
I
n the past two decades, the telecoms industry has 
undergone a profound transformation triggered 
largely by three factors: 

1 Liberalisation of the sector, which was followed by 
the introduction of regulatory remedies on 
former incumbents and other operators with 
significant market power in relevant markets 

2  Extensive market entry, which resulted in 
increased competitive pressure

3 Introduction of new communications 
technologies and enhanced connectivity services, 
which prompted unprecedented product and 
service innovation. 

To a large extent, the three phenomena are 
related: market liberalisation and regulation have 
gradually lessened entry barriers and have enabled 

newcomers into the telecoms markets, causing  
the level of competition to rise. Over time, as 
competition has intensified, telecoms operators 
have developed not only price-based but also 
innovation-based competitive strategies, attempting 
to win customers by offering higher throughput 
capacity and new services. ‘Creative destruction’1 
has set in: a wide range of new services and content, 
traditionally offered on different platforms, has 
become available on telecoms networks and has 
gradually displaced traditional narrowband voice 
and data services. This has stimulated consumers’ 
appetite for richer service offerings and has induced 
many players, traditionally outside the telecoms 
industry, to supply their services directly to 
telecoms customers. 

This has given rise to a lively ecosystem of firms 
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populated by many other players besides network 
operators (eg. handset and mobile operating system 
producers, content producers, internet-based 
players such as over-the-top (OTT) etc.), which have 
extended the relevant business space well beyond 
the border of the traditional ‘linear’ telecoms 
industry. The displacement of the linear industry 
and the rising of an ecosystem of firms have paved 
the way for the adoption of more complex business 
models, which have created opportunities and 
threats to network operators. 

These developments, however, have caused the 
commoditisation of services that for decades had 
been an essential source of sustenance and value 
creation for telecoms operators (eg. fixed and mobile 
voice calls, SMS, etc.). This has caused a persistent 
reduction of their price levels, revenues, and 
economic margins, up to the point that the 
economic and financial viability of some telecoms 
operators appears jeopardised.2 

The persistency of such a trend over the past 
decade has spurred a discussion on what may be 
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required to set the industry on a healthy 
development path. Even though it has reduced 
firms’ surplus and transferred it to consumers, stiff 
price-based competition has also strongly reduced 
operators’ margins and, hence, their ability to 
finance their growth and undertake investments. 

Some industry practitioners have argued that 
telecoms operators, unlike the OTT players, have 
experienced limited success in adapting business 

models to take advantage 
of opportunities created 
by new technologies and 
the diffusion of digital 
platforms. They have 
concluded that the 
telecoms industry may 
return to a positive 
development path only if 
operators successfully 

revisit their business model.3

Other practitioners have argued that regulatory 
remedies have become so stringent as to limit 
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operators’ ability to develop strategies that may 
successfully cope with new business and market 
challenges.4 They have argued that, since 
competition is now well developed, some regulatory 
remedies could be withdrawn as unnecessary or 
even potentially harmful to operators’ incentives to 
invest and innovate. 

Still other industry practitioners, finally,  
have argued that the EU telecoms industry is 
characterised by structural issues and, in particular, 
that EU network operators are too many and make 
the industry very fragmented, with limited 
economies of scale and scope.5 Hence, they argued 
that some industry consolidation would be 
desirable in that the reduction of the number of 
telecoms operators would enable further cost 
efficiencies and increase economic margins and 
consumer welfare. 

In this article, I draw attention to the importance 
of the competitive paradigm that businesspeople, 
policymakers and authorities rely on when 
engaging in economic analysis to assess market 
power, economic efficiency, business strategies and 
efficient pricing, as well as to address competition 
and regulatory concerns, investment incentives and 
growth issues. So far, perfect competition has been 
at the core of regulatory and competition 
policymaking, as well as of business and strategy 
analyses when market players and investors have 
wanted to gauge the implications on economic 
efficiency of their business strategies, technology 
choices, investment decisions, and pricing. 

Industry developments in the last decade or so 
have made perfect competition increasingly less 
suitable to provide guidance and intuition on the 
desirable market outcomes. The telecoms industry 
has shifted from a static, innovative-light, utility-
type industry into a highly dynamic, innovation-
based, competitive ecosystem. 

Without a new competitive paradigm, concerns 
are likely to arise: 
l  Market players may fail to assess the implications 

of their business and investment decisions on 
regulatory and competition policy compliance 
and may inform their strategy decisions 
incorrectly.

l  Competition and regulatory authorities may 
assess the efficiency of market outcomes against 
the wrong efficiency benchmark and even 
mischaracterise the conditions in which ex-ante 
and ex-post remedies are to be changed or 
withdrawn.

l Policymakers may consider actions that are likely 
to provide limited contribution, if any, to growth 
and jobs, or even reveal themselves harmful, 
failing to recognise the engines of economic 
growth that characterise modern telecoms 
markets, as well as their role in developing 
business strategies and designing remedies. 
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The aim of what follows is not to make definitive 
statements about perfect competition or provide 
analytical arguments to characterise what the new 
competitive paradigm should look like. Also, this 
article does not aim to dismiss the above-mentioned 
proposed solutions to the concerns prompted by the 
decrease in prices, revenues, and economic margins 
observed in the telecoms industry. 

The purpose, rather, is to recall  attention to the 
importance of choosing the right competitive 
paradigm when addressing business, regulatory, 
competition and policy concerns. In recent years, 
the adoption of perfect competition has looked 
more like a dogmatic inheritance from the past 
than a choice motivated by the fact that perfect 
competition has been consistent with modern 
business conduct and recent market developments. 

I will provide a preliminary discussion about why 
the perfect competition model may no longer fit 
recent market and business developments and why 
industry practitioners may want to move away from 
it. I will then focus on some key aspects that the 
new competitive paradigm would need to have and 

their implications for 
the realm of business 
strategy, regulatory and 
competition economics, 
and policy. Finally, I will 
explain why a new 
competitive paradigm 
may help the industry 
return to a positive 
development path and 

will suggest questions for future (more analytically 
rigorous) discussion. 

KEY LIMITATIONS OF THE PERFECT COMPETITIVE 
PARADIGM
Generally, the appeal of economic theory stems  
from a rigorous conceptual framework leading to 
simple positive (ie. descriptive) and normative  
(ie. prescriptive) implications to address economic 
efficiency concerns, among other things. But relying 
on economic theory may become problematic when, 
by doing so, the economist runs a sterile theoretical 
exercise that fails to cope with actual business 
conduct, competitive strategies and market trends.6 
The perfectly competitive paradigm has been used 
consistently across different jurisdictions and 
industries. Its prediction of economic efficiency, 
however, builds on five assumptions: 
1 Firms maximise profits in a static context (the 

production plant and its technology are given)
2 Firms produce perfectly homogeneous goods 
3 There are an infinite number of firms in the 

industry
4 There are no barriers to entry or exit
5 There are no frictions or other forms of market 

imperfections.
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The two sources of 
innovation have an 
interplay, a major 
source of value 
creation for firms.

In the past decade, competitive business conduct, 
industry practices and market characteristics have 
made several of these assumptions questionable in 
the real world context. Some examples may help 
clarify the issues concerning the assumptions: 
l  In the last 10 to 15 years, services have developed 

increasingly heterogeneously and have been 
designed to match consumer needs and preference 
for variety. Rather than being homogeneous across 
different suppliers (as voice and data services used 
to be), telecoms services have been increasingly 
differentiated to include different types of content, 
entice different types of customers, and match 
different types of tastes and preferences.

l  In the past decade, the industry has grown 
extremely dynamic due to technological progress 
and establishment of digital platforms. New 
technologies have greatly enhanced fixed and 
mobile networks’ transmission capacity and 
enabled richer service offerings over fixed and 
mobile telecoms networks. Thanks to network 
effects and externalities, digital platforms have 
caused the demise of the traditional (linear) 
telecoms industry and have given rise to a lively, 
relentlessly evolving ecosystem characterised by 
new players, functions, products and services.

l  Frictions and other forms of market imperfection 
have become significant, to the point that firms 
and consumers strive to identify optimal choices 
and put them in place. Consumers’ transaction 
and search costs have grown significantly due to 
the proliferation of services variety, which have 
required higher search efforts by consumers. 
Firms, for their part, have incurred large costs to 
learn consumer preferences and design services 
bundles on a one-stop-shopping basis to bring 
down consumers’ transaction costs.

l  The total production that surplus firms create, 
and the share of it they deliver to consumers, have 
increasingly become the outcome of innovation-
based, rather than price-based, competitive 
strategies. Because of its fundamental 
assumptions, the perfectly competitive paradigm 
disregards innovation and fails to address the 
trade-offs innovation entails, as well as their 
impact on surplus and its efficient allocation 
among the actors of the ecosystem. 

A careful reading of these examples suggests that 
innovation raises questions about the applicability 
of several assumptions underlying the perfectly 
competitive paradigm. So it is useful to establish a 
basis to discuss how innovation has shaped the 
telecoms industry and affected service providers. I 
will rely on the theoretical and empirical findings 
of the literature on endogenous growth, which in 
the last 30 years or so has studied innovation and its 
ability to create value and spur economic growth 
for firms, as well as increase surplus to consumers.7

Winter 2014/15 Vol 42 Issue 4/5 | InterMEDIA  45 www.iicom.org

REQUIREMENTS OF THE NEW COMPETITIVE PARADIGM  
AND THEIR IMPLICATIONS
This strand of literature on endogenous growth 
streamlines innovation as arising from new 
technologies that either improve products and 
services (to climb their quality ladder) or expand 
products and services variety (given a certain level 
of quality).8 The former can be seen as a ‘vertical’ 
innovation,9 whereby new products and services are 
better than previous ones. The latter can be seen as 
a ‘horizontal’ innovation,10 whereby new products 
and services have the same quality as other products 
but offer different features in the attempt to match 
different consumer tastes and preferences.11 

In the telecoms 
ecosystem, for instance, 
vertical innovation occurs 
when a new transmission 
technology standard  
is released. New 
developments in 
transmission technologies 
deliver higher 
throughput capacity and 

make the transmission service faster (ie. better) than 
the one provided by the existing technology.12

Horizontal innovation, on the other hand, occurs 
with services bundles that, while including the 
same set of services, offer different services features, 
chosen perhaps to target a different customer 
segment. Examples would be two quadruple-play 
offers including the same broadband internet access 
capacity and same flat pricing scheme for voice and 
SMS services, but different content (eg. different 
types of movies, sports and other entertainment) 
targeting different demand segments. 

The release of faster transmission technologies 
delivers only part of the benefits originating from 
innovation. The other part arises from the 
development of differentiated services that match 
consumer preferences better than homogeneous  
(ie. undifferentiated) services. Most importantly,  
as far as the telecoms industry is concerned, the  
two sources of innovation are characterised by an 
important interplay, which is a major source of 
value creation for firms and of surplus increase  
for consumers: improving the capacity (ie. quality) 
of transmission technologies enhances operators’ 
ability to enrich their offerings (ie. expand the 
variety of services). 

How exactly do network operators engage in 
innovation-based competition? How does a network 
operator try to create a competitive advantage over 
its competitors? And when the operator succeeds in 
earning such a competitive advantage, is it able to 
sustain it over time? 

Vertical innovation is usually not able to sustain a 
competitive advantage of some network operators 
over their competitors. Whether over a fixed or 
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mobile network, the adoption of better 
transmission technologies is usually synchronous 
across competing operators. Operators do not gain  
a competitive advantage over competitors as all 
operators adopt and deploy the new technology 
around the same time. They certainly can price  
the new (faster) service higher than the old (slower) 
one, but as long as there is no material difference  
in services quality across operators, competition 
soon drives prices down to cost and economic 
profits to zero.13 

Horizontal innovation can command higher 
economic margins (ie. economic profits larger than 
zero) and trigger stiff competition across operators 
in the attempt to design offerings that more 
effectively match consumer preferences. The idea 
underlying service differentiation is that consumers 
like variety and will pay for the possibility to choose 
among products and services with features they 
like. Unlike the pure price-based competition 
framework, which envisages a trade-off between 
operator margins and consumer surplus (ie. an 
increase in operators’ margins over costs always 
reduces consumer surplus), an innovation-based 
framework to provide differentiated services 
presents a complementarity (ie. a win-win situation) 
for firms and consumers. 

Both firms and consumers are better off from 
service differentiation: firms can sell at a higher 
price and increase their economic margin, while 
consumers are willing to pay that higher price to 
ensure their preferred service variety and enjoy 
higher surplus. Successful market segmentations, 
which capture the development of consumer 
preferences, coupled with commercial strategies 
tailored to each target segment of the market,  
can sustain firms’ competitive advantage over 
competitors. Most importantly, the margin over 
costs firms would earn would be economically 
efficient, as it would reflect higher consumer 
willingness-to-pay for choosing preferred variety 
and enjoying a higher surplus.

In the above scenario, efficient competition is 
compatible with the arising of some (not significant) 
market power that competitors would use (not 
abuse) to deliver market outcomes superior to  
those that would arise with homogeneous 
(undifferentiated) services. 

This raises many interesting questions: 
l  Does economic theory provide a competitive 

paradigm embedding service differentiation and 
predicting the win-win situation described above? 

l  How would the concept of economic efficiency  
(ie. allocative, productive, and dynamic efficiency) 
change, and how, in particular, should dynamic 
efficiency be defined to cope with the specifics of 
the markets included in the telecoms ecosystem? 

l  Under what conditions would the new 
competitive paradigm deliver an investment-
friendly environment providing balanced 
incentives to technology developers (to undertake 

risky investments in  
R&D) and technology 
implementers (to adopt 
new technologies and 
promote their diffusion)? 

l  How would the regulatory and competition 
criteria used to address relevant concerns change 
with the new competitive paradigm? 

l  Would the theory of natural monopoly change 
under the new competitive paradigm, and what 
role would relevant authorities have to play in 
order to ensure efficient market outcomes? 

These and other questions are fodder for further 
discussion and may soon be included in regulatory 
and competition agendas. A sound characterisation 
of the new competitive paradigm, its economic 
efficiency, and any scope for authorities’ remedies 
are key tasks that are outside the scope of this 
article and are left to more rigorous analyses. 

No matter how implausible some hypotheses may 
sound, as Arthur C Clarke said in A Space Odyssey: 
“The truth, as always, will be far stranger.”
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