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Investment-Oriented Regulation in Telecommunications

Introduction—Rethinking Requlatory Governance

Telecommunications operators throughout the waorddfacing an extraordinarily
adverse climate for generating the financing nexgst maintain and expand their
services. In the aftermath of the internet buldid in the face of substantial excess
capacity in the advanced industrial economies, vildeations of traditional operators
have collapsed. The very financial viability ofetltonverging telecommunications,

media and internet sectors is now being seriousigstioned because of the harsh

reassessment of the prospects of thﬁighlyindebted telecommunications

internet combined with the difficulties companies in advanced industrial countries
are facing enormous pressures to
restructure their activities and are likely to
services and the breakdown in investoshed some of their assets holdings in
. . transition countries which can be marginal
confidence due to accounting and. ) ;
in the context of their overall operations.
other corporate scandals. A fresh lookThus, the primary policy challenge is not
just to attract increased foreign investment,
ut also in some cases to retain existing

is both urgent and appropriate in viewforeign participation.

of third generations (3G) mobile

at traditional approaches to regulatio

of the extremely adverse investment climate novintathe telecommunications sector
(Bruce and Macmillan 2002). In particular, the nstard command-and-control
regulatory mechanisms are likely to prove increglginll suited in the current frigid
telecommunications investment climate. More flditipand imagination are needed and
greater attention should be placed on developifgciie consultative processes that
engage regulatory officials and industry playerannopen dialogue on important matters

of policy.
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The orthodox advice to policy makers in the devielgpand transition economies
(DTEs) has emphasized the importance of carryingtioe regulatory functions with
independence, transparency, and insulation frontigadlinfluence. Thus, much of the
discussion of telecommunications reform in the DTit&s properly focused on the
institutional foundations of regulatory effectivaseand non-discretionary governance.
Clearly, the establishment of institutional meclsars that impose procedural restraints
on arbitrary administrative intervention provides @&mportant signal to potential
investors that their value will not be subjectedptditical expropriation. This type of
commitment that flows from features of the courgryégal and regulatory systems
effectively reduces investment risk and consequetié discount rate applied to net

present value and cash flow calculations.

However, while regulatory independence is usefu§ by no means a panacea. For
any business investment plan to be viable, the gomehtal sector economics must be
right. After all, a pricing policy that is not ceistent with revenue adequacy, even if
implemented by an independent regulator in a tramesp fashion, it will still repel
investors. Similarly, a regulatory regime that slowt permit firms to compete with
flexibility of prices and terms or violates compe® neutrality by imposing social
service obligations that are not shared by all catitgrs, will not promote efficient
investment even when institutional mechanisms pi®wa credible commitment to policy
stability. Thus, the mantra delivered by interoa#l advisors stressing the critical role of
institution building and regulatory independenceleimportant is far from sufficient.
Especially in the face of an extraordinarily adesfisancing climate, it is imperative that
in this second stage of telecommunications ref@olicy makers in the DTEs focus less
on statist or institutional regulatory mechanismmsl anore on developing effective
consultative processes and defining the substamtivgent of the sector’s regulatory

governance in order to create an economicallyaiainvestment environment.

Perhaps the single most important element of arsimvent-oriented policy is
pricing reform. A key priority in attracting prite@ investment is to devise a regulatory

regime which facilitates the move to cost-refleetitariffs and hence permits the
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privatized operators to attain revenue adequa®y {he revenue level necessary to
compete equally with firms elsewhere in the econdonyavailable financing in order to
maintain, replace, modernize, and, where appraprigixpand their facilities and
services). The total interests of users and tlmm@oy would be better served if the
privatized telecommunications entities are not iymaonstrained by price controls that
no longer reflect the competitive realities in tharket—i.e. if they are accorded pricing
flexibility within the boundaries determined by theoidance of cross-subsidization and
monopolistic pricing. Increased pricing flexibflitvill enable the operators to achieve
revenue adequacy—generate increased cash flowsnarel effectively raise financing

from external sources.

The traditional pricing constraints on fixed liretail prices must be reconsidered
both in view of the increased competition from nel@ind the need to facilitate entry by
new providers of local infrastructure, especialtyrural areas. Policymakers should
permit the rapid installation of new access linesed or wireless, based on pricing that
reflects differences in the value of service andlésigned to clear backlogs. Also,
consumers who place relatively high value on aisershould contribute relatively large
net revenues to the coverage of unattributabledfiand common costs. To the extent
that such differentiated pricing schemes facilitaééenue adequacy, they reduce the need
for heavy-handed tariff rebalancing and can easedrtnsition to cost-reflective prices.
Moreover, when a telecommunications public utilityes access prices to recover the

costs of the local

. . Elements of An Investment-Oriented Regulatory
loop, it may induce T
bypass, which would

Process rather than institution-oriented approach t
regulatory governance (consultative rather than
raise the prices that it command-and-control regulation)

» Competitive pricing flexibility

» Competitive neutrality

ultimately force it to

must  charge to
captive  customers.
By offering discounts with non-linear prices to rcaptive customers, the utility will be

able to recover the costs of the local loop withrgireal access prices much closer to

incremental cost and keep all customers in the orétvio the benefit of all.
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An investment-oriented regulatory framework migti$o entail moving away
from the traditional top-down command-and-contegulatory mechanism to “bottom-
up” consultative one that gives investors a langge in the process—a process that
increasingly relies on consultative for a wherebtgliested market participants provide

market-led initiatives that ultimately increaseestment and competition in the sector.

Finally, to attract private investment through newtry the regulatory regime
must allow access to bottleneck telecommunicatitawslities on terms that reflect
competitive parity—the incumbent and its rivals gldocompete on a level playing field.
Moreover, the sector’s social goals (universal isefvpromoting access to the poor and
other disadvantaged groups) should be pursuediesffig and without distorting
competition.

Bottom-up Regulation through Information and Negjwdn

The primary objective of the traditional commandtaontrol regulatory system is
to protect consumers from monopoly abuse, whilpeeting the property rights of firms.
However, as competition enters telecommunicatiorsskats, consumers should no
longer be considered helpless pawns of incumbé&tdmmunications monopolies. With
the irresistible spread of competition, consumeishbe better able to protect themselves
against monopolistic exploitation, and the pubtierest will be well served by informed
negotiations or public debates between the sugptietelecommunications services and
consumers. The regulatory body could play a cooswi role in such deal-making by
empowering consumers with information, in lieu ohiting the power of incumbent
telecom operators. Indeed, if properly constitutde provision of information may

create an effective system of self-regulation.

Table 0. Situation in telecommunications (2000)
Poland|EU-AC-7'| EU-15°
Mainlines per 1000 people 282 348 556
Speed and cost of internet access
(1=slow and expensive; 7=fast and
cheap) 3 4 5
Internet hosts per 10,000 people 67 115 406

1/ EU-AC-& stands for the other 7 Central and Eastern European
countries acceding to the EU, but excluding Poland.
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The continuing substantial financing needs of ntekcommunications sectors in
the DTEs, and the extraordinarily adverse climatedgenerating such financing at the
present time, urgently call for a new creative parship between private enterprise and
the public. However, when state-owned utilitiestaa@sferred to private ownership, they
often find themselves suspect. Their goals arergégeaken to be the exploitation of the
public and the subversion of competition, and they widely judged to have the power
to attain those goals. Thus, the regulators fretiyiave an adversarial relationship with
the privatized utilities. As well, the traditionadgulatory culture has often viewed ultility
policy as a zero-sum game, and this regulatoryurilis unsuitable for most DTEs, in
view of their unique investment requirements. Toarrent status of Poland’s
telecommunication sector seem to indicate a laggel rior investments (see Table 0) and

therefore also of a regulatory framework that tatkés need appropriately into account.

Need to develop consultative mechanismiBoreign private investors weigh a wide
range of generic and regulatory-specific risks issessing telecommunications
investment opportunities in the DTEs. Regulatorgesfic risks include lack of clarity on
end-user and access pricing policy, uncertaintiegiathe timing and scope of market
liberalization, and burdens related to universakvise goals. The lack of historical
precedents and policy experience in the DTEs, owortyeir legacies of state ownership,
exacerbates investors’ anxiety. There is a need foocess that

encourages participation, debate, and open digcus
facilitates exchange of information and benchrmgrkxperiences
develops long-term relations with stakeholderaseld on mutual trust and
commitment to public policy outcomes
makes it easier for regulators to consult wittustry participants
builds operators and investors into the regwgboocess itself.
The privatization of telecommunications in the DTdsates consumer expectations

for improved services and fair prices. Regulatory entities must adapt to market

This naturally leads to disputes betweend€velopments. Effective regulatory
institutions will take a leading role in

consumers and operators, as well apromoting horizontal, industry-oriented

between the incumbent operators, newconsultative processes to deal with
emerging telecom sector issues. They
will rely less on outmoded command-

The ‘New Economy’ and Old Problems. Prospects st @nd-control re_gUIatO_ry directives and

Warsaw www.tig Sector regulation, price controls, and
heavy-handed oversight of industry
practices.



entrants, and other service providers. Such casfbetween competitors are inevitable
and healthy. However, excessive litigiousness antbpged delays in resolving disputes
can seriously impair commercial markets. The reégwabody could help the parties
reach negotiated settlements and could resolve digglutes in a timely manner. When
the regulatory body regulates by negotiation, haweit must ensure that the public
interest is protected in these negotiations. Unlflesgprocess includes the public interest,
there is a risk that in acting as a platform fogateations among competing suppliers the
regulatory body might become a venue for chillimmnpetition (Willig 1999). Still, by
allowing contesting parties to reach voluntary, aerced agreements, these consultative
mechanisms could generate creative, win—win outsoamel overturn unduly combative
relationships between telecommunications stakem®lde the regulatory environment
(Wirick 1999). Some of the DTEs are hostile to in&ional arbitration, though not to
consensual methods of dispute resolution; and pbom is endemic to their official
administrative mechanisms. In these countries timeight be considerable scope for

private dispute-resolution mechanisms (Bruce andibta2002).

Empowering regulatory entities with information dabases. External resources
can be effectively applied to afford emerging regoly entities access to the best
international experience, especially in building trequisite credibility for attracting
private investment through sustained commitmerd tdear set of rules and principles.
In most DTES, regulatory entities face constraintesources, information, and technical
expertise. Rather than reinventing the wheel, ehegulatory bodies would benefit
greatly by being able to draw on the knowledge exykrience of regulators elsewhere.

These regulatory bodies should, therefore, be geavipractical access to the work
product, decisions, studies, and accumulated expezi of national regulatory agencies
within the EU and early reformers from other depaig countries. Already, national
regulatory bodies are developing websites reflgctireir various policy determinations
relating to pricing, licensing, and interconnectigsues; the information could be
assembled, organized and formatted in a structwag Special attention should be
given to national experience with the price rebeilag process, pricing benchmarks for

local exchange service, and the implementatiorulefsrgoverning access to bottleneck
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telecommunications facilities. Benchmarks relatit@y interconnection pricing are

already being published by the EU and are provigglj useful (Figure 1).

Figure 1. Comparison of EU peak interconnection rates with Poland's
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Note: The figures are compiled from the EC's “Sixth Report on the Implementation of the Telecommunications

Regulatory Packages,” December 2000 and the data on interconnection charges by the Ministry of Posts and
Telecommunications (currently the Ministry of Infrastructure) of Poland (2001).

Getting the Economics Right

Much of the discussion of telecommunications refomthe DTEs has properly
focused on the institutional foundations of reguiateffectiveness and nondiscretionary
governance. Clearly, the establishment of instihal mechanisms that impose restraints
on arbitrary administrative intervention would safjto potential investors that the value
they add to telecommunications infrastructure widlt be expropriated. This type of
commitment, which flows from the country’s legaldanegulatory systems, reduces
investment risk and consequently the discountaptgied to net present value and cash

flow calculations.

Even more importantly, however, the fundamentat@eeconomics must be right

for any business investment plan to be feasibléerAdll, a pricing policy that does not
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allow adequate revenue, even if transparently implged by an independent regulator,
will still repel investors. For example, until edly in many DTEs prices for local
exchange services were below long-run marginalscashile prices for long-distance
(especially international) service were above ulydes long-run costs. It would be
difficult to imagine that even a truly independemd transparent regulatory regime
would be able to facilitate private investment @etommunications infrastructure for

local exchange service under those pricing conastio

Similarly, a regulatory regime that interferes witbmpetitiveness by disallowing
flexible prices and terms or by imposing socialvs®r obligations on only some of the
competitors will not promote efficient investmertyen when institutional mechanisms
provide a credible commitment to policy stabiliffhus, the mantra of international
advisers that stresses the importance of institutiailding and regulatory independence
is far from sufficient. Especially given the extrdimarily adverse financing climate, in
this second stage of the reform process it is iatper that policymakers in the DTEs
focus on the substantive content of regulationcreate an economically attractive

investment environment for investors.

Perhaps the single most important element of arsimvent-oriented policy is
pricing reform. A key priority in attracting privainvestment is moving to cost-reflective
tariffs, which would permit the privatized operatdo earn enough revenue to compete
equally with firms elsewhere in the economy foriklde financing to maintain, replace,
modernize, and, where appropriate, expand thellittes and services. The interests of
users and the economy can be better served if rikiatiped operators are not unduly
constrained by price controls that no longer reéftee current competitive realities in the
telecommunications market. Telecommunications dpesashould be accorded pricing
flexibility without leaving the way open to eitheross-subsidization or monopolistic

pricing.
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Issues of Telecommunications Pricing in the DTEs

The pricing issues facing policy makers in the BBiEe unique in several respects.

Revenue inadequacy Inefficient pricing policies have been one of thexsn
important causes for the secular deterioration ime tperformance of the
telecommunications sector in the DTEs prior to teéorm era. These countries,
unfortunately, were in even less of a positionfford the costs of resource misallocation
and inefficiency in production than their developsaslinterparts. Price controls were
imposed without regard to their performance impiaes, subjecting the operating
entities to considerable financial distress andstrttially impairing their ability to
maintain and expand service, especially in poor ramdl areas. The failure of many
governments to prescribe adequate rate increasesgcially during periods of high
inflation, effectively decapitalized their telecomnications systems. As a result, quality
of service suffered. Moreover, the inability ohdncially impaired infrastructure
industries to respond sufficiently to the incregsiemands of modernized economies for
better and more telecommunications services cansttalomestic growth and hampered

international competitiveness.

The need for tariff rebalancing Past policies in the telecommunications sector
have led to prices with systematic cross-subsidizgKahn 1984, World Bank(WDR)].
The publicly articulated rationale is that suchigeb foster desirable social goals
(helping certain classes of customers who wouldemwilse be disadvantaged) and
positive economic externalities associated witlversal service. In practice, however, a
substantial portion of the benefits frequently femivto those outside of the intended
target groug. The lack of policy attention to tight targetireglito significant distortions

in usage and investment decisions.

! As documented by the World Bank’s 1994 World Depefent Report: Infrastructure for Development,
major beneficiaries of these subsidy programs hee hHigher income groups since they are the large
consumers of infrastructure services. Moreover ridsulting revenue inadequacy inhibits the extensf
services to poorer groups of consumers, for exanfyse in rural areas. This is particularly troethe
water and electricity sectors.
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Both economic theory and regulatory experience ssigthat it is impossible to
maintain significant cross-subsidies in the streestof prices for long, with open entry

and no remedial policies, whether or not that waddm to be desirable (Box 1).

Policymakers in the DTEs therefore suffer from agopaently irreconcilable
dilemma. Social development goals and politicadspures have led them to design
telecommunications pricing with significant crosgsidies. At the same in recent years,
these policymakers have sought to competitivelyrueture, liberalize and privatize their
telecommunications sectors. These two goals adearmly incompatible (Baumol,

1999). Competitive entry will destroy the crosbsidy.

Box 1. Picking apart cross-subsidies

To use this term rigorously, a customer service ithgriced above itstand-alone
cost provides a cross-subsidy to another custoraerice that is priced below its
incremental cost. Economic logic teaches that prices with crossiliés are

unsustainable in an environment of open entry, thiad such competition predictably

—

leads to inefficiencies. The reason is simple—aent will be impelled by the prof
motive to divert the overpriced business, regasllEsthese entrants’ efficiency, while
entrants are unlikely to relieve the incumbent werprovider from the financial burden
of serving customers whose prices do not comperisateosts required to serve them.
Thus, even suppliers with inefficiently high costay find entry profitable in reaction to
pricing that has the mandate of providing a flovcadss subsidies. Entry of this kind not
only raises industry costs, but it also erodesvétty ability to finance the subsidies that

motivate the policy.

2 The stand-alone cost of service is defined asct® (including a competitive return to capitdiptt
would be incurred by an efficient entrant if it welo undertake to provide that service alone, dnifere
instead to provide that service in combination veittme other services of the enterprise whose riégula
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The other side of the cross-subsidization coimésdet of prices that lie below their
services’ incremental costs. While these pricasvey the subsidies that motivate the
policy, they also discourage the competitive ermdfyalternative suppliers who would
contribute to industry efficiency. An entrant midhave incremental costs of providing
services that are lower than the incremental aoistee incumbent service provider, but

are greater than the level of the cross-subsidizegs. Such a supplier might enter and

—

enhance consumer welfare in an undistorted competgnvironment, and yet find |

financially unrewarding to enter in the face ofsssubsidies.

Source: Willig (1994).

Since the telecommunications industry plays sactritical role in the

economy it is imperative that the The real challenge facing the DTEs is not

removal of telecommunications pricing merely their ability to adopt liberalization

distortions be a key component of anytlmetables _and_ esftabhsh Independent
regulatory institutions. The real

economic reform program in the DTES.challenge, rather, centers around their
According to Tablel, TPSA began toa‘bIIIty £ follu t_he Issues of price refprm
and rebalancing on the larger political
significantly rebalance its tariffs in agenda in the face of legislative elections,
political sensitivities, and overall concern
1998. :
about macroeconomic and growth
However, there are good reasongonditions.

to avoid too abrupt price changes, which

can cause large and unnecessary adjustment costmsamers and firms alike. Even
optimal prices, if instituted extremely rapidly amithout sufficient notice, can lead to a
transition process that is damaging and costly, lamadce far from optimal (Baumol

1995). This is a point that has been unfortunaighpred in some privatization and
restructuring programs, thereby creating publiedchantment with the reform process
and a real danger of policy reversal. This does b course, argue for mere

postponement but rather for a deliberate transition

is at issue. The incremental cost of a servica oollection of services is the added cost to ttstesn of
providing them, given all other system activities.
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Potential Solutions: Competitive Pricing Flexibilt With the progressive
introduction of competition and privatization, ré&baing of prices (change in both levels
and structure of tariff schemes) for different baglecommunications services becomes
necessary—both for the operating entities’ sake, fan the public interest. However,
radical, across-the-board realignment of pricef witderlying costs may impose serious
hardship for the poor. The question is how to eahithe important objective of revenue
adequacy while affording adequate protection taagerdisadvantaged groups. To
resolve issues and questions of this kind, ecormwifers pertinent and well-established
principles and insights that flow from both the@nyd regulatory experience around the

world.

Tablel. Local and Domestic Long-distancerates of TPSA until September 2001

Service type Price 1993 1994 1995 1996 1997 1998 1999 2000 May 2001

Manthly

subscription fee PLN 9 10 10 10 10 1" 15 25 35

Local calls and the

calls within one 3IFﬂ)|i_nP‘lJth95 008 012 014 016 018 019 024 029 0.29
numbering zone ’

‘ PLN/ -
Long-distance calls minute 0.96 0.72 0.84 0.80 0.90 0.76 0.64 0.56 0.44

Note: VAT is excluded from the tariffs. Long-distance call rates for over-100Km are provided here.
Source:OECD (2002).

Constraints of price uniformity or regulatory mateta that disallow price
differentiation can seriously undermine revenueqadey, by limiting the ability of
telecommunications operators to efficiently expliie characteristics of demand and
extract more revenue from high valuation customeXs.an alternative, using nonlinear
prices can be particularly useful by alleviating treed for radical tariff rebalancing. The
infrastructure entities must be permitted to corapeith flexibility of prices and terms,
in order for the economy to receive the benefitsnafrket liberalization that motivate
pro-competitive policy in the first instance. Irder to cover their fixed costs, sunk costs,
costs of various obligations, and the revenue requents promised by the privatization

agreements, prices will best serve the public @stisrif they are permitted by regulation
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to vary among classes of users in accordance waitrevof service, as well as in response
to the marginal costs of service. The need te@ete prices aggressively low in order to
retain the business means that other prices shHmilpermitted to take up the slack in

order to efficiently secure adequate revenues.

Thus, policymakers should permit the rapid instialfaof new access lines, wired or
wireless, based on pricing that reflects differsnoethe value of service and is designed to
clear backlogs. Also, consumers who place relgtitggh value on a service should
contribute relatively large net revenues to theecage of unattributable, fixed and common
costs. By offering discounts with non-linear pside non-captive customers, the utility will
be able to recover the costs of the local loop \m#rginal access prices much closer to
incremental cost and keep all customers in thear&vo the benefit of all.

A Practical Pricing Regime—"Constrained Market Pricg”. The data requirement
is the prime regulatory dilemma besetting the purefi pricing rules that can elicit
economic efficiency. The informational problems Bkely to be especially severe in the
DTEs, where the auditing technologies are weak ragdlatory bodies lack the proper
technical expertise (Beato and Laffont 2002). hrtipular, information on current
demand elasticities and other pertinent attribatehe demand relationships are virtually
unobtainable in practice.

There is promising solution to this dilemma thas lteeen successfully adopted in
some countries (ICC, 1985)enstrained market pricing It divides the setting of final
product prices into two stages. The first stagessts of the regulator imposing floor-
ceiling constraints upon the setting of prices iy tegulated firm. Such constraints can
fortunately be expressed in the required quantgatierms with the aid of cost
information alone. The second part of the priceedeination process is then left to the
firm, whose self-interest will lead it to take demdaconditions into account. The
regulated firm is prohibited from selecting anycps that violate the cost-based
constraints adopted by the regulator; but withiosth limits the firm is granted the

freedom to select the prices that best promotatiésest.
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The regulated price ceiling and floor for each pidare derived from the
competitive-market model. Thus, the firm is neyarmitted to adopt a price that
exceeds the amount at which an efficient entrasati-icould afford to supply the product
in a competitive market in which inputs are avd#abn competitive terms--this price
ceiling is called the “stand-alone cost” of the guot or service in question. A price
constrained not to exceed the stand-alone costrensinat purchasers will pay no more
for this item than they would have if it were sald an effectively competitive
(contestable) market. The price floors reflect g®duct's marginal or average
incremental cost. This approach, in essence, sekaforce competitive behavior in
arenas where such behavior is not the automatidt r@smarket conditions (Baumol and
Willig, 1988).

The primary purpose of the stand-alone cost ceilaside from its role in eliciting
economic efficiency, is to protect consumers fromnopolistic exploitation through the
imposition of excessive prices by the regulateoh firSimilarly, the primary purpose of
the price floors, economic efficiency aside, iptotect actual or prospective rivals of the
regulated firm from predatory pricing and relatedgbices that can seriously handicap

these competitors or drive them from the field gedtiher.

The application of differentiated pricing rulestive DTES, when it has been considered
at all, has often been dismissed as too diffieultriplement and contrary to social equity.
However, it is possible, and indeed imperativet thach pricing approaches be made
practicable in the context of infrastructure sesitarcluding telecommunications, that have
been facing chronic problems of revenue inadequanyerinvestment, and low coverage
ratios. These rules should be viewed as a sodrcgiaitative guidance rather than as
generators of precise and definitive prescriptimspricing. In many instances, price
differentiation may have much more profound imgla@s for revenue adequacy than the
orthodox uniform price rebalancing schemes (eagss-the board price rises), and provide
greater potential for social equity than the urenable internal cross-subsidies under price

uniformity.
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Facilitating Access to Bottleneck Facilities

Telecommunications liberalization requires polmgkers in the DTEs to address a
difficult new issue. As a part of restructuringtgntial competitors will often require access
to essential (bottleneck) network facilities—maitihe local loop. Thus, the removal of
legal barriers to competitive entry is not suffitidy itself to install a regime of effectively
functioning competition and facilitate new investintarough new entry. Competitors must
have access to these bottleneck facilities on meerihinatory terms if they are to have a
reasonable opportunity to compete. If competii®rno flourish, it may require explicit
regulatory intervention to ensure such accesscpkatly in situations where those essential
facilities are themselves controlled by the incuniltelecommunications operators, who

will in many settings have ordinary business ineestto deny rivals fair access.

The issue. The emerging experience from several countries alsvéhat the
allocation of bottleneck infrastructure facilitiesxd the broad issues of access and
interconnection are of critical importance in therejulation and competitive
restructuring of the telecommunications sector. egRlfators face the enormously
important task of identifying the appropriate terared scope of compelled sharing of
such essential facilities. The benefits of telesamications liberalization will not obtain
unless a proper access and interconnection frankeisgput in place (Armstrong and
Doyle 1995, Kessides et al 1999).

The design of appropriate access and
One of the primary challenges facing interconnection pricing rules has become
regulators in the DTEs is to ensure access® o e el el p(_arhaps 1o

complex and controversial regulatory

of competitors to bottleneck facilities on tasks in the network utilities. This task is
even more daunting in the DTES because
of severe measurement problems with
competition--i.e.,, to set a level and respect to the relevant economic variables
and the lack of the requisite technical
expertist.

terms that are consistent with efficient

structure of access prices which promote
dynamic efficiency through entry and

investment decisions, while enabling the owner lté tespective network to remain
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financially solvent. Thus, prices should be sidfitly high to be compensatory (at least
cover the long-run incremental cost of the uséefrtetwork by the entrant), yet not so high
as to preclude efficient operations by the entrant.

The access problem is especially vexing in simatiwhere competitors require a
bottleneck input controlled by one of their rivalslonopoly control of bottleneck facilities
can create irresistible incentives to behave amimiitively and cross-subsidize
unregulated competitive activities from regulatednopoly ones. Without regulatory
constraint, the holder of the bottleneck monopalyld repress competition by creating
artificial handicaps for its rivals in the market the final products sold to consumers. The
monopolist can impose costs on its competitoraneding their access to the bottleneck,
thereby raising the prices that they must chargeotger their elevated costs, and thus

weakening their ability to compete.
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