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There is a broad consensus that for the communications industry to flourish in a
country, it must be opened to private competition. However, countries have adopted
varied approaches to liberalisation, some more cautious than others. This paper
critically assesses South Africa’s approach to liberalising its communications industry.
It argues that although there have been some gains from the current phased
approach, these fall short of the potential gains that could have been achieved had
more competition been introduced sooner. It also argues that with hindsight some of
the fears that gave rise to the approach adopted in the country may have been
misplaced. It concludes that there is still considerable scope within the current
regulatory arrangements to bring about some of those additional gains now.

I ntroduction

The communications industry is amongst the most innovative and rapidly growing sectors of
the modern economy. Besides the direction contribution the sector makes to economic
growth and development, it dso plays a key role in the fortunes of other sectors. This is
because it is an important intermediate in production and the infrastructure on which the
information age is being built. The attitude of governments to the industry have changed, with
a growing consensus that the days of nationa monopolies are over and that the sector must
be opened to private compstition if it isto flourish. However, the pace of change has varied
amongst countries, with some far more cautious than others in introducing competitive
regulatory regimes. For the laggards, the WTO process of negotiations on Basc
Tdecommunications may just act as a force to move them towards afar more libera regime
in ashorter time period.

The initid movement towards public monopoalies in the communications indusiry came from
arguments that the sector was a natura monopoly and that there were socid gains from
giving al members of society access to the network (universal service). However, the naturdl
monopoly argument has weakened due to regulatory innovation and changes in technology
and the level of demand.

Regulatory innovation came in the form of separating the communications market into
network and service provison. The provison of services could become a competitive
market if non-discriminatory access to the networks was ensured. In a smilar fashion, if
networks were forced to interconnect with each other in a non-discriminatory manner, then
different firms could provide different parts of the network and the gains from network
economies would not lost.

It has been technology and demand growth that has atered the competitive dynamics of
network provison. Lower economies of scde and rapidly growing demand for
communication services’ has meant that it is now more feasible to have duplicate networks
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competing for the same customers. Technological advance has dso opened up the
opportunity for competition between different network technologies. Fixed line networks
must now compete with cellular, satdlite, Internet and cable.

Removing the naturd monopoly congtraint il leaves the quetion of public provison for the
sake of universa service. However, changes in the regulatory structure of the industry can
il accommodate socid goas such as universa service. Ingtead of interndising these gods
in the form of cross-subsidisation by the public monopalist, they can be fulfilled through a
direct subsidy to those requiring assistance.

Clearly the gains from liberdisng the communications industry are predominately the gains
from unleashing this potentid competition. These pro-competitive effects have both a atic
price and a dynamic innovation dimenson. On a datic leve, more competition should
increase the dadticity of demand faced by incumbents forcing them to lower their mark-up
of prices over codts. It should dso remove any X-inefficiency in the operations of the
incumbent, enabling cods to be reduced. The dynamic benefits are potentidly more
important as competition increases the incentive to innovate, driving both the long-run
growth of the sector and a steady declinein red prices.

There are ds0 potentid for gains from trade with other countries, even if the form of tradeis
through foreign direct investment rather than cross-border transactions. Trade enables the
transfer of technology between countries. This permits a faster pace of technologica change
in follower countries and a greater incentive for innovation in leader countries (from alarger
market)®. It dso enables some of the scale economiesin production to be realised. Although
the provison of fixed physcd infrastructure in a location precludes trade from affecting
many of the opportunities for scale economies, it does not preclude redising scae effects
from common investments in technologica knowledge, product development and training.
Product variety should adso improve as economies of scae enable product differentiation.

The role of communications services as a key intermediate input means that the gains from
trade and competition are far more extensive than those measured in the indudtry itself. Price
reductions and improvements in the quality and variety of communication services will filter
down into improving the performance of other parts of the economy through affecting their
cogs and production possibilities. In fact, it is these economy-wide gains that are often
consdered mogt significant in the liberalisation process'.

The South African Approach to Liberalisng Communications Services

Internal Regulation of the Communications Market. The momentum towards
restructuring the teecommunications market in South Africacame in the late 1980s when the
previous government investigated the option of having the public teecommunications
managed as acommercid enterprise. After Telkom was incorporated in 1990, a sudy by
Coopers & Lybrand was initiated to examine the policy options for restructuring the industry
to maximise the economic and socid benefit, including improving telephone penetration,
affordability and service levels. The recommendations of the report, released in 1992,
included most of the elements of the eventud regulatory regime enacted in the
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Tdecommunications Act of 1996. These included an exclusivity period for Telkom, resde of
cagpacity for voice traffic prevented for 3-5 years, stringent licence conditions for Telkom
during this period of exclusivity, and the establishment of an independent regulator. It aso
included acal for some immediate steps to be taken —including the issuing of two mobile
communications licences and the opening up of the VANS and customer equipment

markets.

The government acted on the mobile licences (issued June 1994) and the opening of the
VANS and customer equipment markets (1993). However, the mgor revamp of the
regulatory regime had to wait for first a change in government and second a process of
broad consultation through a Green/White Paper process. The Green/White Paper process
did contribute to the final regulatory outcome because it included a number of objectives
other than increasing competition, efficiency, innovation and profitability in the industry. In
particular it called for the following socid goasto be part of the objectives of a
telecommunications policy:

= promote the universa and affordable provison of telecommunication services,

= ensurethd, in relaion to the provison of teecommunication services, the needs of the
local communities and areas are duly taken into account;

= encourage ownership and control of telecommunication services by persons from
higoricaly disadvantaged groups,

= encourage the development of human resources in the telecommunications industry;

= promote smal, medium and micro-enterprises within the teecommunications indudtry;

The attainment of socid objectives played an important role in deciding how to regulate the
fixed line market as enacted in the Tdlecommunications Act of 1996. At the time it was felt
that rapid infrastructure rollout to previoudy under-serviced areas was criticd to the
promotion of universal service and economic empowerment. As these aress are generdly
ether low-income or rurd, the feding was that immediate competition in fixed line services
would not serve the objectives best. The reasoning was.

a) new entrants would target the more lucrative and easily established business and long-
distance markets first and not seek to rollout in these under-serviced aress,

b) competition in these markets would squeeze the profitability of Telkom and so limit its
own ahility to rollout in these unprofitable areas, and

c) theoption of contributionsto a universa service fund was not desirable until basic
exchange infrastructure was in place in some areas to which low income households
could be more chegply connected.

This coincided with the need to restructure Telkom itself to face competition — such as
improving efficiency and re-balancing its tariffs to remove cross-subsidisation. It isaso fdlt
that the granting of an exclugivity period helped raise the market vaue of Telkom dlowing
for a better price on the equity sale.

For these reasons, the Telecommunications Act gave Telkom a regulated monopoly for five
years, extendable to sx, in the following market ssgments:- public switched
telecommunications network, nationd long distance, internationd, loca access, public pay
phones, and fixed line infrastructure for vaue added network services, mobile cellular
network operators, and private networks (other than Transnet and Eskom).




However, to ensure that this exclusivity period fulfilled the gods of infrastructure rollout and
preparing Telkom for competition, strict licence conditions were placed on the network
provider. The licence conditions included rolling out 2.81 million new lines over the
exclusvity period, of which 2/3rds will bein under-serviced areas and for priority
customers. There are financia pendtiesfor falling to reach these targets.

Communications Trade Policy in South Africa. Communications trade policy is
intertwined with regulatory policy, as regulaions remain the primary trade barriersin service
indudtries. Therefore, legidation that South Africa has put in place for communications had
dready defined much of the trade policy stance for the immediate future. However, trade
policy is not just aout maximising the benefits to South Africa, but dso complying with
internationa agreements. In thisway, trade policy may lead domestic regulatory policy asa
country isforced to comply with pressure to liberalise a some timein the future. 1t can dso
give an indication of future regulatory intent if a future regulatory commitment is bound in an
agreement.

South Africaisasgnatory to the WTO Agreement on Basic Telecommunications and is
therefore committed not only to gradud liberdisation of its market, but also an acceptance
of principles of how competition should be governed as contained in the reference paper.
The reference paper is an important part of the multilateral agreement and has guided
exiging regulation in South Africa and regulatory decisons by SATRA for the time when
competition is opened in the industry’.

Although South Africa bound some commitments to the WTO on the timing of liberaisation,
these were in most part vague and incomplete. For cdlular there was a clear commitment to
add at least one more network licence within 2 years (by 31 January 1999) which was
delayed in the end by one year. For resale of fixed line services, there is only a commitment
to liberaise between 2000 and 2003. For international servicesthereis aclear commitment
to add competition by end 2003. For additional competition in loca fixed line network
providers, there is only a commitment to investigate the feasibility of an additiond supplier by
end 2003. These are at least a step further than the domestic regulation as a specific time
period has been defined while the domestic regulation left thisto ministeria discretion but
with arough timetable,

Findly, South Africa has made no commitment to liberalise certain agpects of the
communications indudry. Firgt, South Africa currently redtricts foreign investment in
suppliers up to a cumulative maximum of 30%. Second, FDI requires the movement of
persons to establish and operate a branch. SA has made a commitment on work visas for
foreign employees, but much discretion il lies with the Department of Home Affarsand it
is consdered obstructionist. Third, SA reservestheright to prevent companies with foreign
ownership of over 25% from raising capitd locdly. Full liberdisation would require that
these conditions be dropped as they are discriminatory.

In the next round of negatiations, it is unlikely that SA will come under pressure to bring
forward the dates of liberdisation as the negotiation processis likely to take place over a
number of yearsitself. However, there may be pressure to confirm that actual competition
will commence on these dates, that additiona licencesin cdllular and fixed line be
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investigated, and that restrictions on foreign holdings are removed. What may aso become
an issue is how these services are regulated once opened to competition and how will
licences be issued.

An Assessment of the Gains from the South African Approach

The market expansion created by opening competitive cellular and VANS sectors. The
sngle most important change in the South African communications industry has been the
immediate opening of a competitive market for the provison of cdlular networks and Vaue
Added Network Services (VANS)®. This favourable operating environment has seen these
sarvices grow at an extremely rapid rate. South Africais now the largest GSM technology
network outside of Europe with an average annua growth rate of 50% and the country is
the 18" largest Internet market in the world based on number of Internet hosts.

The introduction of the cellular networks to South Africa has mostly served to expand the
market for communication services rather than displace existing fixed line telephony.
Although the products are smilar, the cellular product makes use of different and more
expendve technologies, which limits the extent of direct price-based competition and so
limits market digplacement. Pricing in the cellular market is more likely to only set an upper
boundary to the pricing decisions of the fixed line operator. However, competition so
takes place on product development. Greater product development by the cellular
companies makes a premium for the service more justifiable and hence makes themm more
competitive.

What isimportant is not just the opening of the market but cresting a competitive structure.
The cdlular companies have chosen to compete with each other on coverage and vaue-
added services’, which has enhanced the attractiveness of their product. This has adso forced
Telkom to respond by introducing its own vaue-added servicesin order to remain
competitive on product at least while retaining its price advantage. The rgpid introduction of
vaue-added services has had market expansion effectsin addition to the mere introduction
of cdlular.

The market expansion has generated congderable new investment and employment. The
employment growth has been largest amongst the loca service providerswho retail phones
and artime to the public. These jobs have aso been less highly skilled as those created in
the actual network providers. The growth of the industry has had few spillovers on the
domestic capital equipment industry as most transmission equipment and receiving
equipment (hand-held phones) have been imported. However, there is assumedly avery
large impact on industry in generd as these new products would have contributed to new
product development elsawhere and higher productivity.

The opening of the VANS sector has had a smilar effect to cdllular but on asmaller scde. It
has a product that differs to public telephony and so expands the market rather than
competes away market share. Although it isfeasible to provide telephony services over data
networks, thisis legdly restricted for corporate networks and public Internet. For the
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Internet in particular, telephony is not of the same qudity as networks built for voice
transmission. It aso only offers competition to nationd and internationd telephony for did-in
users as this makes use of the locd public network anyway. As data communications are
becoming more central to business operations, a competitive VANS sector that improves
product quality servesto lower transactions cogts in business.

Introducing foreign participation in the industry. Foreign participation has been afeature
of dl sectors—fixed line, cdllular and VANS. This has provided consderable amounts of
cgpita, technology and human capita. The difference has been most marked in the fixed line
sector where Telkom has taken on an equity partner. This has permitted an acceleration of
the network rollout and alarge improvement in service. This has an impact on user industries
—including other communications industry players who lease Telkom facilities (VANS) or
use them for international connections (cellular). The expectation from Telkom isthat they
will reach current best-practice productivity levels by 2002 when their exclusivity period
ends.

Encouraging exports of communications services. A more liberd environment has aso
encouraged the network operators to export into newly liberalised African markets. The
incentive to do so comes from

wishing to lower the costs of capita equipment through bulk purchasing for numerous
markets (economies of scale),

diversification of risk through developing more than one income source tied to the
economic cycles of different countries, and to more than one currency, and

regping some of the increasing returns to investmentsin learning and knowledge cregtion
in the communications network operation back in SA.

So far dl network operators are expanding into other African markets, with MTN the most
sgnificant player. Thisisanaturd response to the threat of entrance of new competitors into
the SA market in the future because athough they may lose some market scale at home,
they can compensate for that through exports.

Extension of network infrastructure. The argument for granting the Telkom monopoly is
that it will dlow higher profit margins, which will alow Telkom to expand the network to
unprofitable low income areas to raise equality of access. This expanson will lead to high
levels of growth in main lines, providing al the benefits associated with that in terms of
derived demand for capital equipment and operating inputs. Incentives to use loca
manufacturers (most of which are internationa subsdiaries) has meant the expangon of the
loca telecommunications equipment manufacturing base, cregting a number of killed jobs. It
has aso seen expansion into under-serviced areas at a pace yet to be seenin SA. The
criticism of this processisthat many of the lines opened in under-serviced aress are closed
relatively quickly afterwards due to the inability of the resdents to afford the fees.

I mprovements in human resour ces and employment equity. The current policy has seen
the emergence of a Human Resources Fund to invest in training human resources for
expangon in the telecommunications sector. In addition, the network operators have
contractual obligations to training up lower skilled workers for pogtionsin amore
productive enterprise. These programs serve a) to offset some of the potentia for a shortage
of skilled workersto inhibit expansion of the industry and b) remove the naturd tendency for




inequality by ensuring lower skilled workers are retrained rather than retrenched.
An Assessment of the Limitsto the South African Approach

Despite the gains that have been made from the limited liberalisation of the industry, the
question is whether South Africa could have done better with a different approach. It is
argued here that South Africa would have done better with amore liberd approach from the
beginning, even when consdering dternative objectives such as universa service and
empowerment.

A lack of competition as a source of limited gains. The primary problem with the South
African gpproach isthat it saverdy limits the extent of competition in the market. The
primary gains from liberdisation are the pro-competitive effects and so the removal of these
effects servesto limit the gains from lowering price-cost margins and greeter levels of
productivity growth.

The South African gpproach ensures that there is no direct competition in the market for
public telephony. This enables Telkom to continue to price like a monopoly and not reduce
price-cost marginsin order to regp higher profit margins. The South African arrangement
has dso limited indirect sources of competition from other technologies. One source of this
competition isfrom cdlular providers. However, these providers are concentrating on
competing on vaue-added services and coverage, and not on price. Part of the reason for
thisisthat aslong as Telkom'sfixed line prices remain high, thereislittle pressure for the
cdlular providers to reduce theirs. Telkom in turn feels lower competitive pressure to reduce
its prices aslong as the cdlular companies do not. This convenient stand-off can be
explained in part by Telkom's 50% share of the dominant cellular provider, Vodacom. The
legidation has formaly prevented the VANS from providing telephony and competing.

The second-best dternative to using competition to lower price-cost marginsisto impose
stringent price capping on the monopoly. South Africa has even failed to do thisand has
regulated a price cap for fixed line telephony call cost increases of consumer price index
(CP1) less 1.5% and for cdlular at the CPI for arepresentative bundle of services.
Considering that labour productivity in Telkom isincreasing a an average of 8.5% for the
last 4 years (see table 1 below), asking for a decrease in prices of 1.5% per annumisnot a
binding condraint to the monopoly.

Table 1 below uses a number of imperfect measures to demondirate that price-cost margins
are not decreasing. The imperfect measure of price-cost margins are the gross and net
operating profit margins. Although gross operating margins have fluctuated, the net margin
has steadily increased over the entire post-liberalisation period. Therefore, it suggests that
part of the gains from any productivity increases that come from having aforeign equity
partner are feeding into higher margins and not lower prices.

Table 1. Measures of Telkom Productivity, Profits and Prices, 1994-1998

1994 1995 1996 1997 1998 % change
(1994-98)
Tekom profit margins
Gross margin 27.0 24.3 22.8 27.1 22.7 -16%
Net margin 8.3 7.8 9.1 11.9 12.0 +45%




Telkom labour 59 63 70 75 82 +39%

productivity (lines per

employee)

Telkom red price Real price

changes change 95-98
Price of locd cals per 7.3c 8.0c 10.3c 12.9c +44.6%
minute
Price of long distance 1.55 1.54 1.36 1.18 -37.7%
cdls per minute

Source: Telkom Annua Reports 1995-98

The second problem from limited competition isthat productivity is probably not increasing
asfadt asit could. Asreflected in table 2 below, South Africa s labour productivity in
telecommunicationsis about 45% of the mogt efficient nation — the USA. Many may argue
that part of these differences are due to differences in scale and the mix of cellular and fixed
line provision. However, the case of Maaysia serves to show the inggnificance of this
argument. It hasasmilar labour productivity level to the USA but has asmilar scde of
provision to South Africa

At the current rate of productivity growth of 8.5%, South Africawill only close the current
productivity gap in 10 years. However, productivity continues to grow rapidly in these
countries, further widening the gap. In 1996 Telkom said that it was confident that it would
reach best-practice productivity levels by the end of its exclusivity period — at the time
estimated at 200 lines per employee. However, it is dready closer to 250 lines per
employee and is likely to continue to grow.

Table 2: Labour productivity for a few countries (1997)

South Africa Malaysia USA
Lines (fixed and maobile) 6,445,000 6,684,000 327,764,000
Employees 57,813 27,484 922,000
Labour Productivity
Main lines per employees 111 243 247

Source; ITU Yearbook of Statistics 1999

If acountry like Maaysia can reach these levels of productivity, then it seems that much of
the productivity gap can be explained in terms of differences in the regulatory structure
rather than other developing country differences. In particular, the lack of competition and
the lack of a stringent price-capping regime to compensate for it. The same lack of
competition (direct and indirect through other technologies) that prevents price-cost margins
from coming down, prevents Telkom from hastening to improve productivity levels. Itisaso
aware that even when competition arrives, it will have considerable market power anyway,
dlowing it a degree of flexibility in pricing to compensate for any productivity lags.

The overdl impact of these compstitive issuesiis that prices throughout the communications
industry will not be reduced at the rate which may be feasible under a more competitive
regime. This gpplies not only to fixed line telephony, but to dl other parts of the industry
because of itslink to Telkom. For VANS, the link is that they must use Telkom facilities and
use Telkom astheinternationa carrier. For cellular phones, fixed line represents an




important source of competition and as long as Telkom's prices remain high, thereislittle
competitive pressure to lower their rates. In fact, arecent study put the cdlular cdl pricesin
South Africaamongst the highest in the world in terms of purchasing power parity.

The result of not seeing the level of price reduction that is feasible under a more competitive
regime, is that South Africawill experience many of the cogts of reform without many of the
benefits for the remainder of the exclusivity period. In particular,

- Output and employment growth in the entire telecommunications industry will be below
its potentid as higher prices limit demand growth. In fact, employment may decline as
productivity improvements in Telkom are not compensated for in terms of price-induced
output growth.

- Growth of e-commerce and information services for the Net will be restricted as they
hinge sgnificantly on the cost of access. Thisis where much of the communications
industry output gains will come from.

- Lower output growth will limit the benefits of derived demand in the downstream
industries. Although much of thisisimport-lesked, what remainsin SA will be smdler.

- Therewill be very limited price-induced downstream effects on other industries, limiting
the potentiad employment creation, output expansion and deflationary impact that will
have. In fact, current policy favours skilled workers even more than full liberdisation
because only the high tech capita equipment industry is benefiting, while the other
industries that may see a demand expansion from price reductions employ more lower
skilled workers.

- Therewill no red increase in consumer incomes that comes from price reductions.

Fears over universal servicerollout. An important reason for granting the Telkom
monopoly was the fear that a more liberd regime will result in alower rallout to currently
underserviced aress. However, there seems little reason why the same universal service
obligations would not be achievable under amore libera regime, with the added bonus of
larger price decreases. This has been the case in anumber of countries that have liberalised
thelr communications industry. For instance, the Philippines saw their teledensty rise fourfold
in the three years after liberdisation from 2 lines per 100 people to 8 lines per 100 peopl €.

Firgt, lack of accessto some of the underserviced areas reflects past discrimination and
therefore reflects pent-up demand rather than an inability to pay. Thisis clear from both a
waiting list of over 100 000 for residentid phonesin 1997 and the uptake of cellular
technology in some of these areas. Second, considering that even in more productive OECD
countries like Germany prices have the potentia to drop by some 20-30% after the
introduction of competitior?, many more low income households are likely to be drawn into
the demand catchment. Thirdly, new entrants are likely to roll out to currently unattractive
low-income aress if they see future potentia. The reason isthat it gives some a degree of
market power by being dready activein an area. Lagtly, there are the universa service
contributions that can be used to subsidise access. Even if the level of these contributions are
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increased to a point of the current price-cost marginsin Telkom, priceswill till come down
further than current levels because of the additiona productivity gains from the pro-
competitive effects.

In fact, not only does current policy have immediate effects on the potentia of the industry to
deliver lower prices, but it may have alasting effect after liberdisation. Thisis because
dlowing Tedkom to expand main lines further will give it more market power in a pod-
exclugvity period, enabling it to have more control over price-setting.

Fears of the ability of Telkom to compete. A centrd reason for the granting of the
Telkom monopoly was concern over the company’s ability to survive and compete. This
fear was misplaced. Dominant firms with high sunk cogtsin fixed assets will not exit a market
with the entry of amore efficient competitor. Thisis because they have market power and
because exit is costly as assets are not easily redeployed. In the event of a competitive entry,
the likely response from Telkom would have been to seek foreign partnersto acceerate its
own cogt-cutting and productivity growth. Studies by James Tybout of large manufacturing
firmsfacing liberdisation bear this out™.

Itisdso likely that the competitive threat from a new entrant would be gradud. Thisis
because the establishment of an operating network demands time and significant domestic
human capita. The shortage of human capital has proved to be a barrier to foreign
expanson in the domegtic IT industry and so would most likely be the casein the
communications indudtry.

Fears of rapid employment loss. A further reason for gradud liberdisation has been the
possible employment loss. Thisfear gems from an assessment of the employment effect
from examining the incumbent only. Telkom is over-gaffed and a quick manner in which to
bring about productivity gainsis to retrench excess staff. However, the rapid growth of the
sector that tends to accompany liberdisation islikely to creste as many jobsin other
communications firms. There are aso the additiona gains from employment crestion
amongst industria users of communications services as their demand expands with lower
prices of inputs. In addition, communication costs represent a Sgnificant share of household
consumption. Lower prices should increase redl wagesin al other sectors which represent a
gain for labour.

Promotion of economic empower ment. The promotion of economic empowerment has
had little effect on the decison to maintain the Telkom monopaly, but rather on the level of
foreign participation and trade with the local communications industry. The reason for the
low gains from liberalisation has been the lack of competition rather than accessto foreign
capital and technology. Limited foreign participation at least dlows some capita and
technology to enter. Therefore, economic empowerment provisons could easily be retained
with the legidative framework while opening up Telkom to more competition.

Improving the Gains from liberalisation

An approach to improving the benefits of reform isto renegotiate the monopoly period with
Telkom. This gpproach will mogt likely involve some form of compensation to the company
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and so could be costly to government. This might make it an unattractive option. An
dternative gpproach is to try and maximise the benefits within the congraints of the current
legidation until the monopoly ends in 2003. With both gpproaches, there dso remainsthe
issue of how to structure the industry when it opens to competition. What follows are
options to improve the gains from liberaisation within the current monopoly congraint.

Introduce more stringent price capping of Telkom. If we accept afixed line monopoly
until 2003, then one of means of removing some of the monopoly price-cost mark-up and
increasing the speed of productivity growth isto set far more stringent price-caps. These
need to be applied not only to cal rates but dso interconnection and leasing rates. Current
legidation setsthe price cap at the consumer price index less 1.5% for cal rates for the first
three years of the exclugvity period. After this, SATRA will determine the price-cap rate.
SATRA isdsoin the process of establishing rules for interconnection charges. The
discretion in the regulation will alow price caps to be set more stringently to bring down
prices. Further, because the Universal Fund is now up and running, these monies can be
transferred to Telkom to continue its programme of rollout to under-serviced aress.

At the moment the price-cgpping and interconnection decisons for both the cdllular and
fixed line industries will be based on a cost andyss of the industry players. Thishasits
downsdein that current poor performance or misinformation from the industry players may
result in continued lenient price capping. It is a better option to base part of this decison on
acog andyss of foreign players (as available from other regulators) as this will provide
grester pressure to reduce costs and close the gap with international best-practice™.

Enforce changes in the price structure of fixed line supply. The power to establish
price-caps could aso be used to bring about changesin the structure of cal charges to that
of amore efficient one involving higher connection charges and lower cal charges. Thiswill
have the dud effect of increasing Telkom's capital productivity by increesing cal minutes
and aso of encouraging internet usage which will help grow the e-commerce and information
service markets. A precedent for such action by the regulator has been set inthe UK. In
1999 the regulator threstened to force industry playersto introduce a single monthly fee for
unlimited local cdlsto promote Internet use. In the end the industry introduced the changes
without the regulator having to act.

Promote stronger competition between technol ogies. The current communications
legidation provides for action by SATRA if it finds uncompetitive behaviour taking place. It
aso contains safeguards for competition by preventing cross-holdings in a concentrated
market. However, the centrd question is how is the market defined. The current practice
gppears to be one of keeping narrow definitions of markets and so cdlular telephony is
consdered a separate market to fixed line. Considering that the technologies do compete
with each other to some extent, the cross-holding of Telkom in VVodacom should be
investigated to seeif it isimpacting on price-setting in both markets. The opportunity for
colluson exigs, especialy during a period where no fixed line competition exists.

As part of abroader initiative around promotion of competition, it should be considered
extending the reach of the competition authority into issues of communications regulation.

" This approach has already been used by Argentina due to the domestic cost information being
unavailable to the domestic regulator (Cowhey & Klimento, 1999)




Currently the competition authority is excluded from interference in the regulation of the
communications industry and competition issues are handled as one of many considerations
by SATRA. However, competition should recelve agreater profile asit is through
competition that most of the potentia gains from liberdisation are achieved.

Fast-track dispute settlement in the industry. The development of parts of the
communications industry has been hindered to some extent by uncertainty over the
interpretation of the legidation. Origindly Telkom chalenged the Internet Service Providers
over whether Internet was considered public telephony and then they challenged the VANS
providers as to whether telephony was being provided to their clients. These disputes have
taken time to resolve and creete investment uncertainty while the regulator and the courts
make decisons on the matters. One can expect further challenges to regulatory decison in
the future as companies wish to use the courts to protect their market power or at least
delay competitive entry. To prevent the courts being used for this purpose there either needs
to be afast-track dispute settlement process or clear guiddines of respongbility between the
regulator and the courts need to be defined. The latter will alow the regulator to make
enforceable decisons for the industry.

Deregulate the industry in full at the earliest opportunity. The current legidation
provides both an earliest date for deregulation of certain markets and ministerid discretion
as to when the exact date may be. It isimportant that South Africa deregulate at the earliest
point so as to begin to reap some of the price reduction benefits of deregulation. In order to
quicken the process even further, the process of cdling for tenders and issuing of licences
could happen sufficiently in advance to enable the new licensors time to make some
infrastructure investments prior to the date when they begin offering services to consumers.
Thiswill enable active competition from the earliest start date.

At present, legidation only requires that the feasibility of an additiona fixed line operator be
investigated before end 2003. Based on the experience of the issuing of the third cdllular
licence, it could be another year before alicence isissued, and even longer before effective
competition emerges. These delays can prevent the benefits of liberdisation from emerging
for another 5-6 years. The same principles gpply to other parts of the industry that will be
liberdised at even earlier dates, namely resde and international services. With both of these
thereis gill ministerid discretion over when exactly they will be liberdised, even though a
rough timetable has been laid down. A means of achieving thisisto make forma WTO
commitments in this regard which locks in the government and provides some policy
credibility.

Maximise the amount of potential competition with liberalisation. Ensuring effective
competition after amarket is opened up isadifficult process as the origind incumbent has
congderable market power. For example, years after the UK opened up their
communications market there was gill a high degree of market power displayed by BT,
which meant prices were till not as responsive to competition. A means ensuring that
incumbents make less use of their market power isto raise the amount of potentia
competition that they face. There are a number of ways that this can be achieved. Thefirst is
to alow new operators access to the physica networks of the other operators active in the
market. In thisway only parts of the network need to be replicated initidly, enabling a
broader reach for new service providersin loca telephony.




The second isto ensure real number portability. Number portability has alarge effect on the
amount of potential competition. Clients are less likely to switch communications companies
if they cannot keep their phone numbers. The reason is that the process of informing
customers or acquaintances of changes in numbers can be very a cogtly business. If numbers
can be retained then clients are more likely to switch communications providersin response
to smdl changesin price differentids. True number portability requiresinvestmentsin
intelligent networks by operators and thisis the likely barrier that regulators will face.
Operators will use this as an excuse to prevent raisng the level of potentid competition.

Ensure that there are adequate human resour ces for industry development. Thereisa
distinct possibility that shortages of skilled human resources could congtrain the devel opment
of the communicationsindustry. The exigting human resource development policy isagood
approach asit aso addresses the issue of equity. However, it may not be able to provide
the quantity of skills required. The communications industry has abroad reach and so a
human resource policy may need to extend into fields such as the Internet industry.

Further, current immigration policy should be reviewed to determine the extent to which it
inhibits immigration of skilled labour in thisfied. It isunlikely that South Africawill be able to
produce the skills a the rate at which demand expands and so immigration might be a
necessary policy to plug the gap™. This s especialy urgent, as South Africa appearsto
currently have asgnificant brain drain of information and communications industry skills.

Make more aggressive use of trade policy to open other markets. South Africahas
embarked on aliberdisation process that isin compliance with the WTO Agreement on
Basic Tdecommunications. By the time the next Round of negotiations is completed, South
Africawill befindly opening up its fixed line telephony to competition and so should remain
in compliance. The other free trade agreement of concern to South Africaisthe SADC Free
Trade Agreement. However, this makes no move to liberalise services beyond making
countries move in that direction by complying with WTO principles. SADC has been
intimately involved with telecommunications from the start, but the focus has been on
building infrastructure and connectivity between countries.

However, compliance with trade agreementsis only one side of the coin and the Sde that
South Africa has emphasised until now. If South Africaisin compliance, then it should begin
to look a whereit can gain from the process. South Africawill gain from liberalisation
effortsin other countries for afew reasons. Firg, internationa call rates are determined to a
large extent by interconnection charges with other countries. If these countries persst with
public monopoalies or uncompetitive oligopolies, then they will pendise South African
consumers through higher call rates to those countries. Second, South African
communications companies have expressed a desire to invest internationaly in order to take
advantage of economies of scale and a diversfication of income and exchange risk. The
extent to which these companies can invest abroad depends on the extent to which the other
countries have liberalised their communications industry.

South Africaneeds to be aggressive in its trade policy becauseits likely targets are those
countries in the region that have not yet opened up their industry. Thisis partly because

2 Even industrial economies are supporting the immigration of ICT personnel to cover their own
shortfall.




industrid countries are relatively open aready and will open each other further in
negotiations (from which SA will benefit through the most favoured nation principle) while
African countries remain relaively closed. It is adso because South Africahas moreto gain
from liberdisation in these economies as a consderable amount of trade and investment is
dready taking place in the region which can be enhanced through better and cheaper
communications infragtructure regionaly.

Foreign ownership issue. Full liberalisation of the communications market would include
permitting full participation by foreign firms instead of the current 30% limit. There are
obvioudy gains for the locd industry from having foreign participation. These include access
to technology, capitd and work practices, in addition to a sharpening of competition. The
reason for keeping them out is mostly a question of economic empowerment and no longer
some form of Srategic industry argument.

It can be questioned whether the gains from liberaisation are severely affected by preventing
full foreign participation or not. It does seem that the mgjor gains come from the introduction
of competition and some participation at least allows access to technology, capital and work
practices, even if thisis more limited than might be redised in the event of full participation.
Therefore, it may be beneficid for SA to consder dropping the foreign ownership issue only
later in the process once licences have been issued. In this case, empowerment groups will
aready be entrenched in the industry and dready regped the rents from owning a licence. It
would a0 help SA negatiate the remova of such redtrictionsin other markets that it wishes
to get into.

Concluding Remarks

South Africa adopted a cautious gpproach to communications liberdisation partly through
fear of how it may damage the domestic industry and partly though concern that it would not
be the best way to remove existing inequalities. However, the gpproach finaly adopted
appears to have limited the potentid gains for the country, even accounting for the range of
objectives put forward in the reform process. It seems that competition and partia foreign
participation are the dominant sources of gainsin theindudry. If thisisthe case, countries
may wish to limit foreign participation rather than limiting competition if they wish to adopt a
gradual approach to the liberdisation of their service sectors.
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