 
light bulb

AC becomes 
standard for 

electricity 
distribution

Steam turbine 
generator invented

Hoover dam used 
to generate 
electricity

Nuclear power first 
used to generate 

electricity



...but radical shift to active networks (“smart grid”)?

12

Source: Ofgem Long Term Electricity Network Scenarios report, 2009



Rapid pace of change in telecommunications
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Source: BT, 2009 

 Falling prices, rising speeds in both fixed and mobile services

 New devices, new services and convergence between telecoms and 
broadcasting services

 Next Generation Access - roll out of fibre in access network

- Opportunity for major increase in speed and quality of service

- However, requires multi billion investment.



NGA and the assessment of functional separation

• Co-ordinated investment decision between access and retail 
arms?

• Business case depends on both cost saving in access and
incremental revenue in retail

Efficiencies from 
vertical 

integration

• More emphasis on “active” products – wholesale broadband

• Less emphasis on passive access, but still scope for access to 
duct ?

• Use of retail minus for active products eg Ofcom

Probability of anti-
competitive 

discrimination

• Likely to be very large, given  potential impact of new 
technology

Benefits from 
competition
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Implications for functional separation

Water

• Benefits and costs both low and stable

• Functional separation is a  “low stakes gamble”

Electricity

• As of 2010, benefits outweigh costs, but...costs are growing (new 
economies of scope) and benefits falling (environmental externalities 
limit scope for market)

• Functional separation is a “medium stakes gamble”

Telecoms

• Efficiencies from vertical integration are growing

• Risk of discrimination may be falling

• Benefits and costs both high and volatile

• Functional separation is a “high stakes gamble”
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So for telecoms, is functional separation...

• Unlikely, given benefits from vertical 
integration (unless a “pseudo-market 
outcome”, response to regulatory pressure)

Evolution - a natural 
market outcome?

• Falling risk of discrimination suggests not
Revolution – a “magic 

bullet”?

• Possibly—time will tell

• Needs careful empirical analysis

Step Back - an 
inefficient solution to 
yesterday’s problems?
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Thank you!

Dr Boaz Moselle

bmoselle@lecg.com

mailto:jcoombs@lecg.com

