TABLE 1. Family Impacts From Social Policies

Subsidized Housing

Food Stamps Elderly Housing Projects

Age Groups Weaken Strengthen Weaken Strengthen Weaken  Strengthen
Under 60 (N=270) 28.1 71.9 30.2 68.9 49.8 50.2
60 and over (N=153) 261 73.9 43.5 56.5 61.5 38.5

X2 n.s. X2 significanta) X2 significant
Elderly by Social

Area Contexts

Neighborhood A (N=36) 47.6 52.4 75 25 58.9 41.2
Neighborhood C (N=55) 15.4 84.6 40 60 55.2 44,7
Neighborhood D (N=62) 14.3 85.7 19.4 80.6 90.0 9.1

X2 significant X2 significant X2 significant

a) Significance accepted at the .0l level or

themselves more than they differ from those who
are younger. It would seem, even from this
rather simple test, that social context areas
tend to affect whether or not certain social pro-
grams are acceptable to the target population, as
significant attitudinal differences exist.

Table 2 presents data regarding feelings of effi-
cacy. Certainly the presence or absence of effi-
cacy among the target population should affect
the choice and determine the effectiveness of
program delivery metkods. Delivery methods can
be quite diverse, but usually they fall into one
of three categories. First, the service can be
delivered to the client's home, or to a central
place accessible to the clients. For the most
part, the client is a passive recipient and can
benefit from the service with very little active
participation required. Second, a service
delivery method can be designed which requires
active cooperation from the client. In these
cases, the provider and recipient act as equal
team members in distributing the service. Third,
self-help programs can be designed in which the
initiative for both the production and distribu-
tion of benefits lies essentially with the
clientele group. In these cases, the "pro-
fessionals" may smooth the way for the benefi-
ciaries, but it is the latter who are most respon-
sible for the on-going operations and eventual
success of the program. Certainly, for a self-
help program to be successful, the target popu-
lation should be efficacious; that is, they should
at least believe that they have the ability to
accomplish those things they wish to accomplish.

It would not be far-fetched to hypothesize that
efficaciousness varies with certain socio-economic
characteristics. Both the elderly and non-elderly
in the Wilmington sample were asked if they felt
that they could accomplish things they wanted, if
they felt trapped by circumstances of their own
making, and if they felt trapped by circumstances
beyond their own control (see Table 2).

lower on the Chi Square.

With the exception of feelings of accomplishment,
there is no statistically significant difference
in efficaciousness between those who are younger
and those who are older. The expected power of
age to explain differences in feelings of efficacy
is not supported to any great degree. Both groups
feel more trapped by circumstances over which they
have no control, although the elderly are a little
more willing to assume responsibility for their
situation. Perhaps, however, they are simply more
resigned since they feel less capable than the
rnon-elderly of accomplishing certain goals.

When the elderly are placed within social area
contexts, however, there are very definite sta-
tistically significant differences on all efficacy
variables. Of particular interest is the response
to the questions, '"Do you feel trapped by circum-
stances of your own making?'" Note that no one in
Neighborhoods A and D responds affirmatively.

The reason for that response may be quite differ-
ent, however, if one examines the responses to

the other two questions. Few people in A feel
trapped at all, while almost 70% in D feel
trapped, but by circumstances thought to be beyond
their own control. Thus, it can be concluded that
age, alone, is not a very reliable estimator of
efficacy. An awareness of social area contexts
would seem to make a positive difference in
planning service delivery systems as significant
efficacy differences within an aged group do
exist.

Table 3 presents reponses to questions regarding
energy policies. More than that, the sample
reveals their attitudes toward institutions that
often find themselves in the role of program
deliverers. Residents were asked whether or not
they were aware of a government program to help
those in need pay their home heating bills, and
whether they trusted the federal government,
utility companies, and/or people themselves to
develop programs and policies which constructively
deal with energy-related problems (see Table 3).



TABLE 2. Feelings of Efficacy

Can Accomplish

Trapped by Circumstances
of Own Making?

Trapped by Circumstances
Beyond Own Control?

Things?
Age Groups No
Under 60 0.2
60 and over 18.8

a)

X2 significant

Elderly by Social
Area Contexts

Neighborhood A 0
Neighborhood C 11.6
Neighborhood D 31.6

2
X" significant

a)

Again, with the exception of trust in utilities,
those who were under 60 and those who were over
60 held remarkably similar views. Both tended to
trust utility companies the least, (although the
elderly were somewhat more willing to believe that
utilities might be able to help) and had most
faith in the power of people, themselves. The
elderly, who probably need more help in meeting
home heating costs, were also slightly more (but
not statistically significantly) more aware of
programs designed to give aid in that area.

Does social area context recognition seem to make
a difference? The elderly, again, showed signi-
ficantly different views on three out of the four
variables. The elderly in Neighborhood A, who
seem to feel the most efficacious, trust people
the most, are at least twice as distrustful cf
the federal government as the elderly in the
other neighborhoods, and are least aware of the
government aid program. The elderly in Neighbor-
hood D, who feel the least efficacious, place the
most faith in the federal government and also are
the most aware, by far, of the financial assis-
tance program. Again, we find that there are

far more differences in attitudes among the
elderly themselves, than between the older and
the younger.

Implications of the Data

A limited statistical test has now been made of
the question of whether targeting programs by
social area contexts may be more effective than
targeting by some general characteristic, such
as age. The results indicate that recognition of
social area contexts, or neighborhoods, would
help improve program performance. Out of the
ten factors which could influence program design
and effectiveness shkown on Tables 2 through 3,
the social area contexts of the elderly reflect
statistically significant different attitudinal
orientations in nine cases. Age, alone, was a
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No No
68.2 43.8
74.5 47.6
X2 n.s. X" n.s.
100 86.4
76.7 61.9
100 31.4

X2 significant Xz significant

Significance accepted at the .01 level or lower on the Chi Square.

significant factor in only four cases. Program-
ming for age, then, may be important, but it is
not sufficient. The aged could probably be
helped even more effectively by programs and
policies designed for that purpose if their social
area contexts, or ncighborhoods, were taken into
account.

To do this, policy and program designers must
understand more than the "average'" conditions of
the "average" life of a particular group. They
must also try and understand the particular

social contexts which impact upon a person's life.
For example, the data would indicate the following
about the elderly in Wilmington: With the excep-
tion of elderly housing projects, they are very
favorably disposed toward social aid programs;
self-help programs are likely to be successful as
81% feel very efficacious; and local people should
sponsor the programs as they are viewed as the
most trustworthy. Programs designed along thece
lines, however, for delivery to the elderly in
Wilmington would likely be very effective only for
those elderly residing in certain areas such as
Neighborhood A. There is a real possibility that
they would either have neutral or negative impacts
for the elderly in other parts of the city.

In order to predict the true effectiveness of a
program, the social area contexts should be in-
vestigated. For example, acceptance of the Food
Stamp program varies greatly in Wilmington, with
the residents of Neighborhood A very much opposed.
Why? Are there services operating either for-
mally or informally in that neighborhood that
lessen the need for food stamps? Are the atti-
tudes of the merchants so disagreeable that this
group feels there is a stigma attached? Although
the elderly in Wilmington generally feel that
housing projects are not a very desirable alterna-
tive, Neighborhood D is very much opposed. Why?
Do they find strong supports existing in that
neighborhood that make them feel they would be



TABLE 3.

Age Groups
Under 60

60 and over

Elderly by Social
Area Contexts

Neighborhood A
Neighborhood C

Neighborhood D

Energy Policy Responses

Aware of Govt.
Policies to help

Can Trust Govt. to
Come Up With

Can Trust Utilities

To Come Up With

Can Trust People
Come Up With

to

with heating bills Policies Policies Policies
No No No No
81.5 46.1 66.6 29.3
74 45,7 56.4 337

X2 n.s. X2 n.s X2 significanta X2 n.s.
57.1 63.6 81.8 2257
23.8 30.0 23.8 32.5
2.8 36.0 100.0 40.0

X2 significant X2 significant X2 significant X2 n.s.

a) Significance accepted at the .01 level or lower on the Chi Square.

worse off in a '"segregated" housing unit? Are
there similar types of housing for other people
in that neighborhood that are very depressing or
unacceptable for some other reason?

Significant differences in neighborhoods could
lead us to some preliminary conclusions regarding
successful program delivery methods. Neighbor-
hood A is the most likely candidate for self-help
programs requiring initiative. Why? Has this
area been involved in other successful projects?
Do they feel well-connected into the political
and financial infrastructure? Neighborhood D is
most likely to depend upon delivered, packaged
services. Why? What things can be done in-area
to help reduce their sense of powerlessness?
Should social service programs have this as a
secondary (or even primary) goal?

To whom do the elderly look for help? Neighbor-
hood D trusts the federal government the most of
the three. Neighborhood A feels that the re-
sponsibility for solving problems lies mostly
with themselves. Neighborhood C is fairly in-
different. The source of the program will have
an effect upon how likely it is to be accepted by
the elderly in different sections of the city.
Programs originating from a 'distrusted'" source
may have to do a lot more public relations,
publicity, or formation of coalitions in certain
areas of the city than in others.

Certainly, learning about neighborhood conditions
and tailoring programs to fit is far more diffi-
cult than simply designing one program for iden-
tical delivery to all persons of a particular
characteristic. However, neighborhood sensitivity
should enable both policy-makers and service
deliverers to increase the cost-effectiveness of
their programs, as there is a greater probability
that the programs will have real, positive impacts

upon the clientele, as opposed to neutral or
negative effects which result, in essence, in
wasted resources. In times of reduced funding
for all social programs, this recommendation be-
comes even more important as there are less re-
sources to serve even more elderly. If the real
goal of elderly-oriented care and services is to
make life better for the elderly, it is important
to realize that services designed and delivered
for them as a group are likely to be less success—
ful than those which take the social context of
their lives into account.
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USING HOME EQUITY:
DOES THE LIFE CYCLE MODEL WORK?

Helen H. Jensen, University of Marylandl

ABSTRACT
Life cycle theories of consumption predict house-
holds use home equity as any other asset. However,
illiquidity restricts use of equity resources,
Based on 1977 data, only 5 percent of homeowners
used home equity to obtain resources. Borrowers
and non-borrowers differ in life-cycle and income
related variables, but not in liquidity.

- INTRODUCTTON

Homeownership and increasing home equity have be-
come significant goals for American households,
with the home, and increasing home equity import-
ant vehicles for accumulating assets. The rapid
appreciation of house value during the 1970's
served to remind many of the significance of their
accumulated interest in the home value.

Today, there is increased awareness that home
equity is an asset, available for use by house-
holds. Dennis Hess, of Merrill Lynch's real
estate subsidiary estimated recently that nearly
$3 trillion was tied up in home equity [3]. 1In
response to the growing awareness of available
home equity and in part due to recent declines in
interest rates and changes in regulations, new
opportunities are being introduced to allow home-
owners to more easily tap this home equity: Merrill
Lynch has Equity Access; Citibank, Equity Source
Account; and Crocker, National Equity Line. Each
provides revolving credit, usually for a fee plus
interest, for loans secured by the home equity.
This modified second mortgage arrangement has
become known as "home equity" loans. In many cases,
only recent changes in state legislation have made
these arrangements possible. In addition, in the
fall of 1982, changes to truth-in-lending regula-
tions altered the required three day cooling off
period for borrowers from applying to each time
the credit line was tapped, to only applying to
the initial credit line agreement [16].

For economists, however, the use of home equity is
not a new phenomenon. Life cycle theories of
consumption behavior are based on the assumption
that households are able and willing to exchange
resources among time periods [14]. The home, for
most households, represents a major source of accu-
mulated savings.

There has been a growing awareness among econo-—
mists, though, that the illiquidity of some assets
poses special problems for their use as a resource
available to the household 12,11,15,17,18]. 1In
addition, recent evidence shows that the elderly
do not dissave as predicted by theory, or use
accumulated home equity [5,13,15,19]. This paper
analyzes the use of home equity in the life cycle
framework and examines recent evidence on

1 " .
Assistant Professor of Consumer Economics
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households' willingness to use home equity as a
source for obtaining current resources.

METHODS
Model

Consumption theories since Fisher have taken
account of the household's ability to move in-
come and assets from one period to another.
Through the mechanisms of saving and dissaving,
households meet current consumption plans.
Recently, "life cycle" theories of consumption
have dominated much of research on the inter-
temporal resource allocation within the household
[14]. 1In general, the life cycle theory posits
a household to take a multiperiod view of con-
sumption and resources decisions. Consumption
profiles are smoothed by the ability to use
earnings from the high earning years to fund
consumption during low earning years, both at
the beginning of the earnings profile and in
retirement. Indeed, debt need not make the
household feel worse off [9].

The two-period model illustrates tne consumer's
opportunities as if the lifetime were only two
periods. Comnsider the consumer's utility to be
a function of consumption in the current period,
qq, and future period, qp. Let ry be the market
interest rate for period t, t=1,2. Defining
discount factors equal to p,_, (i.e., the rate of
exchange between the two periods), then p.=1 and

p2=11 When labor supply is given anJ’yt equal
+r
to inc%me earned in period t, wealth at the end

of period 1 is:

Wl = (1+rl)Ab 5 J yl + pzyz

with A equal to initial assets. That is, the
household can include the value of assets plus
earned interest, (Ll4r )Ao, current earnings, ¥,
and the discounted va}ue of future income, p,y,,
. : 272
in current wealth, W.. An increase to

Ab,yl,or ¥y gives inCreased wealth.

We can make the simplifying assumption that the
consumer chooses to consume a share, o, of wealth
in period 1, and the rest, (1-u) in period 2.
That is, where plql are total expenditures in
veriod 1,

awlﬁplql. (2)
If oW >yl+(1+r JA , i.e. desired consumption in
perio& 17is greateér than assets and earned income
in period 1, then borrowing will be required. On
the other hand, if (1-o) W>(1+r2)Al+02y 5 Ly
desired consumption in pericd 27is greager than

Poio

This is based on the assumption of a simple Cobb
Dgug&as(EE&}ity function, specified as
U=q, "q,



assets and income earned in period 2, then savings

from period 1 must be used to fund consumption in
period 2.

Several authors have questioned the assumption of
the ability of the household to meet fits optimal
consumption plan.
tacks.
use all assets equally in determining wealth,
instead suggesting that assets are differently
liquid and the household's access to assets de-
pends on the liquidity of its portfolio [2535,17
18]. The illiquid assets, less able to be con-
verted into current resources, do not contribute

to the household's current consumption in a manner

equal to that of more liquid assets. In terms of
the model above, all or part of (1 + r,) A may
not be available to the household for consﬁmption
in period 1. Increases in illiquid assets, then,
may not affect current consumption plans.

Following Deaton and Muellbauer, the liquidity

constraint can be viewed as a constraint on draw-
ing down wealth below a minimum value A.. At the
end of period 1, 4

-2

or

A, +y) - pa, 25

v

(©))

Rearranging terms:

(4)

A

L
That is, the household cannot consume more than
current income plus the value of unrestricted
assets in period 1.

P,49, 2y, +
q &
1 1 (1+r1)A0

A two period indifference map shows the consumer
choice, as in Figure 1. The kink and vertical
segment to the budget constraint represent the
constrained q,, which is (yl iR (1+r1)Ao - Ei)/pl.

9

FIGURE 1. Consumer Tradeoffs with a Resource
Liquity Constraint

At both point A and B, the constraint A, limits
consumption in period 1. At point A, a corner

The criticism has taken several
Many question the ability of households to
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solution, the household is forced to consume
less than preferred in period 1. At C, the
household is unconstrained. If borrowing from
period 2 were possible, the vertical segment of
the budget line would have a slope equal to -1
divided by the borrowing rate.

Evaluating the consumption plan under the con-
straint, borrowing would be required if:

> + - A
a¥;> ¥y (l+rl)Ao A (5)
That is, desired consumption in period 1 would be
greater than current income plus the value of
unrestricted, or "liquid" assets. Substituting
from Eq. 1 into Eq. 5, with the comstraint, we

find the condition for the constraint to be
binding where:

Py, > (l:%l E + Qi A < & (6)

When the constraint is binding, consumption in
period 1 is restricted because of the iiliquid
nature of some of the household assets and an
inability (or restricted ability) to transfer
consumption from period 2 to period 1.

Using equation 6 as a guide, this two period
model shows that when liquidity of assets is
taken into account in the life cycle model,
liquidity of assets should affect consumption.
In general the life cycle model, taking into
account liquidity, predicts that:

a) Liquidity effects may be age dependent. The
greater household consumption needs (a), the
more likely current consumption is constrained.

b) Higher expected income affects liferime con-

sumption. The higher expected income relative

to current income, i.es, y, to y., the more
likely current income is constrained.

The composition of assets affects lifetime
consumption. The higher the illiquid portion
of assets, i.e., the lower (l+r )A -A_, the
more likely current consumption isCcofstrained.

)

It is hypothesized that those households facing
a constraint on current cansumption are more
likely than others to reevaluate the existing
liquidity of their housing asset and borrow
against home equity. This is especially true
when borrowing against future income is re-
stricted, somewhat less true when borrowing
against future income is available but at higher
rates.

The second major challenge to the life cycle
theory of saving and eonsumption comes with in-
creased evidence on the consumption and savings
behavior of the elderly [5,12,13]. 1In contrast
to the predictions of the life cycle models which
suggest that those who are retired will begin to
draw upon accumulated savings in order to fund
current consumption, evidence from several
studies shows the elderly funding current con-
sumption out of current income. While some do



draw down assets during this period, most, either
by reducing consumption or relying on current
income, do not dissave.

Both the illiquid nature of assets and the reluc-
tance of elderly to draw upon assets are not in-—
dependent, however. While the elderly do hold
liquid assets, the home represents a major form
of asset for homeowners 65 and over, and growing
in importance for all elderly [8]. Because of
home equity's illiquid nature, the elderly, in-
dependent of other motivations like bequest would
be constrained from using it.

EVIDENCE ON WILLINGNESS TO USE HOME EQUITY

Faced with a changing institutional framework in
financial markets and growing awareness that
savings and dissaving over the life cycle is not
as well-balanced as initially proposed, we would
like some evidence on how households use assets.
The estimation of a consumption function, when
data are available to incorporate assets into

the measure of permanent income or present

value of lifetime wealth, allows estimation of the
marginal propensity to consume from assets [1].
This study, however, focuses on examining the
household behavior of using home equity to obtain
current resources, i.e,, obtaining resources
secured by equity.

Traditionally, homeowners have liquidated all or
some of their home equity via the sale of the
home, the refinancing of the original mortgage,
or obtaining a second (or junior) mortgage. The
latter two options enable the household to take
advantage of the accumulated equity savings with-
out losing the consumption benefits associated
with home ownership. However, households have
been reluctant to use these options due, seemingly,
to both psychic and monetary costs associated
with the exchange.

In this and in a related study [4], a sample was
drawn from the 1977 Consumer Finance Survey to
identify factors associated with a household's
willingness to use the asset tied up in home
equity to fund current consumption. This nation-
wide survey of 2563 households was conducted under
the auspices of the Federal Reserve Board to
collect data focused on consumers' use and under-
standing of credit. For the purposes of this
analysis, all households who owned their homes
were selected for analysis. In sum, 1761 home-
owners were selected. Fifty-nine percent held a
first mortgage, while 41 percent owned their homes
free and clear of any mortgage debt. The study
period was defined as behavior over the 1976-77
period.

Users of home equity were categorized as home-
owners who fulfilled at least one of the following
conditions during the 1976-1977 study period:

(1) the home was used as security for a consumer
loan

(2) the cost of an addition or repair expense was
amortized with the first or second mortgage
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b)

(3) a second mortgage was taken out
(4) the original mortgage was refinanced.

These criteria represent a wide range of options
for taking advantage of home equity. In the
majority of cases the equity provided the basis
for consumption expenditures. They do not all
involve an immediate liquidation of home equity
but they all do represent a means to increase a
homeowner's purchasing power without releasing
occupancy. Among users of home equity, 51 percent
used their home as security for a consumer loan,
22 percent amortized the cost of an addition or
repair through a first or second mortgage, and

44 percent took out a second mortgage. Households
could be in more than one category. There were

no homeowners in the sample who refinanced their

mortgage during the study period (due probably to

the high interest rate which characterized the
period). In sum, there were 77 users of home
equity.

From equation 6 we hypothesized that those facing
aconstraing on current consumption and hence want—
ing to use homeequity to secure a loan include:

a) those with higher current needs (larger house-

hold size, new gwners)

those with higher expected future income (young~
er households) and

e)

those with a smaller share of total assets
which are liquid.

Table 1 shows the characteristics of borrowers
and non-borrowers against home equity. The mean
value of variables related to sociodemographic
characteristics are shown for all homeowners, as
well as those who are borrowers and those non-—
borrowers against home equity.

Table 1: Borrowing Against Home Equity:
Descriptors of Borrowers and Non-Borrowers

Socioeconomic
Characteristics

All Households
(std. error)

Borrowers
(Std. error)

Non-Borrowers
(std. errcr)

Age of Houschold Head 50

W1
(.38)
34.0

43.1
(L.45)

40.1

50.5
(.40)

Joint Life Expectancy 33.6

€.33) (1.26) (.35)
Household Size 3.0 3.7 3.0
(.04) (.21) (.04)
Years Lived in the Unit 13.8 9.2 14.1
(.36) (1.15) (.28)
Family Incomne $18,660 $18,778 $18,665
(326) (1349) (342)
Total Assets 548,512 $25,875 $50,076
(1646) (4517) (1745)
Liquid to Total Assets 27 .29 27
Racio (.008) (.004) (.008)
Net Worth $36,621 $15,584 $§37,515
(1,579) (4,733) {1,673}
Home Equitw $32,388 $25,150 $32,958
(943) (4688) (585)

Sample Size® 1706 77 1629

8 The sample size was 1706 except for Home Equity (n=1411) where missing values
reduced the number of valid observations.



As predicted by the constrained life-cycle model,
younger households, those with greater combined
life expectancy, and those greater current needs
(as measured by household size and length of own-
ership) were more likely to be borrowers. Life
expectancy is measured for individuals equal to
the expected life; for married couples, equal to
the shorter of the two individual's plus two-
thirds of the difference [13]. These difrferences
were all significant at the .01 level when using
a t-test.

Borrowers had less equity in their homes—-though
that would be expected with younger, newer
homeowners.

The income/wealth variables show a pattern of
borrowers having fewer assets, and less net worth
than other households. However, most importantly,
there is no significant difference between
borrowers and non-borrowers in the share of total
assets which is liquid. TIn addition, differences
are insignificant, taking into account age and
liquidity interaction. Borrowers have fewer
assets, but there is no evidence to support

their being more likely to borrow due to a

large share of illiquid assets. These results
were supported by later analysis using logit
analysis with the same data [4].

The distributions of sociodemographic (i.e.,
life cycle) and income characteristics in Table 2
show the same pattern as above. Age, marital
status, and retirement show significantly dif-
ferent distributions between borrowers and non-
borrowers: borrowers against home equity are
younger, more likely to be single, and less
likely to be retired. There are significant
differences in the distribution of income and
assets as well, but not in the liquidity to
total asset ratio.

CONCLUSTIONS AND POLICY IMPLICATIONS

There has been little research on the use of home
equity, separate from other assets, as a source of
current resources. The evidence on the use of
home equity as an asset oprovides an interesting
insight into the use of these resources.

Less than 5 percent of the sample were users of
home equity to fund current consumption during
the study period. Hence, in 1976-77, home equity
was not a major source of current funds. Yet
within the sample of those who did convert equity
into current resources, borrowing against home
equity is consistent with the predictions of the
life cycle model. Borrowers are younger, having
higher expected future income. However, bor-
rowers did not differ significantly from non-
borrowers in liquidity related composition of
assets. This is not consistent with the pre-
dictions of life cycle models which incorporate
liquidity constraints. It may be that liquidity
effects are not important determinants of using
assets and do not, by themselves, affect the use
of assets tied up in home equity.

Why might this be the case? As with many studies
of financial behavior, income and assets are no
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Table 2: Borrowing Against Home Equity:
Distribution of Borrowers and Non-Borrowers

Borrowers Non-Borrowers
= = = pércent - - =

Variables Total

Sociodemographic Characteristics
]

Age: %= = 21.1)1%%x

Less than 30 11.5 22.1 10.9
30-44 vears 27.8 3.2 27.7
45-64 vears 39.2 42.9 39.1
b5 and above 21.2 3.9 22.0
Not reported o2 0 .2

Marical Status: ‘,:2 = 7.83%
Single 22.0 10.4 22,3
Couple 78.0 89.6 1T

Retiremenc: 32 = §.26%
Recired 18.7 6.5 19.2
Not Retired 81.2 93.5 80.7
Tncome and House Characteristics

Familv Income: << = 15.60%
Less than 55,000 8.6 Sua 8.7
55,000-2,999 13.7 10.4% 13.8
$10,000-14,999 17.4 29.9 16.9
515,000-24,999 26.9 22.1 26.9
$25,000 and above 19.6 26.0 19.5
Not Reported 13.7 bh.3 14.2

Total Assecs: (2 = 12.174%
Less than 55,000 16.8 b e § 18.1
$5,000-7,999 5.8 6.5 5.8
$10,000-24 ,999 20,0 24.17 19.6
§25,000 and above 55.4 41.6 56.5

Current House Value: ~(2 = 6.95
Less than 525,000 23.1 24.7 22.5
525.000-49 ,9499 40.3 44,2 40.9
$50,000-74,999 16.8 15.6 16.9
575,000 and above 19.% 15.6 19.6
Liguidity to Total
Asset Ratio: x? = 12,14

0 or less 18.2 15.6 18.3
.01-.10 27.5 33.8 27.1
-11-.50 32.4 1.2 32.7
.51-.75 8.9 3.9 9.3
. 76-.99 2.6 1.3 2.6
1.00 10.4 14.3 9.9

* Sigmificant at the 10 percent level
** Sienificant ac the 5 percent level
*#% Sienificant at the 1 percent level

doubt reported with error. Underreporting of
liquid assets relative to illiquid assets, or
underreporting in general, may lead to insig-
nificance. Alternatively, home equity may be
related to important determining attitude
effects and the liquidity effects, per se, are
insignificant. Also, the sale of the home to
liquidate assets was not reported in the data.
This may be important for some households, pa-
ticularly those much older. Borrowers against
home equity do appear to be similar to other
borrowers.

Even in 1976 and 1977 there was a willingness
among young, single, and new homeowners to
borrow against home equity. This group would
include those most ready to use the new "home
equity'" loans today. On the other hand, the
data show little willingness on the part of
older homeowners to use home equity to obtain
resources for current consumption. Hence, older
consumers would be reluctant to use home equity
access opportunities. These findings are con-
sistent with earlier studies showing a lack of
dissaving among the elderly [e.g., 5]. These
findings would suggest that research involving
asset-related variables should pay particular
attention to controlling for life cycle effects.
Even willingness to use home equity appears to
be much more related to life cycle effects than
portfolio composition.
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THE SHIFTING MAKE-UP OF CONSUMERISM

Paul N. Bloom, University of Marylandl

ABSTRACT
The essential make-up of consumerism is changing,
in the author's opinion, because of several signi=-
ficant shifts in our society. The implications
for consumerism of seven key political, social,
and economic developments are analyzed.

Thinking back about how consumerism evolved in the
1960s and early 1970s reminds me a little of a
football rivalry. You had the little "consumer-
ists" on one side -- scratching, clawing, and some-
times scrounging for yardage in the media, legis-
lative, and judicial arenas. They won their share
of victories through persistence, clever strate-—
gizing, and a strong desire to please their adoring
"fans" on the sidelines who were calling for more
consumer protection. On the other sideé you had

the "Big Business" team, who employed what might

be called a '"George Steinbrenner' approach to play-
ing the game, They hired the best legal, lobbying,
and PR talent money could buy and let them loose

on the field to do their respective things. For a
long time, they had trouble playing as a team and
incurred some disappointing losses. But as their
teamwork improved, and as they were able to culti-
vate some fan support to inspire them, they were
able to pile up some victories,

But gradually over the last decade the football-
like nature of the relationship between consumer-—
ists and business dissipated. Instead of trying
to beat each other's brains out, they learned that
cooperation tends, in most (but definitely not all)
cases, to create more benefits for both sides.
Moreover, the fan appeal of the game clearly de-—
clined. Many consumers grew weary of sitting on
the "sidelines' rooting for their side to obtain
some type of marketplace reform. These consumers
decided that they wanted to become '"players"
themselves and began complaining, filing lawsuits,
joining cooperatives, and taking other self-help
actions with great frequency. In a sense, consumer
protection became more of an individual, partici-
pative sport and less of a team, spectator sport.

So today the football model doesn't fit very well
as a description of what is happening to consumer-
ism. However, there is another model that is pro-
bably equally familiar to most of you that T be-
lieve does provide a valid description of the con-
sumer movement, It is the model from my home dis-
cipline of marketing known as the "Product Life
Cycle." As many of vou know, Steve Greyser and I
proposed a few years ago [1l] that consumerism has
gone through such a life cycle and entered a leng-
thy mature stage that should last for the indefi-
nite future. I would like to take a few moments
to review some of our ideas with you and then turn

) T n
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for the bulk of my talk to some of my new thoughts
about how consumerism's life cycle is evolving and
shifting at the present time.

CONSUMERISM'S LIFE CYCLE

The basic thesis Steve Greyser and I offered was
that the consumer movement has gone through a life
cycle not unlike that of a consumer or industrial
product, and that the movement now stands and can
be expected to remain in a mature stage of this
cycle. From an introductory stage, when the Proc-
ter and Gamble of consumerism, Ralph Nader, began
to stimulate demand for consumerism with the help
of a few other charismatic leaders like

Betty Furness and Esther Peterson; through a growth
stage, when Nader added some raiders and began suc-
cessfully selling a wide variety of consumerist
"products" (like new laws, new forms of represen-
tation, and new educational programs) in the emerg-
ing consumerism "industry"; into a mature stage,
when the movement became more fragmented and di-
verse and countless numbers of public and private
consumer affairs and consumer protection offices
came on the scene to serve the public's demand for
consumerism -- the movement has followed a life cy-
cle pattern similar to what we have seen with in-
stant coffees, running shoes, or fast-food outlets.

So like other mature, fragmented industries, the
consumerism industry now has all different types of
organizations selling all different types of pro-
ducts in all different types of ways to different
types of customers., A form of competition has e-
volved among these organizations for money, volun-
teers, media coverage, and, most importantly, pub-
lic opinion. Some of the competition, like in any
industry, is quite friendly, while some of it is
downright hostile. The latter form of competition
arises especially when different organizations try
to sell differing ideas about remedies for consumer
problems. Your liberal consumer organizations want
one thing, while your more conservative trade as-—
sociation or industry groups -- who also compete in
this industry -- want something else.

How long can industries stay in a mature, frag-
mented stage? As long as consumer demand remains
strong enough, industries can stay in this condi-
tion for guite some time before they enter a de-
cline stage of the life cycle. I believe that the
demand for consumerism -- or, more precisely, the
demand for a better overall deal from the market-
place —-- remains and will remain strong in the
United States. Public opinion polls I have seen
[3] consistently indicate considerable dissatis-
faction among consumers with their situation in the
marketplace and sustained support for consumer
protection initiatives. The American Public has
been telling pollsters, at least, that they want



consumer protection and that they are even will-—
ing to pay good tax dollars to get more of it.

But although I believe the underlying demand for
consumerism remains strong and steady, I do not
mean to suggest that the consumerism industry will
remain stagnant and unchanging. Like in any in-
dustry, shifts in the tastes and desires of con-
sumers and shifts in the mission, strategies, and
make-up of sellers will alter the character of
competition that takes place. T would like to

now review with you some of the significant shifts
I see occurring on both the demand and supply
sides of the consumerism industry that could make
the industry look very different over the coming
years.

DEMAND SIDE SHIFTS

There are an enormous number of shifts and trends
in the American population that could impact on
consumerism, and 1 cannot hope to cite all of the
most important ones. I will cover four today in
my talk and maybe during the discussion some of
you can point out others. I have labeled the four
demand side shifts I will cover as:

1. The Emergence of the Rich/Poor Consumer
2. More Politicized Blacks and Women
3. Shorter Attention and Interest Time Spans
4, Hungrier Lawyers

I will talk about each shift individually.

The Emergence of the Rich/Poor Consumer

My colleague at Maryland, Lee Preston, and I
recently co-authored an article that appeared in
last Fall's California Management Review titled
"The Concerns of the Rich/Poor Consumer™ [5]. 1In
this article we argue that a continuous struggle
between the conditions of scarcity and abundance
has come to characterize the condition of many
American consumers. We believe the people engaged
in this struggle —- the Rich/Poor consumers —-—
have become perhaps the dominant subgroup of A-
merican consumers, and that the concerns of these
people will determine more than anything else what
is demanded from the consumerism industry over the
coming years., Who are these people and what ex-—
actly are they concerned about? Let me elaborate,

The consumer movement and consumerism industry in
this country grew by catering to the needs of the
great middle class of American consumers. These
people clearly needed and wanted the safer pro-
ducts, increased consumer information, and greater
consumer representation made available to them.
But today the great middle class is vanishing [7].
Recent research suggests that many of them have
either moved up into fancier executive or profes-—
sional suites or have moved down into lower-pay-—
ing jobs, most typically in service industries

(in places like McDonald's, your local Savings and
Loan, or Universities). The former group consists
in large part of what the Press have been calling

the "YUMPIES" —- Young Upwardly Mobile Profession-
als -— while the latter group has joined what I
might label the "DUMPEES" —-- the Downhearted Un-—
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happy Money-starved People.

The Dumpees truly feel dumped on by our economic
system. Lven if they are able to stay above the
poverty line most of the time, chances are that

it is a struggle and that they may dip below it
from time to time. This statement is supported by
a recent University of Michigan study which found
that approximately one out of four Americans lived
in poverty at some time during the 1970s [4]. The
Dumpees —- along with more that a few over—extend-
ed Yumpies who probably shouldn't have gotten a
new house, a Porsche with a cellular telephone, a
jacuzzi, and a divorce all in the same year —-—
find themselves locked in a struggle to allocate
their incomes to increasingly more expensive nec-—
essities, Finding the money to pay the rent or
mortgage, the car payment, taxes, the utility
bills, the doctor, taxes, the insurance companies,
the grocery store, taxes, and so on has become an
aggravating experience for huge numbers of people,
including, I suspect, many of you.

Yet although many of us feel poor and dumped
good part of the time, we still must concede
it has become easier to sample "richness" on
occasional basis. Except for those of us in
direst of financial circumstances, we find it
relatively easy and inexpensive to do things we
never dreamed of being able to do a decade ago.
We can:

on a
that
an

the

1. Walk around town listening to great high-
fidelity music on our own personal headphone
stereo sets.

2, Hop on a bus in any major Northeastern
city and for a few dollars enjoy a party=
filled trip and an exciting day of entertain-
ment at a glamorous beachfront casino in
Atlantic City.

3. Enjoy a private screening in our own
homes of a major motion picture.

Thus, many of us are experiencing the raised ex-
pectations and high hopes that can come from sam-
pling richness, but find it hard to consistently
fulfill those expectations and hopes. The frus-—
tration that emerges from this rich/poor situa-
tion is something that should keep the demand for
certain types of consumerism high. In brief, I
see this situation helping to fuel demand for leg-
islation and programs that will help people buy
and pay for necessities in a less costly manner.
In other words, I think ventures like

Ralph Nader's heating oil cooperatives should
"sell" well, as should citizen utility boards and
health care cost-containment legislation.

Let me stress that I see a consumer movement that
caters to the needs of the Rich/Poor consumers as
being fundamentally different than the one that
catered to the needs of the late, great, massive
middle class. The middle class wanted achievement
of President Kennedy's four rights (to safety, to
be informed, to be heard, and to choose). The
Rich/Poor consumers will still want these rights,
but will be even more concerned with getting a
better deal on necessities.



More Politicized Blacks and Women

All signs from the current primary season indicate
that blacks and women are becoming considerably
more involved in the political process than ever
before [8]. Since blacks and women tend to fit
in the rich/poor category in disproportionate
numbers, their politicization should reinforce
the shift of consumerism toward more emphasis on
helping people get a better deal on necessities.
Moreover, public opinion polls I have seen sug-—
gest that blacks and women have a much more posi-
tive attitude toward government consumer protec—
tion initiatives than the average citizen [3,6].
So these politicized people should help to in-
crease the demand for consumerism products of all
types.

The widely publicized Harris study, Consumerism

in the Eighties, provides support for what I am

saying. They concluded:
The overall picture of the black consumer ...
is one of a group that seems particularly
vulnerable to and concerned about consumer
protection, that is an ally of those who
press for more government regulation but that
does not feel quite so well served by the
movement as it might be [3, p. 67].

As for women, they concluded:

Women appear to be more sensitive to consumer

problems and less satisfied that these pro-

blems are being solved, (and) ... think that

government should be doing more to protect

consumers[3, p. 68].

Thus, I foresee many blacks and women running for
office under a consumerism banner. I see these —--
and other non-minority, male candidates who want
to tap into the same sentiments -- calling for re-
forms in areas like:

1. Day care and child care assistance.

2. The provision of food subsidies and free
food.

3. Health insurance and health education.
4. Social security benefits.

5. Credit provision.

6. The marketing techniques used by Ameri-

can firms to sell products like alcohol, to-
bacco, junk foods, and drugs in Third World
countries.

Shorter Attention and Interest Time Spans

Companies that sell consumer products have long
recognized that the life cycles for brands of pro-
ducts =— but not necessarily for entire indus-
tries —-- have been getting shorter. Intense pub-
lic attention and interest for new soft drinks,
breakfast cereals, perfumes, video games, and
dolls passes rather quickly, and the need to fight
off a decline stage of the life cycle materializes
before one can blink an eye., The life cycles for
new television series and politicians also seem to
be getting shorter. Thus, if a program like
"a.k.a. Pablo" or a candidate like John Glenn can-
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not win big from the very start, they have to be
scrapped. The same notion holds for new social
reform ideas. How long have ideas like the flat-
rate income tax or the use of school voucher sys-
tems remained high on the agenda of public debate?

I can only speculate about why all this has hap-
pened. My inclination is to blame most of it on
what many see as the root of all evil in our so-
ciety —- television. Perhaps we have gotten so
used to the TV networks constantly dazzling us
with new forms of entertainment and news that we
have come to seek newness and novelty in all as-
pects of our lives —- whether it be in terms of
new purchases, new heroes, new ideas, or new mar-
ital partners. But I suspect there is plenty of
blame to go around elsewhere., For example, I be-
lieve credit cards have not helped this situation
very much. They allow us to obtain instant "new-
ness" and avoid spending long periods of time
thinking about and saving for things that might
make our lives better.

Regardless of who or what is to blame for the
shorter attention and interest spans of the Ameri-
can public, it is a phenomenon that will, in my
opinion, influence the future of consumerism in a
major way. Consumer groups, consumer protection
agencies, corporate consumer affairs offices, and
others competing in the consumerism industry will
have to develop new "products'" that capture the
imagination of numerous people quickly. Slow
build-ups of interest in proposed legislation, ed-
ucation programs, cooperative ventures, or law-
suits will be less likely to be effective. Vir-
tual tidal waves of interest will need to be cre-
ated rapidly, and most of the "selling" of a con-
sumerist offering will have to be done successful-
ly within a short time or it might not get done at
all, I believe the organizations which develop
the marketing and public relations capabilities to
orchestrate tidal-wave type campaigns will be the
ones which will determine the essential make-up of
consumerism in the coming years.

Hungrier Lawyers

Picking on lawyers has become one of our favorite
national pastimes, and I cannot resist the temp-
tation to pick on them a little myself. The num-
ber of lawyers in this country is growing rapidly,
making it hard for many law school graduates to
find jobs in the profession or for those who have
jobs to build their practices [2]. A hunger for
work has developed in the profession that has
stimulated more nuisance suits, more protracted
litigation, and more marketing. It is the '"more
marketing' development that I would like to focus
on here, since I believe it has the greatest im-
plications for consumerism.

As lawyers embrace marketing and not just adver-
tising —- and there is a difference —-- I foresee
several things happening. First, I believe many
lawyers will perceive a business growth opportun-
ity to exist in the dissatisfaction consumers have
with their marketplace experiences. Moreover,
they will perceive the wave of new state and local
consumer protection laws as buttressing this op-
portunity. Therefore, more law fimms will choose



to specialize in consumer law and will try to
stimulate demand for their services by conducting
advertising and public relations campaigns de-—
signed to encourage people to seek legal help for
consumer problems. Even more product liability
and consumer fraud suits should result. As al-
luded to earlier, this will tend to make consumer-—
ism more of an individual than a team sport --
with the lawyers serving sort of as private
coaches,

Let me emphasize that I feel this is basically a
healthy development for the American public. This
king of legal activity will, in my opinion, serve
to take up some of the slack in the fight against
safety hazards and deception that in the past
served as the focal point of the efforts of the
organized consumer movement (including the regu-
latory agencies). If this legal activity grows

as much as I think it might, then the need for a
very activist Federal Trade Commission and Con-
sumer Product Safety Commission could be reduced.
In addition, consumer organizations will be free
to concentrate more efforts on the necessity needs
of the rich/poor consumers.

SUPPLY SIDE SHIFTS

Changes are also occurring among the organizations
and institutions which are "selling" consumerist
offerings, Naturally, some of the shifts here are
in response to the shifts on the demand side of
the industry. Although I cannot cover all the im-—
portant supply side shifts, three that I will cov-
er are:
1. The Growth of Grass Roots Activism
2. The Realignment of Big Business
3. Increased Sophistication in Corporate
Communications

I will treat each of these shifts rather quickly.
The Growth of Grass Roots Activism

Although it is hard to document this development,

what little data I have seen [6] —-- plus reports
in the press and discussions with trustworthy ex-—
perts -— indicate that consumerism and other forms

of activism are doing better at the local, grass-—
roots level than at the national level, If this
is true, it should not be surprising, since grass-
roots organizations are better able to overcome
"free-rider" problems by providing excitement,
solidarity, and financial benefits (e.g., cheaper,
cooperative-bought goods and services).

I believe much of the vitality of consumerism will
remain at the grass roots level, even if the Demo-
crats manage to recapture the White House and both
houses of Congress next November, Grass roots or-
ganizations are closer to the needs of rich/poor
consumers and are often better able to serve these
needs. They can frequently fight the local utili-
ties, hospitals, supermarket chains, landlords,
and City Halls much better than any national orga-
nization could.
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The Realignment of Big Business

The competitors in the consumerism industry which
represent Big Business do not look the same as
they used to. Many have merged, entered new in-—
dustries, become Japanese (or Japanese look-a—
likes), or otherwise been reconstituted. TFear of
a Japanese takeover, deregulation, and softer an-
titrust enforcement have changed the landscape of
Corporate America,

What does all this mean for consumerism? To the
extent that it means that more industries will
consist primarily of large, efficiently-managed,
quality-conscious, consumer-oriented firms with
well-run consumer programs, it could mean less for
consumer activist organizations to fight tor in
areas of traditional consumer concern. These
firms may not need to be prodded very much to pro-
vide safe, high-quality products or ample consumer
information and education to go along with those
products, Any price competition that is stimula-
ted by having giants like AT&T, Sears, American
Express, Citicorp, or General Mills enter new in-
dustries could also help to improve consumer sat-—
isfaction levels.

However, while traditional consumer concerns may
even be mitigated by the realignment of Big Busi-
ness, the kinds of rich/poor concerns I have been
discussing could be aggravated by this develop-
ment. People stuggling to pay for necessities may
not look very favorably at '"golden parachutes,"
billion-dollar oil mergers, or multi-national man-
ufacturing arrangements. They may see the

William Agees, Mary Cunninghams, and others in-
volved with these high-stakes takeovers and shake-
outs as representing little more than real-life
embodiments of distasteful fictional characters
like J.R., Ewing. The stark contrast between how
the corporate wheeler-dealers live (at places like
South Fork and Martha's Vineyard) and how they
themselves must live could intensify the dissatis-—
faction levels of rich/poor consumers and lead
them to pressure more aggressively for reforms
that will provide them with much bigger slices of
Corporate America's pie. More frequent use of
tactics such as those employed by Jessee Jackson
and Operation PUSH to get economic concessions
from Coca-Cola could materialize.

Increased Sophistication in Corporate
Communications

American corporations have come a long way since
the days when the best response they could come
up with to Ralph Nader was to tail him, Today,
when a major corporation does not like the press
it is getting or wants to influence the public's
views on certain issues, it can turn to its cor-
porate communications experts to orchestrate a
multi-faceted, multi-media, multi-bucks campaign
designed to sway the public in the direction it
wants. Corporate advertising, press releases,
speeches, slide-shows, lobbying, conferences, and
other tools are put to work all the way down to
the grass-roots level.

Do they get results? That is a tough question to
answer, But several signs suggest that they do.



First, corporate executives from places like Du-
pont, Mobil, and GLE have been regularly extolling
the accomplishments of their corporate communica-—
tions campaigns in public speeches and written
articles. Second, these executives seem to be
putting their money where their mouths are and
have been increasing their spending on both the
corporate communications themselves and studies to
document their effectiveness.

I am citing this development without trying to
pass judgment on it. Besides, the First Amendment
probably makes it impossible to do anything to
stop it. I believe the increased sophistication
in corporate communications is a reality that
everyone who competes in the consumerism industry
must learn to cope with, More careful planning

of the type of tidal-wave campaigns I discussed
earlier will therefore be required.

CONCLUSTION

To summarize, let me say that I foresee the basic
demand for consumerism —- for getting a better
deal from the marketplace -- remaining strong.
However, the kinds of consumers who will be pro-
viding this demand will no longer come from the
great middle class but will come instead from the
ranks of those who can be labeled rich/poor con-
sumers. These people, many of whom will be highly
politicized blacks and women, will be more con-
cerned about getting a better deal on necessities
than they are about getting safer, high-—quality
products or more honest consumer information.

Many of these latter, more traditional, consumer-
ist concerns will be alleviated anyway through the
actions of enlightened corporations or through the
efforts of work-hungry lawyers.

A major portion of the “action" in the consumerism
industry will, in my opinion, consist of grass-
roots organizations representing the interests of
rich/poor consumers competing with very large cor-
porations and trade associations in selling to the
public and legislatures various offerings designed
to make it easier for people to obtain necessities
from the marketplace, The successful competitors
will be the ones who create well-planned, sophis-—
ticated programs or campaigns that capture the
public's attention and interest very rapidly and
very massively. Since many large corporations are
geared up to conduct highly sophisticated communi-—
cations efforts, grass-roots consumer groups will
have to develop a similar capability or see some
of their ideas and offerings lose out. It should
be interesting to see if they can do it. [ think
they probably can.

Thank you very much for being such an attentive
audience. I welcome your reactions about what T
have just said and your ideas about other trends
and developments that could impact on the make-up
of consumerism.
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POST-DIVESTITURE CONSUMER ISSUES IN TELEPHONE: A FORECAST THROUGH MARKETING ANALYSIS

Lee Richardson, University of Baltimor s
Dennis Pitta, University of Baltimore

ABSTRACT
The paper examines the predivestiture Bell System
and its relationship to the two entities resulting
from divestiture: AT+T and the seven Bell Operating
companies. A marketing strategy approach stressing
each entity”s external opportunities threats and
internal strengths and weaknesses is used to fore-—
cast future prospects for success and implications
for consumers.

"One aspect of AT+T control is certain: I
was appointed to this position by 195
Broadway, and so are all the other operating-
company presidents. Election by our own
boards of directors is just a formality.
board gives advice, but seldom initiates
action. An operating-company president is in
the Bell System corporate hierarchy as much
as if the whole system were one integrated
company. The reasons it isn”t an integrated
company are mainly political and psycholog-
ical, having to do with community and govern-
ment relations; but if it were, Pennsylvania
Bell”s relationship with 195 Broadway would
be exactly the same as it is now"

Our

~William S. Cashel, Jr., President of
Pennsylvania Bell in 1974. Quoted in John
Brooks, Telephone, the First Hundred Years,
p. 341. New York: Harper and Row, 1976.
This book was the centennial history of the
Bell System, commissioned by AT+T.

On January 1, 1984, following by almost ten years,
the Cashel quote above and the initiation of an
anti-trust suit by the U.S Department of Justice,
the corporation was divided into eight independent
companies. Mr. Cashel”s company was made part of
Bell Atlantic, a new regional company created pri-
marily to operate local telephone exchanges in six
states and the District of Columbia. Six companies
similar to Bell Atlantic operated former Bell Sys-—
tem local exchanges in the rest of the continental
U.S. AT+T, the world”s largest corporation in as—
sets, profits, and employees in 1983, remained as a
shadow of its former self, divested of all local
exchange service in the U.S.

The highly centralized Bell System is asunder.
Divided along lines that satisfied the Federal
District Court that heard the anti-trust case and
accepted, with some modifications, an AT+T and
Department of Justice proposal to divest the local
operating companies, AT+T"s former units are forced
to reorganize and initiate separate planning pro-
cesses that have no precedents. This paper at—
tempts to forecast actions of AT+T and the seven
Bell Operating companies (BOC) in 1984 and beyond.
The BOC”s will be evaluated
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together and AT+T will be the subject of a separate
analysis. The BOC”s and AT+T both inherit the
history and organizational culture of the Bell
System which will be the subject of Part I of the
analysis. Carrying with them the legacy of the
common corporate tradition, the BOC”s and ATH+T have
been handed radically different resources and en-—
vironments for their future operations. Each is
analyzed in terms of the traditional marketing
management model, an appropriate method of ident-
ifying the likely intermediate and long term strat-—
egies of the two types of firms. An analysis of
the consistencies and inconsistencies of the future
predicted strategies and the inherited corporate
culture reveals some problems in those predictions
based solely on the marketing model. An analysis
of several major issues of importance to consumer
welfare that can be predicted through this metho-—
dology completes the attempts at forecasting in the
paper.

The Common Traditions

The most celebrated corporate figure in AT+T hist-
ory was the man who brought it through a unique
growth period characterized by fiercely competitive
financial battles for control of local phone serv-—
ice into its modern era as the primary long dis-
tance and local company. In the 1907 to 1919
period, Theodore N. Vail, who had been also company
president in the 18807s, developed the monopoly
Bell system in reality as well as through long
philosophical statements in company annual reports

(5).

Aware of the importance of a long term strategy to
consolidate the Bell System into a government reg-
ulated unified system with emphasis on service and
techBical quality, Vail sacrificed short term pro-
fits .

There was a vision in Vail”s writings which became
incorporated not only in the company”s organiza-
tional goals, but which served to shape law and
regulatory policy. In the 1910 annual report, Vail
wrote of what is now usually cited as the concept
of universal service:

"It is believed that some sort of a connec—
tion with the telephone system should be
within reach for all"

~Merrill Brown, "End of an Era",
Washington Post, January 1, 1984.

It was the first of several major U.S. anti-trust
actions that was the legal basis for the new Bell
System. In the 1913 Kingsbury Commitment, AT+T
agreed to divest holdings in Western Union, to

3Brooks notes that per share earnings were $10.05
in 1919, down $.62 from 1907 and that dividends
stayed at exactly $8.00.



stop buying competitors without federal approval,
and to allow non-Bell companies to link into its
system. In effect, however, this agreement sanc-
tioned the central reality of the AT+T monopoly:
its long distance link. Vail had established the
radical new policy of allowing competitors to con—
nect to AT+T as well as to lure customers of com-
petitors back to AT+T and the Kingsbury Commitment
effectively made this national policy (4, 7).

The key elements of AT+T"s corporate culture re-=
mained essentially unchanged until 1984. They
included:

1. Low prices for basic service (universal
service) to expand the market.

2. High quality service in the technical or
engineering sense.

3. A full range of services that are reliable
and complete.

4. Long term profitability and stability with
reliable dividends instead of short term profit.

5. Control over the entire nation”s telephone
system structure, pricing policy, and engineering
through long distance.

AT+T that in spite of what ap-—
limitations of the Kingsbury Com=—
mitment that its market share growth continued and
gave it power to carry out its philosophy. Market
share trends were (percentage of telephones):

It was useful to
peared to be the

1907 - 51%
1912 - 58%
1917 - 63%
1922 - 66% (10, p459-460.)

AT+T was not unswerving nor altruistic in its ded-
ication to these principles since Vail. It fought
the concept of sharing long distance revenue to
partly cover the costs of access to local service
facilities which were used to complete long dis-
tance calls. It lost this issue in court (Smith
vs. Illinois Bell Telephone Company, 1930), but in
turn it became the effective manager of the entire
process of sharing the long distance revenues, a
process called separations and settlements. In
this process, utilizing complex formulas to divide
monies with Bell and non-Bell companies, telephone
companies annually redistribute several billion
dollars of their revenues.

In its eagerness to maintain its ability to control
service, quality, and prices at a profit, AT+T has
had many major conflicts with the federal govern-
ment. Among them:

1. A massive five year effort from the date
of the very creation of the Federal Communications
Commission in 1934 to investigate AT+T. FCC was
very critical of rate practices, overall rates, and
inter—company contracting and financing among many
things, but its report was effectively stymied (17,
p 47-49).

2. A 1949 Department of Justice anti-trust
suit resulted in a 1956 consent decree which pre-
served AT+T, but barred it from participating in
any non—telephone businesses (10).

Such interactions are a logical result of an
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organization pursuing a strategy which has become
successful. Over time, success becomes both an
effect and a cause of company actions. The figure
below is a model of the strategy creation process
and illustrates the factors involved in the pro-
cess. The model consists of five parts: environ-—
mental analysis, internal analysis, strategy form-
ulation, structural choice or change, and imple-—
mentation. In general, before firms formulate
strategy, they access two major areas: (a) their
own organizational strengths and weaknesses; and
(b) the environment in which they compete. After
assessing the internal and external environments,
firms create a strategy by matching their strengths

-
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FIGURE ONE

THE STRATEGY FORMULATION PROCESS (12)

with environmental opportunities. In order to
carry out their strategies, companies must choose
the appropriate organizational structure, which
serves as the vehicle for executing strategies. An
inappropriate choice of structure can doom strate—
gic plans to failure. Lastly, after a strategy

4 The authors point out that some critics felt that
AT+T”s manufacturing arm, Western Electric, should
have been divorced from the parent.



has been devised and an appropriate structure chos=
en, firms must put their plans in motion and see if
they work. Whatever the outcome, the organization
and its environment will change. If the strategies
succeed, firms may be more financially stable and
attract more competitors; if they fail, the company
may be poorer and competitors may stay away. In
any case, the process of strategy formulation tends
to repeat itself, success brings changes which can
affect the chances for future success.

The Bell System

External environment. As mentioned above,
whatever success an organization achieves impacts
on its own strengths and weaknesses, as well as on
its environment. In most cases, successful strat-—
egies increase profits or sales and frequently
spawn competition. Profits usually translate into
a healthier company which might grow larger and
more complacent and, in effect, become fat, dumb
and happy. The consequence of that kind of success
is usually an increase in the number of new com—
petitors striving for a piece of the action. 1In
the case of the Bell System, success in the form of
achieving profit and increasing regulatory protec-—
tion increased its internal strengths at the ex—
pense of some opportunities for future growth and
profits. Pursuing a strategy in this fashion made
the Bell System a citadel = a place of competitive
refuge protected by regulatory stone walls and at
the same time a prison, whose inmates were for-
bidden to compete beyond those walls.

Internal strengths and weaknesses. But Bell”s
prison was a comfortable place: profits were good,
growth was excellent and the annoyances of upstart
competitors were nonexistent. The organization had
enough stability to concentrate on matters such as
service quality and technology. At the same time,
the lack of competition caused marketing skills to
gradually atrophy. While not an acute situation, a
basic weakness with the Bell System centered on its
abilities to satisfy customer needs, if competition
ever arose which expanded ways to satisfy consumer
needs.

Organizational structure. A major problem
with a citadel is the effects of the stability
which makes it so attractive in the first place.
Stable companies evolve organizational structures
as well as communication and reward systems which
foster organizational goals. In the case of the
Bell System, the company strengthened its hier—
archical s{ructure. Such a structure is excellent
for achieving efficiency, and in an unchanging
environment, helped the Bell System to concentrate
on its goals of service quality, reasonable pricing
and profits. However, as a consequence of such
hierarchical structure, the company sacrificed
corporate flexibility, the ability to react quickly
to changing conditions. Certainly such flexibility
was unnecessary in the predivestiture period, and
the corporation only benefitted from its structure.

The effects of strategy. The Bell System”s
success in the pursuit of its strategy and some
implications of that success were noted above.

Another important consequence of the strategy,
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perhaps the most important, deals with the changes
in the Bell System”s organizational culture. In
general, organizational culture refers to the set
of internalized values and expectancies which mem—
bers of, or subgroups within, organizations hold
regarding themselves and the organization. Organ-—
izational culture influences 1) how individuals
perceive and interpret their environment, 2) de-
fines what the organization and individuals value,
3) defines accepted rules of behavior that indivi-
duals in organizations, and the organizations, are
expected to follow, and 4) creates and maintains
technologies which are needed to pursue goals.
Culture tends to limit how firms view the environ-
ment, in that culture may cause managers to focus
on some while ignoring other potentially valuable
opportunities. For example the Bell System wvalued
service quality, protection from competition, pro-
fit, and achievement of goals other than profit.

In order to predict what AT+T and the BOC”s will do
in the future, it is useful to classify the culture
of the old undivided organization, then to consider
what the new companies” cultures are or should be.

As mentioned above, the Bell System was faced with
little environmental uncertainty, (ll) due to its
regulated monopoly status. Competitors for local
service are nonexistent, competitors for equipment
and long distance service were only recently a
reality. Also since Bell had no real competition,
it essentially could control the technology applied
to telephone service. Firms with such environments
tend to concentrate on efficiency and coordination.
Risk and innovation are avoided since, at best,
they reduce efficiency, at least in the short run.
While Bell innovated, technologically, its innova-—
tion was in service and not marketing. Therefore,
it seems safe to typify Bell as a firm with a
culture which values:

(a) service and equipment quality to reduce
repair time and thereby increase efficiency

(b) stability to increase efficiency

(c) coordination and control (exemplified by
well articulated, extensively documented proce-—
dures)

(d) technical innovations to enhance efficiency

(e) customer satisfaction— but just satisfac—
tion. Without the goad of competition to spur
attention to customer satisfaction as a defensive
competitive strategy, satisfaction means fewer
customer problems which, again, means more effic-
iency.

(f) nothing connected with price competition

While corporate culture is a vague concept in prac-
tice (9) in the view of some the corporate philo-
sophy of AT+T has been generally agreed to exist
and to the extent it is stated above, it appears to
have consciously driven the key management de-
cisions of the entire Bell System for decades.

The New Companies

AT+T Corporation is more than just its initial
organization units which are as follows:

AT+T Corporation = the holding company
AT+T Communications — a subsidiary which has
all of the regulated long distance business, the



producer of a vast majority of AT+T"s revenues for
1984. This subsidiary has 94% of the long distance
market.

AT+T Technologies — a subsidiary with a wide
variety of products and services which are unreg-
ulated. It includes a number of lines of business.

The company has been released from the 1956 consent
decree which restricted it to telephone related
businesses. AT+T Technologies, thus unfettered,
could become much more than the remains of Western
Electric and Bell Laboratories as the company sets
new priorities, enters new businesses, and even
becomes increasingly unlike a utility. In addition
to entering the computer equipment business, it
could manufacture lawn furniture or sell insurance.

The seven newly created Bell operating companies
are much more restricted utility businesses. Among
the major features of these companies are:

1. Their assets, revenues, and employees in
operating divisions are in the short run overwhelm—
ingly involved in operating local telephone busi-
nesses.

2. These companies have lost much of their
intrastate long distance business because under the
divestiture order, they must not offer telephone
service that crosses local calling areas known as
LATA”s (Local Access and Transport Areas). Most
states have several LATA”s and thus the BOC”s are
restricted to relatively short distance toll cal-
ling within these LATA”s. Inter-LATA calling op-
erations formerly conducted by Bell local companies
is now handled by AT+T Communications (ATTCOM).

3. Among the unique businesses of BOC”s are
directory (yellow pages) and mobile car services.
In the future the BOC”s are permitted to sell, but
not manufacture, telephone equipment to customers,
but their entire telephone sales and rental bus-—
inesses were transferred to AT+T Technologies on
January 1.

4. The holding companies have few immediate
employees and many of these are in the financial
area. Planning staffs are found at corporate lev—
el, operating company level (typically for one
state), and in an amorphous central organization
that is owned by all of the holding companies
together.

AT+T: A Marketing Strategy Analysis of the Issues

At AT4+T the clash of old corporate culture, forged
by regulatory stability, and the new environment of
opportunities is very real. One immediate indica-
tion of a transitional problem is that the company
has hinted to stockholders, long accustomed to
reliable and gradually increasing dividends, that
it may not be able to maintain the current rate
without short term profit improvements (19). Such
an utterance would have been unthinkable by a
chairman of the old Bell System with its many
regulated,.units contributing to its overall profit
stability .

External environment. Thus AT+T, a riskier
business subject to more dependence on long distan—
ce as well as uncertain fates from entering new and
newly competitive business fields, is wrestling
with its new realities. The o0ld order and stabi-

lity which produced dividends for "widows and or=
phans"” through the 1930”s Depression (13) is
threatened even before the first calendar quarter
of its existence is completed.

Internal strengths and weaknesses. Certainly,
AT+T possesses a number of assets, listed above in
the divestiture agreement which seem to assure its
place as a competitors in the newly opened areas.
There are potential weaknesses, however, which
focus on the area of organizational structure and
culture.

Organizational structure. It is clear to some
that AT+T must depart from the hierarchical organi-
zational structure to achieve greater flexibility
(16). Without the ability to react to changing
conditions, AT+T will be hamstrung and eventually
see its market position erode. Moreover, it is
vital that ATHT strive to overcome its inherited
corporate culture. As strategic choices exploit
the new dynamic market opportunities, the staid
culture which fosters stability will become more of
a liability. Since the Bell System”s organiza-
tional culture has taken years to form, changes in
culture will take some time. As long as the old
culture dominates the firm“s actions, AT+T may not
be able to satisfy its consumers as well as its
competitors. The risk is that giant AT+T may react
to new product and market opportunities so slowly
that smaller leaner competitors may become larger,
more than serious threats. Competitors may domi-
nate the markets.

Strategic choices. 1In the short run, AT+T may
be able to afford its traditional financial poli-
cies while increasingly evolving towards a firm
with more characteristics of a competitive indus-
trial company. The long run strategy decisions
might include some designed to enhance the stabili-
ty of market share and long run profitability of
long distance. Future circumstances caused by
actual operations results, regulatory decisions, or
demands of the stock market may foreclose certain
opportunities in the final analysis.

There are two areas of strategic decisions which
must be made and that will in turn directly affect
residential customers that are selected for mar-—
keting analysis:

1. long distance pricing - rate design

2. telephone rental.

Long distance pricing - rate design

The universal service concept applied to the new
AT+T long distance service would mean making long
distance affordable and available. “Availability”
of long distance service would in turn be affected
by the degree to which local exchange service is
available as it is through local exchange networks
that long distance is conducted (aside from certain
specialized long distance services (e.g. WATS)).

5, The company made such a statement

partly to pressure the Federal Communications Com-
mission in a regulatory dispute. The New York
Times, March 22, 1984 said that stock analysts
viewed the dividend statement as a "political
maneuver"” by AT+T.
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Presumably, the "new ATH+T" would find universal
service, as originally applied to local exchange
service, less compelling a priority except to the
extent that less local access to home telephone
service would reduce long distance calling by those
customers without a home phone. On balance, AT+T
would probably conclude, in the absence of any
future market analysis which would contradict it,
that it would benefit from less payments to local
telephone companies for use of thelr facilities.

In other words, its reduced costs of providing long
distance service would stimulate demand more and
generally enhance profits and thus more than offset
any AT+T losses due to the more costly local ser-
vice rates necessarily imposed to make up for the
lost AT+T long distance contributions to local
exchange companies (so-called customer access
charges).

In addition to what would appear to be a drive for
locally imposed access charges to displace AT+T”s
payment losses incurred by the local companies, the
company would review its current pricing policies.
The short and long term profits will have to
balance five major factors:

1. Competitive threats from much smaller
companies with about 6% of the current market for
some segments of its business. Some of these com—
panies or new companies have the potential to in-
crease market share under new post-divestiture
rules going into effect in the next few years that
will guarantee equal opportunity in connections to
customers of local telephone companies.

2. Regulator policies that may block any
attempts to raise rates (relatively) of small cus-
tomers of AT+T Communications. An analysis may
show AT+T that some or many of its occasional
customers are relatively unprofitable. Current
cost accounting and rate design practice is so
primitive that such a cost study finding can only
be guessed.

3. Its desire to segment the market and pur-
sue the most profitable opportunities only.

4. Its desire to maintain an overwhelming
market share including very small customers and to
provide ubiquitous and convenient service as a
major element of its strategy.

5. TIts desire to generate short term profits
to please stockholders and/or finance new ventures.

Given the lack of cost studies, access to proprie-
tary data, and a realistic way to foretell future
events this paper can only identify the factors
influencing past corporate culture, as well as
conflicting goals and strategies - not measure
them.

The company has proposed in fact to seek sig—
nificant deregulation of interstate long distance
rates. In its recent April 2, 1984, proposal to
the Federal Communications Commission, AT+T seeks
release from a number of procedural restraints that
would enable it to respond quickly to competitors.
The company defines the market broadly and indi-
cates its shares of intercity communications rev-
enues and negwork capacity are much below "mono-
poly" levels .

With regard to the major toll service which
includes all calls besides special packages (WATS)

or services such as private line, two extreme out-—
comes can be posited as the best and worst case
scenarios for small residential customers — a maj-
ority of American households.

The best possible outcome for residential customers
would appear to be do nothing to change the essen-—
tials of current regulated pricing practice.
Essentially today all callers are priced the same
with identical charges applying anywhere to all
business and residential customers according the
time of day, distance, length of call, and an
initial set-up (frequency) charge. There are some
opportunities for changing usage charges to benefit
residential callers because their usage patterns,
for example, by time of day, do vary from business
callers in particular. Also as better cost an-—
alyses are made or if AT+T payments to local comp-
anies drop greatly (access charges.for customers
increase), usage prices may change’.

Rental Telephones
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The Federal Communications Commission has author-
ized a nationwide pricing formula for ATH+T”s rental
phone business. These phones were formerly on the
books of local Bell companies, but were transferred
to AT+T on January 1, 1984. Millions of rental
phones will be continued as rentals at customers”
options for three years.

As a marketing proposition, AT+T is interested in
the long run in establishing its position in the
sale of residential telephones. The current rental
customers are likely to discover that rental is
largely uneconomic given the low sale prices of
telephones by AT+T and its competitors. AT+T is
watching its business in telephone equipment
seriously erode now that customers can buy and
easily plug in competitors” phones to the telephone
network.

AT+T needs to develop marketing strategies that can
help make decisions about the rental customers with
whom it is already doing business. While these
customers are being reduced in number, many will
not feel compelled to stop renting at relatively

6 "The Dominant Carrier Myth", undated AT+T memo-
randum provided April 3, 1984, by the company. The
company points out it is 1/5 its predivestiture
slze in terms of assets, it has 400 competitors
with $3.7 billion in revenues, and that 50% of all
interstate customers who spend $50 or more per
month in markets whose competition exists are ser-
ved by those competitors. The document does not
mention a 94% (or any other figure) interstate
regular long distance market share of AT+T presuma-
bly (in our view) because it does not define
regular long distance as a separate market.

7 Under current payment formulas in the separations
and settlements process, the "cost" per minute is
calculated and AT+T pays this amount to local com—
panies for minutes of usage. Off-peak times of day
of long distance calling thus may be overpriced, a
reflection of the payment formulas” inability to
differentially price or distinguish time-of-day as
a factor in causing costs.



inconsequential monthly rates until forced to do
s0.

Under its former Vail-inspired corporate philoso-
phy, the company would perhaps concentrate on com-
municating and providing sale options to satisfy
these customers in the next three years. They
would presumably be future prospects for purchasing
AT+T phones as well. The company would possibly
argue to extend the three year option period if
necessary to avoid millions of last minute panicked
buying decisions and negative public relations
associated with it. The company might provide
special lease-buy options, extend its low-priced
product line, provide credit terms that resemble
the size of rental payments to please its pro-
crastinating customers, provide convenient
sale/exchange facilities, etc.

The short term worst case would be to maximize
profits at the expense of the procrastinators who
insist on waiting three years. These customers may
include many with a special reluctance to buy and
it is difficult to conceive that many won"t simply
refuse to buy. If they are large in number,
special actions to collect the sale price through
the local telephone company bills or other "forced"
sales may reduce large temporary increases in sales
for AT+T. These are sales revenues where voluntary
customers actions to stop renting often result in
massive purchases of competitor equipment. TIf AT+T
is unable to sell its existing rented phones in
place to its rental customers, it will have little
market opportunity for their resale. Lest rental
customers discover AT+T is selling used phones
below in-place prices being offerred to those ren-
tal customers, AT+T will have to hold them off the
market to keep prices high.

AT+T”s philosophy may influence its strategy in
this area, but until rental consumer actions become
more predictable, the size of the problem is very
uncertain. Regulatory intervention may occur if
AT+T"s plans eventually are perceived to be ques-—
tionable or inadequate for public policy purposes,
but regulators may be less competent to design
adequate policies based on consumer behavior an-—
alyses than the company. This conversion is un—
precidented in telephone industry or regulatory
history.

Bell Operating Companies:
A Marketing Strategy Analysis of the Issues

Bell operating companies” (BOC) public relations
and stockholder relations strategies dictate com-
munication practices that serve to confuse the
major issues and possible strategies that these new
firms may pursue. The stockholders are widespread
and thus general media are often used to convey
messages from these firms about their destinies and
capabilities. The BOC”s portray themselves heavily
as highly competent and skilled organizations about
to enter the future of high tech,telecommunications
with a veritable grip on success (6).

However, current public statements can be a hazard
to the proper evaluation of the BOC”s strategic
options. Even employee”s may not be aware of these

realities in view of the pervasive institutional
advertising and its emphasis on technology.

External environment. Universal service is
largely achieved in the U.S. so that the potential
for expanding the number of residential or business
customers of local exchanges is almost nil. There
is no competition so that horizontal monopoly ser=
vice is currently quite secure. The opportunities
for add-on services and products is also limited.
The companies may enter customer equipment busines-
ses, but not manufacturing. They may not provide
interstate or intrastate, inter LATA long distance.
They may continue yellow pages and enter certain
new businesses. Largely these are mature companies
in the product life cycles of their main business:
local telephone service.

The BOC”s
The

Internal strengths and weaknesses.
do have assets which make them more viable.
Bell brand name, retained in the divestiture
gsettlement is, in the short rum, a great strength,
which has high consumer awareness and favorable
consumer response. The Bell brand is associated
with high quality and reliability for which
consumers are willing to pay a premium (16). In
addition, the inherited hierarchical organizational
structure was and is ideal for competition in
stable markets.

Implications of Strategy

The long term negative prospects for local comp-
anies are that their current monopoly may erode,
their costs rise, and thus they may lose customers
to new technologies or due to unaffordable local
rates.

The methods of improving profits appear to be, for
example, by cutting costs, particularly in areas
which may have been part of the overall package of
services and not properly priced. Installation of
services is thought to have been underpriced his-
torically. A second area is to develop new bus-
inesses such as mobile service, but these new mar-
ket possibilities are distinctly limited compared
to those of newly unchained AT+T. A third area is
to sell "usage" and price such usage, accordingly,
at profitable levels.

In general, Theodore N. Vail”s philosophy has been
so successfully implemented through past strategies
employed at the local exchange level that these
companies have little they must do in a strategic
sense except preserve these achievements. They may
choose to do otherwise, of course.

Local Measured Service (LMS)
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LMS offers a change in pricing and at least several
strategic improvements. This pricing system
applies long distance usage elements (frequency,
timing, time—of-day, distance) to each local call.
The system, if it worked well, offers the hope of

8 The Bell companies ads are similar to AT+T"s
emphasis on high tech. See six such advertisements
in the December 26, 1983, January 2, 1984 combined
issue of Business Week (13 full pages of adverti-
sing).



enhancing total revenues while also lowering some
(not many if total revenues rise significantly)
customers” bills in the interest of universal ser-—
vice. If such pricing is at least roughly consis-
tent with costs of providing local usage, then the
pricing system is more likely to withstand com-
petitors inroads. New entrants presumably would
skim the cream of revenues of overpriced usage
first.

Even without the universal service potential or
that of preventative pricing against the vague
possibilities of eventual competitor”s inroads,
revenue enhancement would make LMS attractive for
BOC s.

The commitment of larger telephone companies to LMS
is well documented (3). The revenue enhancement is
noted in the only report published by a federal
agency on the topic (18).

Opposition of the residential public to LMS is
quite strong and regulators have been inglined in
some instances to agree with the critiecs”.

The universal service benefits have been extensive—
ly argued by the companies, but evidence is mixed
(15).

The principles of cost—based pricing have been
argued more because of the equity of cost burdens
among customers based on cost-based priecing rather
than because of the eventual impact on competitive
entry. The equity of cost-based pricing is not
disputed in principle, but is questioned as an
exclusive criterion of pricing. If costs set
prices, then logically there will be no opportunity
to set prices below costs f?a social (e.g. univer—
sal service) policy reasons .

Given that companies will not give up their LMS
priority for rate design in residential service,
successful LMS implementation is still uncertain.
Customers will not elect it rapidly.

Telephone companies do not keep uniform records on
market penetration of LMS (as a percentage of all
local exchange services offered) partly because of
varying local regulatory requirements. In all
areas, the relative prices of local services will
influence market share. In local measured service
areas where the service is introduced at substan-—

9 Telephone companies in the following states have

been denied in full one or more local measured
service proposals since 1980: Maryland, Wisconsin,
Florida, Georgia, Texas, Indiana, Washington, Dis-
trict of Columbia. Many others have succeeded in
other states.

19 The telephone industry is scheduled to propose
an entirely new cost accounting system to the Fed-
eral Communications Commission in 1985. A prelimi-
nary draft (USOA, Part 32 of the Federal Communic-
ations Commissions Rules and Regulations, draft
dated April 1, 1984) does not specifically mention
L.M.S8. nor in our view does it provide the neces-
sary account distinctions to enable this service to
be priced in relation to cost.

tially lower prices than the existing flat rate
services, the customers do not elect L.M.S. in
significant numbers. In Tennesee, North Carolina,
Missouri, and Maryland, market shares are all below
10%. Marketing efforts by companies to promote
conversion to L.M.S. have varied greatly, but have
had some impact on market share. In some instan-—
ces, L.M.S. market shares (penetration) have de—
clined substantially after promotion efforts or
initial introductions had caused some customers to
try the service. Many then return to flat rate or
some other local exchange service.

If a substantial portion of customers eventually
elect LMS service (or if it is mandated), then the
marketing opportunities for local exchange are
greatly improved by the pricing of usage elements.
Among the market development strategies to be ex-
pected include:

1. New services such as inward WATS (800 type
service) for local service for sellers and service
providers who wish to offer i1t as a competitive
tool

2. General promotion of usage (similar to
long distance campaigns by AT+T)

3. Provision of services such as time and
weather or anything that will generate calls at low
cost

4. Working with telephone using organizations
to encourage telephone communication (similar to
the efforts to sell the telephone as a sales tool,
etc.)

5. Development of technologies or service
packages to enhance special services such as
burglar and fire alarm connections, computer inter-—
face, or data bank accessibility.

In spite of industry commitment to the usage sensi-
tive pricing of local exchange service, the debate
is far from resolved on LMS. No company in modern
history fas voluntarily converted a major telephone
exchange™ from predominantly flat rate pricing
(priced per month rather than by usage) to one of
LMS. The rapid rise in flat rates may yet change
this very slow conversion to LMS even though
critics argue that there are superior options to
LMS to deal with the universal service problems of
the poor or of those on fixed incomes.

Summary and Conclusion

The marketing approach to strategic analysis pro-
vides a useful basis for predicting intermediate
and long term consumer issues likely to arise in an
industry. The telecommunications industry is a
case where eight newly created large companies must
make key strategic choices immediately.

In the case of AT+T, the national company with
service and equipment markets to serve, there are
two illustrative strategic choices examined. Faced
with competitive pressures and regulatory restric-
tions, AT+T may seek repricing of services that

Involuntary isolated cases exlst where customers
were forced to change. Some major cities with
L.M.S. type rates have never been primarily flat
rate territories.
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could have adverse impacts on the majority of small
residential customers. A second area of decisions
- telephone rentals — may result in serious transi-
tional problems as the rental is likely to be
phased out rather rapidly.

The seven regional companies created to serve local
exchange customers have few immediate prospects for
ma jor shifts in their business strategies. Faced
with limited opportunities and probable high costs
of entering new fields, these companies are likely
to seek additional revenues by entirely different
methods of pricing their major business line: local
exchange service.
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BINOMIAL LOGIT ANALYSIS

Diane F. Hrozencik,

ABSTRACT

A description of binomial logit analysis, a tech-
nique used to estimate models containing binary
dependent variables, is presented. The develop-
ment of the logit model is explained and several
tests are described, including the calculation of
probabilities, and a goodness of fit statistic.
An example is presented to illustrate the use of
binomial logit analysis.

INTRODUCTION

Occasionally economic models contain discrete de-
pendent variables which cannot be estimated using
regression analysis, a traditional tool of the
economist. In this case an estimation technique
which can accomodate qualitative dependent varia-
bles is required. Binomial logit analysis is an
example of such a technique. It is used to esti-
mate choice models in which the dependent variable
may take on one of two alternative values. For
example, an individual may choose to vote, or not
to vote in an election, or he may choose to buy a
small or large car. Advantages of logit analysis,
as well as problems with the use of regression
analysis with discrete dependent variables are
discussed in the following section.

BINOMIAL LOGIT ANALYSIS

The development of logit analysis is reflected in
a series of alterations made to the regression
model to accomodate a binary dependent variable.
By specifying the discrete dependent variable as a
dummy variable, zero if one event occurs and one
if the alternative occurs, a regression model can
be estimated. The two alternative outcomes are
represented by Y in the model:

Y = B0 + BX + E, where (1)
X = explanatory variables and
E = error term.

The probability of an individual making a given
choice is then assumed to be a linear function of
the characteristics of that individual. A mono-
tonic transformation, the most basic of which is
the linear probability model, is applied to the
regression equation so that the results may be in-—
terpreted as probabilities. 1In the binomial case,
the probability of one choice being made equals P,
and the probability of the alternative choice is

1 - P. Then,

P = Prob (Y = 1)
1 -P =Prob (Y =

I

(2)

0). 3)

1Research Assistant, Department of Textiles and
Consumer Economics, and Economist, Division of
Price and Index Number Research, Bureau of Labor
Statistiecs, Washington, D.C.

University of Marylancl1
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By taking the expected value of the regression
model the linear probability model is obtained,
and the results may be interpreted as probabili-

ties. Then,
E(Y) = 1(P) + 0(1 - P)
E(Y) =P = B0 + BX. (4)

Unfortunately, estimation of the linear probabil-~
ity model using OLS leads to problems. The vari-
ance of the error term remains heteroskedastic,
and has a non-normal distribution. In addition,
values predicted for Y may fall outside the mean-
ingful 0 - 1 range [3, 5, 9].

To solve some of the problems, a transformation is
applied to the basic linear probability function.
This transformation, known as the cumulative lo-
gistic probability function, takes the form of a
non-linear sigmoid curve. The logit transforma-
tion converts previously unbounded probabilities
into a range between zero and one. The slope of
the cumulative logistic function is greatest when
the probability equals 0.5. This implies that
when the model is uncertain about which alterna-
tive will be chosen, small changes in the value of
the function lead to large changes in the predict-
ed probability. Conversely, when the predicted
probabilities lie in the tails, small changes in
the function value have little effect on the pre-
dicted probabilities.

The logit model is based on a monotonic transfor-
mation of the probability function. P represents
the probability that an individual will make a
certain choice when the values of the independent
variables are known. By taking the natural loga-
rithm of the transformation, the estimated para-
meters may be regarded as linear, although the
probabilities themselves are not linear [3, 8].
The derivation is given below.

P = (1/(1 + exp” B + BN ()
1/p =1+ exp—(BO B (6)
TRy = 1 = e P + B (7
®/(1 - ) = expBp + X 8
log (P/(1 - P)) = By + BX. (9)

The logit procedure transforms the equation and
eliminates problems present with regression esti-
mation. The value of the logit is constrained be-
tween 1 and 0 as the function value goes from plus
to minus infinity. Binary logit is a qualitative
choice model in which individuals are faced with
two alternatives. The choice they make depends on
the characteristics of the individual. The out-
come of logit analysis is the probability that an
individual with a given set of characteristics will
choose one alternative over the other. However,
the dependent variable is now defined as the log of
the odds of an individual making a certain choice;
it is no longer simply the "probability".



Estimation of the logit model cannot be done with
ordinary least squares because probability values
of zero or one will result in undefined log odds
when P/(1 — P) is calculated [9]. Instead, maxi-
mum likelihood (ML) estimation is used since it
ensures that a unique maximum will be calculated.
The ML procedure estimates a distinct probability
for each observation and defines a pattern for
values of the independent variables when each of
the alternative dependent variables is known. The
ML estimators determine what parameter values are
most likely to produce the observed set of data.
In addition, maximum likelihood estimators possess
several desirable characteristics, they are con-
sistent, asymptotically efficient and normally
distributed [3, 9].

Several procedures are used to evaluate the re-
sults of binomial logit analysis. To test the ex-
planatory value of the entire model a likelihood
ratio test is employed. This statistic has a chi-
square distribution and is analogous to the F-test
in regression. It tests the null hypothesis that
the coefficients of the entire set of variables
equals zero. The alternative conclusion, that at
least one explanatory variable has an impact on
choice probabilities, is accepted when the calcu-
lated test statistic is greater than the chi-
square table value. The statistic is:

Xz = -2 (Log LikelihoodR - Log LikelihoodF) (10)
The reduced model is represented by R, and is es-
timated by a single variable, the constant. The
full model, F, includes all variables. The de-
grees of freedom are equal to the number of para-
meters set equal to zero. For example, if the full
model includes 11 parameters, a constant and 10
independent variables, and the reduced model in-
cludes only the constant, then the number of para-
meters set equal to zero in the reduced model is
10. Thus, the number of degrees of freedom is

11 - 1 = 10.

The same statistic is used to test the explanatory
value of sets of variables. The reduced model in
this instance includes all variables except those
in the set under investigation. The null hypothe-
sis, that the set of variables has no impact on
choice probabilities, is rejected when the likeli-
hood ratio statistic is greater than the table
value.

The logit model has a test analogous to the Rz
goodness-of-fit statistic reported in regression
analysis. This statistic is called the likelihood
ratio index (also called rho-squared or pseudo-RZ)
and is a measure of how well the model approxi-
mates the observed data [5]. It is calculated by
subtracting the log likelihood of the full model
divided by the log likelihood of the reduced model
from one [4, 10]. The formula is given below:

2 Log Likelihood F

€ =1 - Tog Likelihood R, where (11)
@" = likelihood ratio index

The relationship between R2 and the likelihood
ratio statistic is shown in Figure 1. Note that
low values of the likelihood statistic correspond
to higher R? values throughout the meaningful
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range [1, 10]. It is unlikely that a rho-squared
value would approach one because that could only
happen if all individual predicted probabilities
were exactly zero or one. Generally, likelihood
ratio statistics have an upper bound of about 0.3
[6, 9, 10]. Values above 0.2 are considered a
good fit [4].

FIGURE 1. Comparison of Rho-Squared and R-Squared
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Asymptotic t-tests are used to determine the sig-
nificance of individual coefficients. The value
of a coefficient divided by its asymptotic stan-—
dard error has a t distribution. The number of
degrees of freedom is equal to the number of ob-
servations in the sample minus the number of para-
meters estimated in the logit model. If the cal-
culated t is greater than the table value with the
appropriate degrees of freedom, the variable is
significant [7].

The relationship between the probability of choos-
ing the alternative Y = 1 and changes in the inde-
pendent variables may also be investigated by ex-
amining the signs of the coefficients. An in-
crease in the value of a positive (negative) coef-
ficient will increase (decrease) the probability
of choosing the alternative in which Y = 1. 1In
the case of dummy variables the omitted category
is the reference group and its coefficient value
equals zero by definition. Results for dummy
variables must be interpreted by comparing the co-
efficient values to that of the reference group.

Unlike regression estimates, logit coefficients do
not reveal magnitude. They cannot provide a quan-
titative measure of the effect of one parameter
compared to another. However, the relative order
of coefficients is meaningful. It is possible to
rank coefficients from the lowest to the highest
value and to interpret a coefficient as having a
greater effect on the dependent variable than
those ranked below it. For example, if parameter
A has a coefficient of 0.2 and parameter B a coef-
ficient of 0.4, then parameter B may be interpre-
ted as having a larger effect on the choice pro-
bability than parameter A. However, one cannot
assert that B has twice the effect on the depen-
dent variable as A.

The probability of choosing an alternative can be
calculated for the entire sample. This probabil-
ity is obtained by reversing the logistic trans-

formation. The probability of choice (P) is de-

rived as follows:



Log (P/(1 - P)) = By + BX (12)
P/(L - P) = exp(BO + BX) (13)
P o= (L/(1 + exp” g * BR)y, (14)

When computing the mean probability of the entire
sample, the average value of each variable is sub-
stituted in the above equation. For example, if a
continuous measure of income is used as an explan-
atory variable the average value of income over
the entire sample is multiplied by the coefficient
of income and summed with remaining variable
values. When an independent variable is categori-
cal, an average value can not be calculated. In-
stead, the category which contains the most re-
sponses may be designated as the "average value"
and is multiplied by its coefficient value.

The choice probabilities may also be calculated
for various values of the explanatory variables.

A subsample of observations with specific charac-—
teristics may be designated as a ''representative
unit". Characteristics of this unit are pre-se-
lected and only those observations which contain
the specified characteristics are used to obtain
choice probabilities. This sample then becomes
the reference group. A good choice for the repre-
sentative sample are households or individuals
with mean values of continuous variables and those
who fall in the most frequently observed category
for dummy variables. Once the reference group has
been defined the choice probability for that sample
is calculated. Then values of individual variables
are altered and the choice probabilities are re-
calculated. By comparing the altered choice pro-
babilities to the reference group choice probabil-
ity, the magnitude of the effect of changes in in-
dependent variables on choice probabilities may be
observed.

APPLICATION OF BINOMIAL LOGIT ANALYSIS

The binomial logit model was used to determine the
purchase probability of buying an imported or dom-
estic automobile for households that had decided
to buy a new small car. The source of the data
was the 1972-1973 Consumer Expenditure Survey,
collected by the Bureau of Labor Statistics. Data
were analyzed for 334 households that purchased
new small cars in 1972. The dichotomous dependent
variable was coded one if the household purchased
an imported small car, and zero if the purchase
was a domestic small car. The non-linear maximum-
likelihood technique was used to estimate coeffi-
cient values. A partial list of the results are
presented in Table l. Education and origin of
stock disposed of by the household in the survey
year were coded as dummy variables. The omitted
categories appear in parentheses next to the vari-
able name. All other variables were included as
continuous measures.
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TABLE 1. Selected Coefficients of Automobile
Origin Choice Logit.
Independent Variable Coefficient A.S.E.2
Number of adults 449% 225
Education (high school graduate)
Not a high school graduate -.747%% 428
Educ. beyond high school 472 +353
Origin of disposed-of stock (domestic)
Did not dispose of stock WJ722% .326
Disposed of foreign 2.988% 544
Disposed of mixed 1.635% o741
Disposed of unknown 1.364% .667
Likelihood Ratio Statistic 117.518%*

Likelihood Ratio Index .262

a
*

Asymptotic Standard Error
Statistically significant at the 5% level
*% Statistically significant at the 10% level

The explanatory value of the entire model is deter-
mined using the likelihood ratio test. The statis-—
tic is equal to the difference between the log
likelihood of the reduced model (-224.121) and the
log likelihood of the full model (-165.362) multi-
plied by -2. The likelihood ratio statistic is
117.518, which is greater than the chi-square

table value with (30 - 1) degrees of freedom.

This result indicates that at least one of the in-
dependent variables has a coefficient significant-
ly different from zero.

The explanatory value of the set of variables de-
scribing the origin of vehicles disposed of by the
household in the survey year is also tested with
the likelihood ratio test. In this case, the re-
duced logit model is estimated without the set of
variables describing disposed of stock, and the
log likelihood equals -187.513. From this value
the log likelihood of the full model (-165.362) is
subtracted, and the difference is multiplied by
=2, resulting in a test statistic of 44,302. This
value is greater than the chi-square table value
with the appropriate degrees of freedom (31 - 27),
indicating that this set of variables provides a
significant contribution to the explanatory power
of the model.

The overall goodness of fit value, rho-squared, is
equal to one minus the log likelihood of the full
model (-165.362) divided by the log likelihood of
the reduced model (-224.121). The resulting rho-
squared value of .262 is considered a good fit
since the upper bound of this ratio is approxi-
mately one third.

To test the significance of individual variables,
an asymptotic t-test is employed. The statistic
is calculated by dividing the coefficients by
their asymptotic standard errors. For example,
the statistic for households disposing of foreign
automobiles is 5.49, indicating this variable is
statistically significant at the 5% level. All
disposed of stock dummy variables are significant
at the 5% level, as is the number of adult family
members.



