Investment-Oriented Regulation in Telecommunications

Telecommunications operators throughout the world are facing an extraordinarily adverse climate for generating the financing necessary to maintain and expand their services.  In the aftermath of the internet bubble and in the face of substantial excess capacity in the advanced industrial economies, the valuations of traditional operators have collapsed.  The very financial viability of the converging telecommunications, media and internet sectors is now being seriously questioned because of the harsh reassessment of the prospects of the internet combined with the difficulties of third generations (3G) mobile services and the breakdown in investor confidence due to accounting and other corporate scandals.  A fresh look at traditional approaches to regulation is both urgent and appropriate in view of the extremely adverse investment climate now facing the telecommunications sector.  

The orthodox advice to policy makers in the transition and developing economies (DTEs) has emphasized the importance of carrying out the regulatory functions with independence, transparency, and insulation from political influence.  Thus, much of the discussion of telecommunications reform in the DTEs has properly focused on the institutional foundations of regulatory effectiveness and non-discretionary governance.  Clearly, the establishment of institutional mechanisms that impose procedural restraints on arbitrary administrative intervention provides an important signal to potential investors that their value will not be subjected to political expropriation.  This type of commitment that flows from features of the country’s legal and regulatory systems effectively reduces investment risk and consequently the discount rate applied to net present value and cash flows calculations.  

However, for any business investment plan to be viable, the fundamental sector economics must be right.  After all, a pricing policy that is not consistent with revenue adequacy, even if implemented by an independent regulator in a transparent fashion, it will still repel investors.  Similarly, a regulatory regime that does not permit firms to compete with flexibility of prices and terms or violates competitive neutrality by imposing social service obligations that are not shared by all competitors, will not promote efficient investment even when institutional mechanisms provide a credible commitment to policy stability.  Thus, the mantra delivered by international advisors stressing the importance of institution building and regulatory independence while important is far from sufficient.  Especially in the face of an extraordinarily adverse financing climate, it is imperative that in this second stage of telecommunications reform, policy makers in the DTEs focus on the substantive content of the sector’s regulatory governance in order to create an economically attractive investment environment.

Perhaps the single most important element of an investment-oriented policy is pricing reform.  A key priority in attracting private investment is to devise a regulatory regime which facilitates the move to cost-reflective tariffs and hence permits the privatized operators to attain revenue adequacy (i.e. the revenue level necessary to compete equally with firms elsewhere in the economy for available financing in order to maintain, replace, modernize, and, where appropriate, expand their facilities and services).  The total interests of users and the economy would be better served if the privatized telecommunications entities are not unduly constrained by price controls that no longer reflect the competitive realities in the market—i.e. if they are accorded pricing flexibility within the boundaries determined by the avoidance of cross-subsidization and monopolistic pricing.  Increased pricing flexibility will enable the operators to achieve revenue adequacy—generate increased cash flows and more effectively raise financing from external sources.


The traditional pricing constraints on fixed line retail prices must be reconsidered both in view of the increased competition from mobile and the need to facilitate entry by new providers of local infrastructure, especially in rural areas.  Policymakers should permit the rapid installation of new access lines, wired or wireless, based on pricing that reflects differences in the value of service and is designed to clear backlogs.  Also, consumers who place relatively high value on a service should contribute relatively large net revenues to the coverage of unattributable, fixed and common costs.  To the extent that such differentiated pricing schemes facilitate revenue adequacy, they reduce the need for heavy-handed tariff rebalancing and can ease the transition to cost-reflective prices.  Moreover, when a telecommunications public utility uses access prices to recover the costs of the local loop, it may induce bypass, which would ultimately force it to raise the prices that it must charge to captive customers.  By offering discounts with non-linear prices to non-captive customers, the utility will be able to recover the costs of the local loop with marginal access prices much closer to incremental cost and keep all customers in the network, to the benefit of all. 


An investment-oriented regulatory framework might also entail moving away from the traditional top-down command-and-control regulatory mechanism to “bottom-up” consultative one that gives investors a larger role in the process—a process that increasingly relies on consultative for a whereby interested market participants provide market-led initiatives that ultimately increase investment and competition in the sector.   

