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ABSTRACT

The economic dimension of regulation is concerned with the imposi-
tion of controls on entry, exit, prices, outputs, service supplied, markets
served, consolidations, and profitability in particular industries. Further-
more, economic objectives of regulation may be matched with ‘market
failure’ situations which can be examined under, particularly, natural
monopoly.

Findings of this study indicate that: the relationship between compe-
tition and regulation shows that privatisation cannot be a solution to
everything. Privatisation only leads to a change of ownership, but it is
the competition or the effective regulation which really matters as far as
increasing performance and channelling investment into the telecommu-
nications sector are concerned. The process is complex and there is no
single model or design due to the multitude of factors, conflicting inter-
ests, and interrelated evens that are involved. It should, however, be un-
derlined that because the situation has been difficult in each':countryé one’
cannot generalise these experience.
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1. Introduction

Competition, no doubt, provides an incentive system that encourages
private firms to behave efficiently; however, in some industries the condi-
tions of competition do not exist or existing conditions are weak. For this
reason, there is a need for regulatory policies and governance to influence
both private sector firms and privatised enterprises by establishing appro-
priate incentive systems to guide their economic decisions. Moreover, the
need for regulation of economic activities is often justified as a policy
instrument to minimise the effects of market failure such as the situations in
which the firms operating in the market fail to achieve overall welfare. This
study reviews the relationship between ownership and efficiency and pres-
ents a number of reasons why we need to regulate privatised utilities. In the
end, it also does some suggestions in terms of the interrelation of privatisa-
tion, competition and regulation.

2. Ownership vs. Efficiency

The analysis of privatisation in terms of economic or pragmatic per-
spective is not contemporary. In the 1750s, Adam Smith advocated privati-

- P ‘2
sation to create more revenue and more efficiency as follows:

Though there is not at present, in Europe, any civilised state of any kind
which derives the greater part of it publick revenue from the rent of
lands which are the property of the state; yet, in all the great monar-
chies of Europe, there are still many large tracts of land which belong
to the crown. They are generally forest; and sometimes forest where,
after travelling several miles, you will scarce find a single tree; a mere
waste and loss of country in respect both of produce and population. In
every great monarchy of Europe the sale of the crown lands would pro-
duce a very large sum of money, which, if applied to the payment of the
publick debts, would deliver from mortgage a much greater revenue
than any which those lands have ever afforded to the crown. In coun-
tries where lands, improved and cultivated very highly, and yielding at

2 The author quotes at length because Adam Smith’s views are significantly important
to the privatisation exercise.
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the time of sale as great a rent as can easily be got from them, common-
ly sell at thirty years purchase; the unimproved, uncultivated, and low-
rented crown land might well be expected to sell at forty, fifty, or sixty
years purchase. The crown might immediately enjoy the revenue which
this great price would redeem from mortgage. In the course of a few
years it would probably enjoy another revenue. When the crown lands
had become private property, they would, in the course of a few years,
become well-improved and well-cultivated. The increase of their pro-
duce would increase the population of the country, by augmenting the
revenue and consumption of the people. But the revenue which the
crown derives from the duties of customs and excise, would necessarily
increase with the revenue and consumption of the people (Smith, 1976, p.
823-824).

Adam Smith employed economic analysis to support the private owner-
ship of public-owned land. In other words, government ownership or govern-
ment action is not necessary to achieve widespread or public benefits.

Since efficiency is the concept around which most of the economic liter-
ature written on privatisation is centred, a brief discussion of what it means
is in order. There are two aspects of efficiency used in the discussion of
privatisation: (a) productive or technical efficiency results when the lowest
cost method of producing output is utilised. If technical efficiency can be
achieved, there will be no more wasted; (b) allocative efficiency refers to the
situations where resources are combined so as to produce the socially opti-
mal level of output. It is a measure of the extent to which relative output
prices in the economy as a whole reflect their scarcity (i.e. the equality of
marginal social cost and marginal social benefit) (Vickers and Yai:row,'
1988).

Having defined efficiency in the context of privatisation, it is signifi-
cant to understand that in the neoclassical theory of the firm the relation-
ship between ownership and performance is tenuous. There is no separation
between ownership and control and efficiency is seen mainly as a function
of market and incentive structures. In other words, the claim that private
ownership is inherently more efficient than public ownership is not support-
ed in neoclassical microeconomic theory. However, the subsequent develop-
ment of the behaviour and managerial theories of the firm provided new
understanding regarding the objectives of the firm and deviate from the
neoclassical assumption of profit maximising. The economic arguments
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about the relationship between ownership and performance rest on a num-
ber of theoretical hypotheses and paradigms developed by the property
rights, X-efficiency, and principal agency theory. Analysing this relation-
ship based on the above theories has focused on how the differences in objec-
tives and constraints between public and private organisations affect their
incentive structures, monitoring systems, and access information.

The assertion that private companies are more efficient and thus poten-
tially more profitable than public companies within which these companies
operate. Argument in favour of privatisation do not apply equally to firms
operating in non-competitive markets. In such cases, the possible gains in
productive efficiency have to be weighted against the potential loss in al-
locative efficiency.® The allovative inefficiencies that could result from

divesting government-owned enterprises (GOEs) could be extensive in cases
where capital markets are underdeveloped, market failures are common,
and the institutional capacity of governments to regulate private monop-
olies is limited. Hemmin and Mansour (1988) claim that gains in allocative
efficiency can be achieved if privatisation is accompanies by policies that
promote competition. The link between ownership change and competition
lies in the effect of competition on the cost of information. Competition
generates information and lowers its cost for the owners of the companies in
the market, regardless of ownership, resulting in enhanced efficiency and
improved monitoring of management behaviour. Therefore, one can argue
that changes in a firm’s performance have more to do with the nature of
competition than with the form of ownership itself. Competition also drives
prices towards their welfare-maximising levels by eliminating monopoly
profits. The effects of competition can vary, however, in the case of a num-
ber of the developing countries. Where GOEs stil] predominate, the competi-
tion generated by private ownership will be slight. Where only a few sectors
of the economy have been privatised, usually in low income countries, the
effects of competition are likewise limited (Ott and Hartley, 1991).

In conclusion, a synthesis of the theoretical literature shows that the
degree of efficiency gains by a firm depends on ownership as well as market
structure. In general we can say that private enterprises with the objective
of profit maximisation operating in competitive markets are superior to
large public enterprises facing monopoly markets; that small public enter-

3 ‘Allocative efficiency’ is defined as the situation where consumers are provided with
the quantity and quality of output they most value.
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prises facing competitive market conditions can do not better that private
enterprises in the same circumstances, but can do considerably worse; and
that in large monopoly markets, theoretical predictions are ambiguous de-
pending on the institutional details in place. Finally, it may be too simplistic
to view privatisation in DCs as universally effective in solving agency prob-
lems with the public sector. In cases where market failures are serious, gov-
ernment intervention frequently continues after privatisation. These exam-
ples of government interference include renationalisation; tighter regula-
tions, high profits taxation, and restrictions in sales in the secondary mar-
ket.

3. The Need for Regulation
in the Telecommunication Sector

There are three classes of market failure, namely problems of asym-
metric information, problems of externality and problems of market power,
which require regulation of economic activities. However, amongst the
three markets failures the most outstanding case for economic regulations
is based on the argument of market power enjoyed by natural monopolies,
The statement is that in enterprises characterised by scale economies,
allowing more than one producer will lead to in duplication of facilities and
lead to productive efficiency (Parker, 2001). Several of the nationalised
industries can be regarded as ‘natural monopolies’ in economics, such as
water, sewerage, electricity, gas and telecommunications, They can be con-
sidered as essential infrastructures for the economy as a whole.

Natural monopoly is defined as “an industry in which ’1east CoSt provi-
sion of a good or service requires that no more than one firm be in produc-
tion” (Domberger, 1986, p.270). The existence of natural monopoly where
unit costs decrease continuously with increasing scale, as is the case with
electricity or gas distribution, telecommunications or railway services. Once
a network is established, it becomes continually cheaper to add extra con-
sumers. For example, with wire-based technology, competition in the local
telephone network would mean an extra set of cables being laid in each
street. Since the initial expense would be tog large, a new entrant at this
level is most unlikely and there is, therefore, a tendency to monopoly provi-
sion. In other words, negative externalities connected with telecommunica-
tions sectors can occur either directly, such as destruction of natural land-
SCape or sealing the soil, or indirectly via the operation of services on the
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respective telecommunications, such as noise, pollution, accidents, lalcking
protection of personal data etc. Direct negative externalities occur in the
telecommunications sectors surrounding physical networks (Denkhaus and
Schneider, 1997). Consequently, competition would incur wasteful duplica-
tion of fixed assets, but it is necessary to introduce a variety of regulation to
avoid monopoly power being exploited to the detriment of consumers.

“The natural monopoly argument has at least three weaknesses. The
first is that it is far from clear that cost conditions are naturally monopolis-
tic with today’s technologies. Secondly, if naturally monopoly conditions do
in fact exist, the removal of barriers to entry would probably not be fol-
lowed by actual entry, but it would have desirable incentive effects on the
incumbent firm or firms. This provides an argument for liberalisation when
there is uncertainty about whether natural monopoly conditions exist.
Thirdly, freedom of entry generally has beneficial effects on the behaviour
of incumbent firms. As well as allowing the possibility of competition in the
product market, it sharpens incentives for internal efficiency, and it tends to
undermine the chances of collusion between incumbent firms” (Vickers and
Yarrow, 1988, p.239). As a result, there are two important issues raise with
respects to these industries. The first issue is whether it is feasible to iI‘ftrO‘
duce competition for at least a number of the products or services provided
by these industries. Secondly, where competition is impractical is a mode of
regulation required and how can it be most effectively implemented? (Kay,
Mayer, and Thompson, 1986). These natural monopolised industries are usu-
ally provided as goods and services with connections to households from a
network. Therefore, they often have played a very important part in the
economic activities.

Another common phenomenon concerning telecommunications sectors
is “the fact that the service related to those sectors are often subject to
political goals such as obligations to nationwide uniform rates, conveyance
obligations or social fares. These are often referred to as merit goods for
which an undersupply situation will occur when they are purely governed by
market forces and consumer sovereignty” (Denkhaus and Schneider, 1997, p.
103). The problem of large-scale indivisible or high risk projects which can-
not readily be financed through commercial channels, for example, uncllear
power stations. The social cost of these risks can be minimised via the I‘l‘Sk-
pooling and the risk-spreading effects of public financing. A telecommunica-
tions network is similarly significant, especially for business and economy.
If the service provided by enterprises is inappropriate in some way, or price
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unfairly, it can quickly become a political issue regardless of ownership of
the industry.

Because of the tendency of natural monopoly, high risk, negative exter-
nalities, and political sensitivity, governments have historically favoured
outright ownership of telecommunications sector. However, privatisation
has occurred in areas of infrastructure including telecommunications and
this is likely to continue. Moreover, no government could entirely sale tele-
communications to private owners due to many complex reasons, although
it could use instruments rather than ownership. Even if telecommunications
sector was sold to the private sector, government would maintain fairly
tight control through regulations.

Hayek seriously suspects whether the best way of controlling utilities is
under public ownership in which monopoly is inevitable, particularly if
more than one enterprise is involved (1994, pp.146-147):

Even if railways, road and air transport, or the supply of gas and elec-
tricity, were all inevitably monopolies, the consumer is unquestionably
in a much stronger position so long as they remain separate monopolies
than when they are ‘co-ordinated’ by a central control. Private monop-
oly is scarcely ever complete and even more rarely of long duration or
able to disregard potential competition. But a state monopoly is alwavs
a state-protected monopoly—protected against both potential competi-
tion and effective criticism. It means in most instances that a temporary
monopoly is given the power to secure its position for all time—a power
almost certain to be used. Where the power which ought to check and
control monopoly becomes interested in sheltering and defending its
appointees, where for the government to remedy an abusé is to admit
responsibility for it and where criticism of the actions of monopoly
mean criticism of the government, there is little hope of monopoly
becoming the servant of community.

Then, he suggests the preferable alternative in terms of the argument:

The probability is that wherever monopoly is really inevitable the plan
which used to be preferred by the Americans, of a strong state control
over private monopolies, if consistently pursued, offers a better chance
of satisfactory results than state management. This would at least seem
to be so where the state enforces a stringent price control which leaves
no room for extraordinary profits in which others than the monopolists
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can participate. Even if this should have the effect (as it sometimes had
with American public utilities) that satisfactory than they might be, this
would be a small price to pay for an effective check on the powers of
monopoly. Personally I should much prefer to have to put up with some
such inefficiency than have organised monopoly control my ways of
life.

Not only competition but also regulation increasingly should be
involved in the process of privatisation of the telecommunications sectors.
Even after the privatisation of telecommunications governments cannot
entirely withdraw themselves from the sector. Some are due to telecommu-
nications sectors remain the matter of political significance even as they
were privatised, especially their price and conditions of supply. Some are
because of the absence of establishing a competitive framework at the
beginning. Governments made it more difficult for the competitive frame-
work to set up. Moreover, there is the conflict over price between a specific
regulation office and the enterprise in the absence of effective competition.
That will lead to ‘capture regulation’. In other words, the reason why regu-
lation increases is that in a natural monopoly or a legal monopoly environ-
ment a large number of technical and economic rules are set within the
organisation, for instance concerning standards, interconnection and inter-
operating procedures. When more players become involved, many of these
internal rules become external. In order to make sure that one firm or one
player does not exploit another, particularly if it has a dominant position or
advantage, regulation becomes increasingly significant (Muller, 1995). In
sum, competition and regulation must be the twin side of the privatisation
of the telecommunications sector. Even though competition is placed at the
forefront, a great deal of progress has been made towards the long-term
goal of turning what had been a natural monopoly into a private, competi-
tive, and unregulated industry.

4. The Concept of Regulation

Anthony Ogus (2001) states that there are two forms of analysis in rela-
tion to regulation. The first one is ‘public interest analysis’ which involves

4 The capture model implies that the special interests of both the regulator and the
regulated will dominate over the public interest.
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three dimensions: identifying and explaining instance of market failure;
investigating alternative methods of correcting the failure; and predicting
the response of actors to the different methods, with a focus on the minimi-
sation of administrative costs, especially information and enforcement
costs. On the other hand, it is ‘private interest analysis’ stemmed from ‘pub-
lic choice’ which seeks to explain how regulatory principles and structures
may diverge from what is desirable in terms of the public interest, so that
politicians and bureaucrats may be motivated to achieve the demands of
private interest groups who seek the advantages which regulation cast in a
particular form may confer on them. This completely has some implications
for the procedure element of ‘sood’ regulation, because it becomes necessary
to investigate what constitutional and procedural arrangements can best
constrain behaviour of this kind.

In the OECD report (1997), regulation refers to the diverse set of policy
instruments by which governments set up requirements on enterprises and
citizens. Regulations include laws, formal and informal orders and subordi-
nate rules issued by all levels of governments and rules issued by non-
governmental or self-regulatory bodies to whom governments have delegat-
ed regulatory powers. Regulation, in general, explains the idea of the impo-
sition of controls, restraints, and the application of rules. Swann (1988, p.14)
makes a distinction between two modes of regulation: self-regulation and,
regulation may be imposed externally.

Externally imposed regulation is created by government departments
or some institutions which enjoy a degree of independence such as commis-
sions and boards. The external regulation is supported by Schumpeter’s
views on monopoly. Schumpeter (1950, p.99) claims that, “¥. . . pure cases of
long-term monopoly must be of the rarest occurrence . . . can hardly persist
for a period long enough to matter for analysis of total output, unless
buttressed by public authority . . . Even railroads and power and light con-
cerns had first to create the demand for their services and, when they had
done so, to defend their market against competition. Qutside the field of
public utilities, the position of a single seller can in general be congquered
—and retained for decades—only on the condition that he does not behave
like a monopolist”. This kind of regulation can be divided into three cate-
gories; antitrust; economic regulation; and social regulation. Antitrust regu-
lation is a form of regulation which seeks to force businessmen to compete.
But there are some industries in which competition may not be feasible (i.e.
natural monopolies such as water, electricity, and telecommunications), this
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is where economic regulation occurs. Regulation is also has a social dimen-
sion in the context of seeking to protect public interests. In this research, the
focus will be on the externally imposed regulation in general and economic
and social regulation in particular.

4.1 Objectives of Regulation
Objectives of regulation can be divided into two groups: one group is

concerned with economic objectives, and the other is related to social objec-

tives. The economic dimension of regulation is concerned with the imposi-
tion of controls on entry, exit, prices, outputs, service supplied, markets ser-
ved, consolidations, and profitability in particular industries. The social
dimension of regulation takes into consideration the protection of con-
sumers from potentially adverse effects of competition. According to OECD,

‘regulations’ can be divided into three categories (1997):

i.  Economic regulations intervene directly in market decisions such as
pricing, competition market entry, or exit. Reform aims to increase
economic efficiency by reducing barriers to competition and innova-
tion, often through deregulation and use of efficiency-promotion regula-
tion, and by improving regulatory frameworks for market functioning
and prudential oversight. Economic regulation is “invoked where there
is insufficient competition” (Ogus, 2001, p.5).

ii. Social regulations® protect public interests such as health, safety, the

environment, are social cohesion. The economic effects of social regula-
tions may be secondary concern or even unexpected, but can be substan-
tial. Reform aims to verify that regulation needs, and to design
regulatory and other instruments, such as market incentives are goal-
based approaches, that are more flexible, simpler, and more effective at
lower cost.

iii. Administrative regulations are paperwork and administrative for-
malities—so-called ‘red tape’—through which governments collect
information and intervene in individual economic decisions. They can
have substantial impacts on private sector performance. Reform aims
at eliminating those no longer needed, streamlining and simplifying
those that are needed, and improving the transparency of application.

5 ‘Social regulaion’ “deals with such matters as health and safety, environmental protfec-
tion and consumer protection and tends to be justified by reference to externalities
and asymmetric information” (Ogus, 2001, p.5).
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Regulation, therefore, can be defined as “the use of public authority to
set and apply rules and standards” (Hood, Scott, James, Jones, and Travers,
1999, p.10), then go on to set out the different ways in which such a definition
is made operational... A distinction may then be made between the ‘regula-
tion of business’ (the controls exerted over private, non-state activities) and
‘regulation inside government’ (the controls exerted within and between
government agencies, and between levels of national government). We
might also add ‘international regulation’ (regulation of national govern-
ments by supranational mechanisms):; ‘self-regulation’, constituted by less
formal alternatives than legislative or administrative rulemaking; and
‘metaregulation’, which implied an overarching system fro reviewing regu-
latory mechanism with government policymaking processes. Finally, the
notion of ‘deregulation’ falls with the field of analysis because of the essen-
tial relationship to regulation, while competition provides a significant
framework of objectives for regulatory systems (Cited from, Minogue, 2001,
p.h).

Furthermore, economic objectives of regulation may be matched with
‘market failure’ situations which were discussed about in the last section.
This provides a reason for regulation of public utilities. So, one of the main
objectives is to prevent monopoly activities by increasing competition. On
the other hand, the main social objective of regulation is to protect public
interests. It is said that public interest theories are based upon the assump-
tion that in their dealings with industry, government departments seek to
maximise economic welfare. The rationale for this approach is that such
bodies are themselves agents for, and therefore properly should act in their
best interests of, the wider public. Distributional objectites of reguldtion
might be derived from the public interest approach. In the case of a
privately-owned firm, if shareholders are typically more wealthy than the
average taxpayer a government concerned with redistribution might wish
to reduce transfer payments from taxpayers to shareholders. Moreover,
irrespective of the type of ownership, low-income households often account
for a substantial fraction of the sales of some utility industries (because in-
come elasticities of demand for the goods are low) in which case the govern-
ment might attach extra weight to consumer interests for distributional rea-
sons (Vickers and Yarrow, 1988, pp.27-28).

4.2 Modes of Regulatory Control

Milton Friedman, declares his views on monopoly in Capitalism and
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Freedom that, “. . . when technical conditions make monopoly the natural
outcome of competitive market forces, there are only three alternatives that
seem available: private monopoly, public monopoly, or public regulation.
... All three are bad so we must choose among evils. . . . I reluctantly con-
clude that, if tolerable, private monopoly may be the least of the evils”. In
addition, he states and explains that “if society were static so that the condi-
tions which give rise to a technical monopoly were sure to remain. I would
have little confidence in this solution. In a rapidly changing society, how-
ever, the conditions making for techni_cal monopoly frequently change and I
suspect that both public regulation and public monopoly are likely to be less
responsive to such changes in conditions, to be less readily capable of elimi-
nation, than private monopoly”. Furthermore, Friedman takes the regula-
tion of railway as the instance and points out, “the choice between the evils
of private monopoly, public monopoly, and public regulation cannot, how-
ever, be made once and for all, independently of the factual circumstances.
If the technical monopoly is of a service or commodity that is regarded as
essential and if its monopoly power is sizeable, even the short run effects of
private unregulated monopoly may not be tolerable, and either public regu-
lation or ownership may be a lesser evil”. In the end, he concludes that,
“technical monopoly may on occasion justify a de facto public monopoly. It
cannot be itself justify a public monopoly achieved by making it illegal for
anyone else to compete” (1962, pp.28-9).

Therefore, the processes of regulation control that have developed have
differed widely in mode and scope. Some regulatory systems have estab-
lished price caps that effectively constraint the price that can be charged for
a particular service. This mode of regulation control is attempted to offer
incentives to reduce costs in order that the savings achieved can be used to
increase profitability for the owners of the utilities. Other modes have com-
monly comprise profit regulation, which sets up ceilings on the permitted
rate of return, or cost of service regulation, in which the regulator approves
a profit mark-up on an agreed cost of providing a service (Martin and Par-
ker, 1998). As a Result, there are two modes of regulatory control which are
known widely; the first one is rate-of-return regulation which has been
adopted mainly in North America, the second one is price control formula,
which has been substantially employed in the UK.

4.2.1 Rate-of-return Regulation
A common type of regulatory control is a rate-of-return regulation. The
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basic idea is that the level of profits which the regulated enterprises is al-
lowed to make is limited to that required to provide a pre-specified fair
rate-of-return on the enterprise’s rate base—a measure of the firm’s capital
assets. Kay, Mayer, and Thomas (1986, pp.22-23) point out the limitations of
this approach as follows:

The main limitation is the over-capitalisation effect identified by
Avenrch and Johnson. The enterprise can increase its total profits by
increasing the size of its assets upon which the allowable profits rate is
computed (provided, that is, that the allowed rate-of-return exceeds the
cost of capital of the firm). There is therefore an incentive to choose
techniques of production which are too capital intensive.

The main focus of regulation is pricing policy. Rate-of-return regula-
tion also has an effect on price-setting behaviour; it encourages the use of
multi-part tariffs, price discrimination, and in a variety of circumstances,
the setting of prices below marginal cost for those activities which are com-
paratively capital intensive. Rate-of-return regulation provides the solution
that prices should be such that an allowed ‘fair’ rate of return on capital is
earned. But what is ‘fair’ rate of return and what measures of the capital
based should be utilised? In addition, there is the possibility of the company
making decisions influencing its capital base partly with a view to affect the
prices it is allowed to charge.

Another problem with this method is ‘regulatory capture’. It is claimed
that regulatory institutions established mainly to protect the interests of
consumers against the potential market power exercisable by an industry
may come to form a symbiotic relationship with the regulated enterprise in
which they effectively promote the interests of the industry as well as, or
instead of, the interests of the industry’s customers. This kind of situation
may arise for a number of reasons but there is a particular danger where the
regulatory body is heavily reliant on the regulated enterprise for the infor-
mation and analysis which it requires to discharge its formal functions.

It has been indicated that the U.S. experience of rate-of-return regula-
tion also demonstrates the extremely detailed and time-consuming regula-

tion which evolves in practice to back up a rate-of-return regime.5 Due to
these limitations of the system, Beesley and Littlechild claim that it should

6 Oftel Report, January 1988, p.3.
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not be thought of as a relevant accompaniment to privatisation.

4.2.2 The Price Control Formula

“The difference between the monopoly price and the competitive price
of the commodity in question provides a margin in which maximum. prices
could be enforced without defeating the ends sought by the government. . . .
The maximum price could re-establish the competitive price and increase
demand, production, and the supply offered for sale”. He states it would be
paradoxical to introduce such measures where monopoly prices are the out-
come of government interference. However, “things are different in those
rare instances in which monopoly prices come into existence without assis-
tance from the government. Here governmental maximum prices could re-
establish competitive conditions if it were possible to find out by academic
computation at which height a non-existing competitive market would have
determined the price” (Mises, 1963, p.375).

Disadvantages of the rate-of-return system led to the development of
another type of regulatory control system which are designed by Sir Ste-
phen Littlechild for the telecommunications industry in the UK He explains

the system as follows:

The price of a bundle of telecommunications services should not
increase by more than X percentage points below the retail price index
(the RPI-x formula) for a period of five years. This could be applied to
any set of services. The level of x would, in practice, be the outcome of
bargaining between British Telecom (BT) and the government, an
exhaustive costing exercise is not called for. The purpose of such a
constraint is to reassure customers of monopoly services that their situ-
ation will not get worse under privatisation. It holds the fort until com-
petition arrives, and is inappropriate if competition is not expected to
emerge. It is a temporary safeguard, not a permanent method of con-
trol. The one-off nature of the restriction is precisely what preserves
the firm’s incentive to be efficient, because the firm keeps any gains
beyvond the specified level (Beesley andLittlechild, 1986, p.42).

Littlechild claimed that the simplicity of the proposed scheme and the
absence of significant scope for discretion by the regulatory authorities
reduced the danger of regulatory capture. He insists that the RPI-x formula
gives enterprises a greater incentive to reduce their costs than US-style
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rate-of-return regulation, and ensures that the consumers get the benefits of
efficiency improvement (Littlechild, 2000). However, RPI-x of regulation
provides good incentives for efficiency immediately after a review point,
but as time passes the firm’s calculations are increasingly influenced by the
benefit to be gained from affecting the outcome of the next regulatory
review. As that time approaches, the firm will have little or no incentive to
decline costs if its future prices are positively related to its current cost level
(McBeth, 1996). Vickers and Yarrow (Kay, Mayer and Thomas, 1986, p.231)
take a slightly more cautious view; they have doubts as to whether the level
set for the first five years of the regulatory control (RPI-x) places a particu-
larly rigorous constraint upon BT. Separate protection against anti-
competitive pricing will also be necessary. Both of these questions indicate
that there are disadvantages as well as advantages arising from the sim-
plicity of the price control formula. Vickers and Yarrow (1988, p.240) claim
that if the specification of x for the next five-year is, in effect, based upon
BT’s actual cost performance then the price regulation control will in prac-
tice become very similar to the rate-of-return regulation with all of its as-
sociated disadvantages.

As can be seen, the British RPI-x system is very similar to the American
style rate-of-return regulation. If the only alternatives are the rate-of-
regulation and the price control formula for a developing country, the rate-
of-return would be preferable, because of the difficulty in setting up a price
control system for a period of five years. Even if it was set up, it would be
difficult to be realistic since there would be considerable uncertainty in its
operation. .

It is difficult to judge the RPI-x scheme until the évidence: becomes
available on its performance. The discussion of Vickers and Yarrow shows
that the problems of rate-or-return regulation may be hard to avoid in a
regulated private monopoly. They suggest an alternative; basically it is the
imposition of an effective incentive scheme on the managers of assets that
remain in the public domain (Kay, Mayer, and Thomas, 1986). It has been
said that it is not difficult to devise a system of penalties and rewards that
encourage managers to implement efficient practices. The problem is one of
determining what an efficient cost of production actually is.

Consequently, there is a hybrid between a price cap and rate-of-return
regulation, ‘sliding scale regulation’. Once profits increase to an agreed level
in any year are immediately adjusted downwards. This method of regula-
tion has the advantage of automatically sharing the benefits of efficiency
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gains between producers and consumers; but it has the weakness of
introducing disincentives for management to pursue efficiencies so that not
all of the savings are maintained by the company. Its use has been rejected
in the UK (Parker, 2001. p.14).

4.3 Constraints on Regulation

After the above brief survey, it seems to be a general consensus that
“monopoly is not as widespread or permanent or problematic as generally
believed; that such monopoly as does exist is most likely attributable to
government restrictions; that regulation of potentially competitive markets
is likely to induce shortages or be counter-productive; and that a little inter-
vention is likely to breed more. It is difficult to disagree with most of this.
But utilities are acknowledged as an exceptional case, where . . . monopoly
and against regulation do not necessarily apply” (Littlechild, 2000, p.15).
Government ownership of utilities is regarded undesirable in that it is likely
to be loss-making or too powerful, and likely to prolong the monopoly.

However, there have often been two main criteria applied to assess a
good system of regulation; one which enables the utility to raise finance f?r
investment at an acceptable cost; and also offers incentives for efficiency in
operation, pricing, investment and innovation (Newbery, 1994; 2001). “Regu-
lation also has to satisfy the demands of both investors and consumers,
which can at times be conflicting. Consumers generally demand quality ser-
vice and low prices, whilst investors demand adequate returns on their
stake” (Cook, 1999, p.551). The most important constraint on regulation is
information. The situation can be illustrated as a relationship between a
firm and a government. The firm has to make decision about prices, out-
puts, capital investment, product quality, and so on. The government might
seek to regulate some of these variables (for example prices or profits) but
unless it is unusually well informed about industry conditions and behav-
iour, it is unlikely to be able to regulate the firm’s activities. It is this limited
information that poses the central problem for the government. The govern-
ment can only order the firm to do something that is feasible, but it may not
know what is feasible.

If the government and the firm’s managers had access to the same infor-
mation about industry conditions and the firm’s behaviour, then the
regulatory problem could be solved by simply directing the managers to
implement the socially optimal plan given the information available. In real-
ity, however, managers are much better informed about industry conditions
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than are the firm’s owners and regulators, and their behaviour can be
monitored only imperfectly. As Vickers and Yarrow (1988, p.99) pointed out,
there is very closed analogy between (a) the problem that a firm’s owners
(public or private) have in giving managers incentives to act in the owner’s
interests, and (b) the problem that government regulators have in giving a
regulated firm (or its managers) incentives to act in the public interest.

In the light of these explanations it can be said that provision of infor-
mation to regulatory bodies had vital importance, because of the high social
return which will gained.

5. Policy Suggestions and Conclusion

Telecommunications monopolies will tend to maximise profits in a way
which does not maximise social welfare, because of their decline marginal
cost and the inelastic demand for their services. Regulatory structures after
privatisation of GOTEs have become more involved and complicated. Cases
studies of telecommunications, electricity, and water services reveals that
creating effective regulation and a competitive environment is a difficult
and slow process (Cook, 1999; Wellenius and Stern, 1994). Consequently,
there is a continuing need to evaluate which regulatory systems work best
and to understand the factors that inhibit the development of effective
regulatory processes.

The regulation in the industry should seek to optimise the telecommuni-
cations sector performance by (a) creating an environment that is conducive
to long term investment and (b) enforcing effective measures to moderate or
prevent the abuse of monopoly power (World Bank, 1994, p.65). There is
another reason why regulation rises. In a natural monopoly or a legal
monopoly environment a great deal of technical and economic rules are set
within the organisation, for example, concerning standards, interconnection
and interoperating procedures. When more operators become involved,
many of these internal rules become external. In order to make sure that
one enterprise or one player does not exploit another, particularly if it has a
dominant position, regulation becomes increasingly significant (Melody,
2000).

Moreover, evidence for the superiority of private over public enterprise
is mixed and inconclusive, the real difference is monopoly and its associated
inefficiencies rather than ownership (Cook and Kirkpatrick, 1995; Martin
and Parker, 1998; Shirley and Walsh, 2000; Cook, 2001). In other words, it is
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evident that regulation rather than privatisation achieved the largest gains
(Cook, 1999). As competition increased, new regulatory priorities emerged,
and issues of regulatory autonomy, particularly, gained prominence (Kerf,
Schiffler, and Torres, 2001). Some issues of regulation must be introduced
after reform. These issues are complex, interrelated, and sometimes, in con-

flict (Wellenius and Stern, 1994, pp.111-112):

i. Prevent the incumbent operator from abusing its dominant position
to prevent competition. |
ii. Ensure that a private monopoly does not make monopoly profits.
iii. Continue to promote certain economic and social goals, including
universal service.
iv. Ensure adherence to certain technical standards.
v. Ensure that equality-of-service standards are maintained.
vi. Monitor licence conditions and ensure that laws and regulations
are respected.
vii., Deal with interconnection problems.
viii. Regulate tariffs and contribution payments for network develop-

ment.

With the privatisation of the telecommunications sector newer, some-
times less political influenced, regulatory systems have been established.
Most have concentrated on the need to improve economic efficiency and
curb abuses of monopoly power. Modes of price-cap regulation have been
established in Argentina, Mexico, Venezuela, and Malaysia. Chile has
adopted benchmark regulation while Jamaica and the Philippines have
rate-of-return regulation (World Bank, 1995).

It has been difficult for a variety of DCs to build sound regulatory sys-
tems with respect to competitive behaviour, service obligations and pricing
policy (Cook, 1999). In Venezuela, a temporary regulatory agency had to be
established by presidential decree because it was not possible to demon-
strate a new telecommunications law before the privatisation of CANTV.
As the original Argentine regulatory entity, it lacks funding. In Argentina
and Mexico the regulatory agencies began very slowly. In Chile where relied
on a mix of sector-specific regulation and antitrust law has been rather slow
in handling with critical issues. In reality, it has been difficult for many
countries to establish sound regulatory structures in relation to service obli-
gations, interconnections and competitive behaviour. Anti-competitive prac-
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tices have remained and the full cost of the failure to build effective
regulatory regimes, as for example in Argentina, continues to remain large-
ly unknown (Wellenius and Stern, 1994). Competition is often impeded by
factors other than a dominant operators or inappropriate access rules. Often
tariffs are way out of line with costs. Unregulated competition would result
in cream skimming and significant losses that are required to cover, for
instance, universal service obligations. As a consequence, tariff reform must
accompany regulatory reform to make sure that proper pricing signals are
used (Muller, 2000).

The experience of telecommunications privatisation in DCs reveals
more questions for wider discussion in the context of globalisation. The
experience of Jamaica, for instance, shows that the absence of an under-
standing of global telecommunications enterprises left the country with a
regulatory system that provides strong incentives for expansion of the tele-
communications network but weaker incentives for efficient telecommuni-
cations operations (Wint, 1996, p.69). Moreover, lack of progresses in devel-
oping effective regulatory institutions and processes is realised by some
observers as symptomatic of a lack of government will to regulate the sec-
tor. On the other hand, the impact and cost resulting from slow star-up of
regulation has also been addressed, for instance, in Chile issues of new entry
to the basic services market have been under accessed by the telecommuni-
cations regulatory agency and litigated in the antitrust and regular courts
for several years without coming to closure. This has delayed new services
to consumers who would benefit from competition and has immobilised sub-
stantial amounts of equipment purchased by one of the operators. In Ar-
gentina, lack of regulation by the regulator regarding clatifications of the
scope of the concessions of the two regional privatised operating firms
reportedly has led to slower investment (Wellenius and Stern, 1994).

The relationship between competition and regulation shows that
privatisation cannot be a solution to everything. Privatisation only leads to
a change of ownership, but it is the competition or the effective regulation
which really matters as far as increasing performance and channelling
investment into the telecommunications sector are concerned. The process
is complex and there is no single model or design due to the multitude of
factors, conflicting interests, and interrelated evens that are involved. It
should, however, be underlined that because the situation has been difficult
in each country, one cannot generalise these experience. Telecommunica-
tions sector reform is essential especially for the countries in the increasing-
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ly competitive and information-based world economy. Modern and inexpen-
sive telecommunications have become the major determinant of economic
competitiveness. Consequentlives and obligations to invest and perform as
well as institutional ives and obligatioives and obligations to invest and
perform as well as institutional arrangement that frees the operators from
unwarranted controls yet protects users and settles commercial interests
with wider development objectives. Similarly, the privatisation of
TELEMEX of Mexico reveals that ownership, competition and regulation
are not independent policy variables, but a set of loosely connected tools
whose important interactions are yet to be understood (Ramamurthi, 1996,
p.103). The development of the telecommunications industry largely hinges
on building up: (a) diversity of supply and competition; (b) participation of
private capital and enterprise; and (c) effective public regulation (World
Bank, 1994, p.6).

In short, telecommunications privatisation has preceded the develop-
ment of effective regulation and competition. The development of regula-
tory structures is limited by the capacity of governments to enforce
regulatory rules and monitor contracts. Fostering conditions that encourage
competition and lessen anti-competitive behaviour by incumbent is a benefi-
‘cial but slow process (Cook, 1999). Regardless of the specific regulatory
structure, successful and effective regulation must require: political will in
the government to make it work; prominent regulatory leadership commit-
ted to serving the public interest; profound management of the regulatory
process, including knowledge of the industry; qualified professional staff in
the various related disciplines; equal and open decision-making mechanisms
accessible to all the parties affected; and actions that respond to the broad
political goals of the government (Wellenius and Stern, 1994). As a result,
effective regulation is basically a political problem. It can be established
only where there is strong government support and understanding of its
goals, especially government will and commitments to regulate the sector.
Experiences of countries also suggest that the development and establish-
ment of effective regulation is a continuous and not a one-shot exercise.
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