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I first met William Vickrey in Narita Airport outside Tokyo in 1992, He was on
his way back to the United States from China, where, in wypical Vickrey
fashion, he was using novel theoretical ideas to advise a government about its
economic policy, hoping to make life better for large numbers of people. 1
ook the chance to approach him and introduce myself, Soon, we were en-
gaged in a spirited if rather one-sided discussion about the likely eftectiveness
of some of his proposed policies for China.

Despite Vickrey's intense interest in practical applications, it was his brilli-
ant theoretical work that was emphasized in the prize citation-particularly his
path-breaking initiation of the theory of auctions and market design. We can
best honor Vickrey's memory today by putting these abstract theoretical ide-
as o use in real and important applications. My goeal in this lecture is 1o show
one way in which that might be done, with an application to the problem of
regulating and financing “universal telephone service,” which means afford-
able basic telephone service for nearly everyone,

I have organized this lecture in four parts. The first is a review of some ide-
as introduced in Vickrey's seminal papers about the theory of auctions. I use
the term “auction” broadly to refer 1o any market process in which the iden-
titics of the buyers or sellers and the terms of trade, particularly including
prices, are determined by an explicit comparison of bids or offers. In parti-
cular, the term encompasses both “open auctions™ and “sealed tenders.” The
second part describes the particular issues involved in implementing univer-
sal telephone service in the United States, and the kinds of solutions that had
been previously proposed. Similar issues arise in every economically devel-
oped country, particularly in democracies, as well as in some other industries,
such as the electrical power industry. The third part shows how Vickrey's
ideas and those of his intellectual descendants can be and are being used 1o
generate new and superior allernatives for dealing with these issues. The final
part points out some of the remaining limitations of the analysis,

U1 o gerate B to Yamike Balia, HongeBin Cai, Han Hong, Eva Meverson, John Bobaris, Dunad Salant, Yalter
Sorana, Dennis Weller, John Wosdbury and especially Bobert Wilson for theie conmments on the early versions
of this leciure,
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UNIVERSAL TELEPHONE SERVICE

The problem we will discuss today is how to make affordable basic telephone
service available to everyone (in the United States). Achieving this goal 1s ex-
pensive, for two reasons. First, some customers have such low incomes that
even modest telephone charges are unaffordable. In the United Stawes, pro-
grams designed o subsidize telephone service to low income customers are
called “lifeline service™ programs. Second, it is quile expensive to provide
telephone service o residents of some geographic areas, Establishing service
o remote customers, such as those living on farms and ranches in rural
arcas, may require runming long wires through difficult terrain to serve a
small group of wlephone subscribers. Even within urban arcas, the cosis of
connecting different customers o the telephone network can vary among
customers by a factor of ten. Programs designed 1o pay part of the cost of pro-
vidling service to high cost areas are called “universal service™ programs.

There are many reasons commonly cited for making affordable elephone
service available to evervone, In purely economic terms, one may argue that
a customer who hooks up to a welephone network provides a service not only
for his household but also for evervone else on the telephone network whoe
may ever want to contact him. This “network externality” justifies some public
subsidy to promote more extensive use of telephone service. In addition,
hooking people to the telephone network may be the cheapest way for the
public sector wo fulfill obligations such as providing public health, safety and
emergency services, Without telephones to allow residents to call for help,
public safety agencies might necd to rely on more expensive spotters and pa-
trols. Avoiding those costs provides the public with a direct financial interest
in promoting widespread use of telephones,

There can also be important political and social reasons o promote wide-
spread telephone and other communications services. A democratic society
has an interest in keeping its citizens informed about developments through-
out the country and perhaps the world and in providing a means for them o
communicate effectively with their representatives and among themselves. It
also has an interest in preventing social fragmentation in which households
or whole communities live with few connections to the rest of the poli.
Universal telephone service advances these interesis,

In practice, implementing a program of universal service involves first de-
fining “basic welephone service.” What services should be includeds Whar ad-
ditional options should be availabler What level of quality should be man-
ained: Second, an alfordable price must be established. Third, a service
provider or providers must be identified, and a means must be found of foot-
ing the bill.

In the United States, basic local welephone service has been implicitly sul»-
sichized both through reduced prices for basic wlephone service supported by
higher prices charged for other telecommunications services, such as long-
distance calling, and through the use of uniform telephone rates over wide
arcas. In California, for example, even wday, anvone in the arca serviced by

385





















ory of auction design sufficiently o make it widely useful for applications,
Despite its theoretical depth, or more likely because of it, Vickrey's contribu-
tions to auction theory may have been his most practical work of all.
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