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"THE INSANITY": BACKGROUND ON THE 3G AUCTIONS IN GERMANY

In March of this year, analysts estimated that licenses to build next-generation wireless networks (3G licenses) might cost around 20 billion euros for all of Europe.
  Just five months later, some of the world's largest telecommunication consortium had spent over 88 billion euros in the auctions for licenses in just two countries (the U.K. and Germany).
 Stock prices of European telecommunications giants have taken a dramatic plunge after these "two high-stakes games of chicken."
  In Germany alone, carriers paid 50 billion euros.  This figure is five times the 10 billion euros that the government estimated they would pay and nearly twice the 30 billion euros that industry analysts estimated that the licenses were worth.

There were seven serious bidders in the German auction.  Four incumbent operators including: Deutsche Telekom (DT); Mannesmann (Vodafone AirTouch); VIAG (British Telecommunications); and E-Plus (Hutchison and KPN). The other three bidders were: German reseller, Mobilcom (backed by France Telecom); Debitel (backed by SwissCom); and Group 3G, a consortium that includes Sonera of Finland and Telefonica of Spain.  A week into the bidding, Debitel was the first and only bidder to drop out, but Mannesmann and DT kept the bidding going for another week.  Thought they could squeeze out Group 3G, but Group 3G refused to budge.  Finally, in a spokesman for DT's words, the carriers decided to "put and end to the insanity." 


As columnist, Jesse Eisinger, asks in an August edition of the Wall Street Journal, "What were they thinking?"
  There are several common theories of organizational (mis)behavior that help explain the management decisions that lead to astronomical bidding results.  Theories about decision making and learning from experience claim that individuals have tendencies to 1) escalate commitment and be consistent, 2) gamble when thinking about what they have to loose, and 3) seek out information that confirms their current hypothesis.  All three of these tendencies were represented in the behavior of the bidders for Germany's 3G licenses.

THE ESCALATION OF COMMITMENT AND CONSISTENCY


Research has shown that people tend to keep allocating money to failing projects in what is called a "non-rational escalation of commitment." This tendency exists not only because people struggle to think rationally about sunk costs, but also because people like to be consistent.  As Cialdini points out "Once a stand is taken, there is a natural tendency to behave in ways that are stubbornly consistent with the stand."
 Mannesmann, DT, VIAG and E-Plus had both the sunk cost and the consistency problems.  They had already invested billions in their wireless networks, recently upgrading software to enter the wireless data space, and they had committed publicly to becoming leaders in the German wireless data space.  They had not yet recouped their recent software investment, but were already worried that without licenses to build third generation networks, their previous investments would become obsolete.  An IDC analyst claimed these four incumbents "are already stuck in the wireless market, so the have to get a (3G) license."
  

While there is some rationale to the fact that carriers that already have networks in Germany might be willing to pay more for licenses because upgrades will cost them less, there is no rationale for saying that they have to have a license no matter what the cost.  Yet German incumbent carriers demonstrated that they were willing to pay almost anything by escalating their bids in an attempt to shut others out of the market. Incumbent carriers may someday recoup their investment, but they did not think through their bidding decisions rationally.  They thought of pre-existing networks and verbal commitments as reasons justifying exorbitantly high bids.

GAMBLING TO PREVENT LOSSES

The escalation of commitment only explains the behavior of four incumbents. Group 3G agreed to spend 8.5 billion euros to build a network in a country where they have no customers, no brand and no network.
  The actions of Group 3G and Mobilcom are better explained by the fact that they were willing to be risky because they were focused on avoiding losses. Bazerman demonstrated that people tend to be risk averse to positively framed choices and risk seeking to negatively framed choices,
 and all the bidders in the German auction demonstrated this tendency. They had developed grand strategies to capture value from the "wireless data revolution," and would view not getting a license as a tremendous loss.  As an equity analyst asked "Which is worse, overpaying or not getting a license and becoming considered a second-rate carrier? You have to have it."
  This statement demonstrates that carriers, and indeed some analysts were thinking about the negatives -  overpaying or being a second rate carrier - not the positives - having capital to potentially acquire other carriers or becoming a "next generation" carrier.  The negative framing of information in this manner had a definite impact on the carriers' decision making under uncertainty.  

In particular, Sonera and Telefonica had their sites set on becoming "pan-European forces on the wireless web" and they saw licenses in Europe's biggest country as key to reaching that goal.  Focused on the potential of loosing their vision of growth, they kept bidding.
 They were paranoid about losing market growth opportunities, so they were willing to pay almost anything for a license.  

 THE CONFIRMATION TRAP

Another factor that contributed to the escalation of bids, was the fact that carriers looked for evidence that supported their decisions to stay in the race and bid higher, and they disregarded other evidence.  Gilovich describes this habit as "When trying to assess whether a belief is valid, people tend to seek out information that would potentially confirm the belief over information that might disconfirm it."
 Bidders in the German auction displayed this tendency with at least three pieces of data.  First, they ignored the market's negative response to the high prices paid in the U.K. auctions. Stock prices of European carriers dropped dramatically after the bidding war in the U.K. 
  Clearly the market thought carriers had overestimated the value of licenses, yet German bidders did not take this evidence to mean that they should pay less in Germany. In fact, they ended up paying more and being similarly downgraded by investors.   

On the other hand, incumbents did not ignore the fact that both Sonera and Telefonica dropped out of the bidding in the U.K.  Instead, DT and Mannesmann looked to that evidence and kept bidding higher, expecting the Sonera-Telefonica consortium to drop out.  They ignored the fact that Telefonica had continually denied plans to withdraw (was Telefonica falling into the commitment trap?).
 Because incumbents focused on the one data point of the U.K. elections and expected Group 3G to withdraw, they nearly doubled their bids, and gained nothing for it. 

Third, carriers systematically disregarded any evidence that telecommunication license prices could ever be too high. Michael Bon, CEO of France Telecom, said "What was true in the past is that whatever you paid for a license was a good deal."
  Michael and other CEOs, were clearly disregarding the fact that several U.S. operators overpaid for mobile licenses in the mid -1990s and went bankrupt. These managers had a selective memory.  One that enabled them to believe that "no price would be to high" for the un-quantifiable growth potential of wireless data.

CONCLUSION

Could European telecommunications providers have stopped the insanity? Perhaps they could have stopped the escalation of commitment and the desire to be consistent by setting limits before beginning the bidding and by carefully analyzing the overall costs of 3G expansion.  They also could have focused on the upside of 8.4 billion euros instead of the downside of loosing the license.  Finally, they could have minimized the confirmation trap by enlisting a third party to do a rigorous analysis of the evidence and recommend strategies accordingly.  Perhaps the stakes were high enough in this auction, that nothing could have stopped the "insane" bidding.  However, managers, deciding to invest 8.4 billion euros in licenses, should take any steps possible to increase the chances that their decision are influenced by analysis instead of organizational tendencies.  It does not appear that European telecommunications managers were so determined.
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