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I
n the last issue of Intermedia, Augusto Preta and 
Peng Peng reviewed the economic arguments for 
and against zero rating, or free data, noting that 
the practice of not counting some internet 

services in the mobile subscription could have some 
benefits, including lowering costs for consumers, 
increasing adoption of mobile broadband, allowing 
mobile operators to differentiate their services, and 
enhancing competition both among network and 
content providers.1 Despite this evidence, zero 
rating remains controversial and is subject to 
scrutiny under net neutrality rules. While some 
claim zero rating has nothing to do with net 
neutrality because there is no traffic management 
involved, others claim that it violates the net 
neutrality principle of treating all data the same.

The controversy is not likely to end soon. The 
courts of Netherlands and Slovenia, two countries 

with net neutrality laws since 2012, have ruled 
differently on the issue. While one zero rating offer 
may have been struck down in the Dutch court, four 
mobile operators successfully sued the Slovenian 
telecoms regulator Akos.2 The Slovenian court 
upheld the legality of a variety of zero-rated offers, 
saying that the country’s net neutrality law could 
not be interpreted to mean the prohibition of zero 
rating. The court cited the Slovenian Competition 
Authority’s pronouncement on zero rating, noting 
its competition-enhancing features and concluding 
that any determination about the practice should 
be made on the actual effects, rather than a 
presumption of harm.

Zero rating exists both in emerging and 
developed countries. It is pursued as a means to 
close the digital divide and drive adoption for first 
time users, particularly in countries where 
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internet penetration is low. Meanwhile, the 
preponderance of service-based competition in 
Europe may give rise to a need for mobile operators 
to use zero rating to win new customers and to 
differentiate in mature, saturated markets.  

Both the US and EU net neutrality rules address 
zero rating on a case by case basis. Importantly,  
EU law does not state the term zero rating, but  
the non-binding guidelines from BEREC (the  
body of European regulators) suggest that zero 
rating requires “comprehensive assessment of 
commercial and technical conditions”, evaluating 
market positions of the actors with competition  
law principles, and measuring the “effects” of  
zero rating.3 

While case by case assessment may be appropriate 
for some zero-rating offers, it is not unproblematic. 
Allocating scarce regulatory resources to zero rating 
and the selection of the forum in which the analysis 
take place are not straightforward. Given the dearth 
of academic literature on the topic, here are five 
questions to help regulators assess the merits of 
specific zero-rated offers and to prioritise whether a 
given zero-rated offer warrants scrutiny.4

1 WHAT PERFECT OR VERY CLOSE SUBSTITUTES  
WOULD THE ZERO RATING OFFER FORECLOSE?
One concern of zero rating opponents is that if 

users perceive two applications as close substitutes, 
then they will choose the zero-rated one over the 
non-zero-rated. This presumes the content market 
conforms to perfect competition (no market power 
of any actor, homogeneous products, no transaction 
costs, no barriers to entry, perfect information).  
The reality of the content market is different, so the 
model of imperfect competition is preferable for 
analysing the situation. The regulator can then 
assess to what degree the content is substitutable  
or differentiated and to what degree the users’ 
preferences are differentiated. 

Foreclosure via zero rating only works if there  
is a close substitute. If content has different value 
propositions, zero-priced offers won’t succeed  
in forcing out the one that is not zero-rated. 
Reviewing the traffic in the mobile apps market is 
instructive. Prior to zero-rated WhatsApp being 
banned in Chile, more than half a dozen competing 
messaging apps enjoyed significant popularity in 
the country.5 Virgin Mobile, a virtual operator 
(MVNO) that had less than 1% of market revenue 
and subscribers, offered non-metered use of 
WhatsApp, and did not foreclose other messaging 
competitors. Virgin wanted to appeal to a segment 
which valued WhatsApp above other messaging 
applications which compete on different features 
such as chats with celebrities, groups or video. This 
WhatsApp strategy was used by MVNO E-Plus in 
Germany to poach subscribers from incumbent 
Deutsche Telekom. It is precisely entrant operators 
and resellers that need such offers to compete as 
they have limited ability to differentiate on network 
parameters.

Frequently, the service being zero rated comprises 
such a modest amount of traffic that its impact is 
negligible and the cost of measuring it exceeds the 
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benefit of scrutiny. Similarly, the practice may be 
conducted by a small or entrant operator of which 
no offers could be deemed anti-competitive given 
the operator’s market share. By banning this offer, 
the Chilean regulator reduced the competitive 
parameters on which the entrant operator could 
compete, unwittingly sabotaging its own goal of 
increasing service-based competition. A good 
regulatory practice would be to review past 
decisions to determine whether the ban has 
succeeded in deterring the purported harm and 
what externalities may have resulted. 

In the US, T-Mobile attempts to differentiate by 
zero rating an open and growing subset of its users’ 
most desired content. Traffic for the music and 
video apps on T-Mobile’s zero-rated offers are up 
across the board. The practice has given visibility 
and traffic to more than 40 music streaming 
providers and more than 100 video providers  
which otherwise would not have experienced the 
new users.6

2 DOES THE ZERO-RATED APPLICATION COST  
LESS THAN EQUIVALENT USAGE OF NON-ZERO 
RATED APPLICATIONS?

It could also be the case that two applications are 
homogeneous but one costs less to deliver than the 
other. Is it wrong for the operator to zero rate the 
cheaper application? The situation emerged in  
New Zealand in which operators offered locally 

developed content for  
free (as it was cheaper to 
deliver) but charged for 
international content as it 
was expensive to deliver. 
But the zero rating was not 
enough to keep New 
Zealanders on their own 
content; they preferred  
the international content. 

The free option was withdrawn because it only 
amounted to 5% of the traffic and was not worth 
the metering cost. 

A similar situation exists in Greenland, a country 
with 56,000 people. The state-owned monopoly, 
TELEGreenland, offers telemedicine and education 
services that are effectively zero rated while users 
have a data cap for video entertainment services.7 
This prioritises socially beneficial uses and also 
optimises a basic 1 Mbps DSL network to double for 
emergency medical services. That Greenlanders 
have enjoyed telemedicine since 2008 is a testament 
to prudent telecoms policy and smart design of 
applications in constrained conditions.

3 IS ZERO-RATED ACCESS TO A SUBSET OF 
APPLICATIONS INTENDED TO INCREASE THE 
NUMBER OF INDIVIDUALS USING THE INTERNET?

This is an important question to distinguish those 
instances of zero rating which are more likely to 
lead to positive network effects arising from net 
new internet users versus those designed to 
arbitrage use by individuals already purchasing 
internet connections. Net neutrality advocates 
frequently argue that it is ‘unfair’ to provide free or 

Frequently the 
service being zero 
rated comprises  
a modest amount  
of traffic.
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discounted access to a narrow range of internet 
applications or applications with some 
functionality removed. They assert that users  
should pay a higher fee for unrestricted access to 
unrestricted applications. While they may assert 
that the flat rate offer is morally superior, it obliges 
some users to pay for capacity they don’t want. This 
is effectively pure bundling, which in some cases 
could amount to a competition violation.

The presumption that all end users should pay 
identical prices to access the same applications 
ignores economic realities and more than a century 
of academic wisdom about the pricing of utilities 
and public goods. To maximise distribution, 
healthcare and water are priced on a myriad of 
factors, including the income of the user. Zero 
rating is a strategy used by renewable energy 
providers to make their electricity more attractive 
than that from fossil fuels. Price and product 
differentiation are important ways of enabling 
individuals with low valuations of internet use, or 
those facing significant financial constraints, to 
become internet users. Otherwise only those who 
can afford internet access would pay while those 
who can’t will go without.

This brings up a related point in that the demand 
for internet access is based on derived demand, that 
of the value of underlying services. It is not the 
networks themselves that users adopt but the 
services they offer. This explains why there is a low 
incentive for operators to impede a user’s connection 
because doing so reduces the value to the user such 
that he or she would not buy the access.

4 WHICH PARTY MAKES THE  
ZERO-RATING COMPLAINT?
The party that makes the complaints may 

reveal important competition information. For 
example, if existing operators complain, it may be 
that they want to foreclose rival operators. If the 
complaint comes from existing content or app 
providers, they may want to foreclose entry by rival 
providers. While less likely, complaints could come 
from existing customers who don’t want to share 
surpluses with other users. 

However, the complaint could be credible if a 
potential provider complains that the offer creates  
a barrier to entry. The internet is an ecosystem of 
complex interactions of multi-sided platforms, 
which should remind telecoms regulators, charged 
with policing just a subset of the many actors, not 
to overlook parts of the system.

Zero-rating regulation is asymmetric, as there is 
no parallel obligation on content and application 
providers to refrain from activities that inhibit 
innovation in the network elements of the internet 
ecosystem, or from ‘picking winners’ among 
internet service providers (ISPs), either in particular 
technologies or companies. Unsurprisingly, 
inconsistencies have emerged in the determination 
of acceptable behaviours in different jurisdictions.

The presumption that all internet users should 
pay the same price for access to the same 
applications prevents the use and sharing of private 
information that could lead to more efficient 
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FREE BASICS AND M-HEALTH:  
A COMPELLING PROPOSITION?

Free Basics is an open platform  
combining ‘social benefit’ apps 
from local and global providers 
such as Facebook, optimised for 
first time users with feature 
phones on low bandwidth 
networks in more than 40 
countries. Mobile operators offer 
free access to Free Basics on a 
non-exclusive basis. 

While the world population  
is increasing, expected to be  
9.5 billion in 2050, internet 
adoption is slowing.10 About 43% 
are now on the internet (about  
3 billion people) but growth of 
new users has fallen from 15% to 
9% since 2009, just 270 million 
new users a year.11 To close the 
digital divide, internet adoption 
needs to increase to 400-500 
million new users annually.  
Free Basics is one of the few 
programmes that has succeeded 
in getting first time users online.

The strategy of Free Basics  
is to offer vital services and 
information for the poor in the 
appropriate language and format 
for first time users, particularly 
m-health solutions for maternity 
and HIV/AIDS.12 Tens of millions 
have used Free Basics to take 
advantage of apps by the Mobile 
Alliance for Maternal Action 
(MAMA), Girl Effect, BabyCenter, 
Malaria No More, Totohealth, 
1DOC3, Maya, Maternitech and 
Club Internet.13

More than 70% of the people 
living with HIV/AIDS are in 
Sub-Saharan Africa, about  
25 million people. The m-health 
apps in Free Basics help people 

with AIDS and other diseases by  
facilitating care in rural areas, 
keeping users on their treatment 
plans, and disease diagnosis. The 
apps can deliver care to where 
people are, not just at clinics, and 
so give patients more privacy and 
anonymity, as they suffer social 
stigma when seeking care in 
public. Sharing HIV/AIDS 
information on social networks is 
also effective in dispelling myths 
about the disease and supporting 
behavioural change. Free 
messaging in Facebook is used to 
provide patient support (as call 
centres are too costly) and to 
verify the authenticity of drugs – 
fake AIDS drugs proliferate on 
account of their high cost. 

MAMA reports that 55% of  
its users, pregnant women 
preparing for delivery, spend  
30 minutes or more on its site  
on every visit on account of 
zero-rated data.14 Free messaging 
has made a noted improvement 
in compliance to pre-natal care 
visits and identification of 
pregnancy risk factors. 

Facebook says about half of 
Free Basics users adopt the 
internet after 30 days. While 
impressive, at current rates this 
will be less than 10% of the 
needed new users globally. The 
problem appears to be not too 
much zero rating, but too little. 
Existing programmes need to be 
ramped up and supplemented 
with more experimentation so 
that other parties can learn from 
Free Basics and launch similar 
offerings to increase adoption.
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outcomes. Requiring only one price for one 
standard access product requires transactions to 
proceed as if all consumers are homogeneous,  
when in fact their preferences are inherently 
heterogeneous. Artificial imposition of the 
homogeneity assumption via regulatory rulings is a 
substantial intervention infringing the rights of 
consumers to use their information as they see fit 
– and could in some circumstances be interpreted  
as a regulatory ‘taking’, in the same manner as 
restricting the range of products an ISP can offer or 
requiring it to make products available at regulated 
prices is also a regulatory taking. 

In principle, such takings should proceed only 
when there is a clear empirical case that the net 
harm that would result if the right is not taken is 
both substantial and difficult to compensate.8  
It seems somewhat paradoxical to claim to be 
preserving consumer sovereignty by taking real 
rights from consumers to uphold an artificial ‘right’ 
for consumers to participate in an outcome that 
exists only in a theoretical model of perfect 
competition.

Furthermore, imposing the assumption of 
consumer homogeneity reduces the amount of 
information available to both ISPs and content/app 
providers to customise their offerings to consumer 
preferences. Information that would otherwise have 
been efficiently signalled or screened in customised 
offers can only be obtained subsequently by other 
means – inevitably with higher transaction costs.  
In the long run, this would seem to impose 
impediments to, rather than incentives for, the 
development of new applications and contracting 
arrangements. That is, banning zero rating because 
the practice may pose entry barriers for new 
application providers must be balanced against the 
entry barriers that will be created if information 
about underlying consumer heterogeneity that 
would be efficiently signalled, screened, and shared, 
if zero rating proceeds, cannot emerge due to 
regulatory intervention banning the practice.

5 IS ZERO RATING BEING USED TO ACCESS A SITE 
FOR WHICH THE USER THEN PAYS A FEE?
The internet is an experience ‘good’, that  

is, its value cannot be ascertained until it is 
consumed.9 In markets with heterogeneous 
products, consumers with different preferences and 
information make it costly, if not impossible for 
them to identify the attributes of the products or 
the fit with their preferences before they have been 
consumed. Similarly a provider cannot accurately 
match the offer to the consumer without some 
amount of trial and error. 

This process of the user switching, learning and 
adjusting comprises a user’s ‘search costs’. The 
larger the search costs, the smaller is the expected 
benefit of the second product over the first, and it is 
then less likely that the consumer will try to find a 
better match, even though there is definitely a 
better one. So high search costs lead to suppliers 
having some market power over their existing 
customers – akin to monopoly – even though there 
are many different variants of the product 

(competitors) available.  Zero rating may be helpful to reduce the user’s 
search costs in finding alternative applications and to lower barriers 
for entrant applications.

The markets for internet application adoption and usage are 
monopolistically competitive. Customers make investments in using 
specific applications (learning costs, emotional investments etc.) that 
make them reluctant to try new variants. When a new application 
enters a market where customer preferences are already well-
established, overcoming these high search costs is likely one of the 
most significant barriers to be faced. The more mature the application 
market, the more established are these preferences and the harder it 
will be to overcome them. 

Even if the new product is superior to all others in the market, 
customers will be reluctant to try it, because they do not know that it 
is better for them until they have tried it. If the same price is charged 
for the new and existing products, the new product will not attract 
any new customers, because of the high search costs customers face.  
In this case, the only way that the new product will attract new 
customers is by charging less than the existing products – that is, 
undertaking to meet the search costs incurred by customers. So new 
products in this market are typically introduced with free trials.

However, if a new internet application is offered free of charge to 
consumers, because the costs are recovered from advertising or other 
sponsored revenues (eg. donations, tax funding), it is not possible to 
discount the application cost to encourage switching. The only way 
that potential customers’ search and switching costs can be reduced is 
by reducing the internet access charge. So zero rating may be the only 
viable way of inducing existing consumers to try a new product. Not 
being able to offer zero rating is an entry barrier to new applications 
seeking to compete with established ones. In these instances, it will be 
existing applications providers, and not new entrants, who would 
prefer that zero rating not be allowed. 

TO SUM UP
These five questions are by no means comprehensive or prescriptive, 
but we hope they help to provider a clearer understanding of the 
interactions occurring within the internet ecosystem, indicate more 
appropriate selection of the relevant economic models for assessing 
the effects, and increase the likelihood that case by case assessment 
will promote long-term welfare. 
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Zero rating may be the only viable way  
of inducing existing consumers to try a 
competing service or application.  
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