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1. Introduction

We welcome the ERG’s initiative in consulting on remedies and recognise the considerable effort that has gone in to preparing this document. The choice and design of remedies, cited as a third step after the definition of a market and assessment of SMP, is absolutely critical to ensuring that appropriate regulatory objectives are secured – whether in a given market that objective is the development of competition or the replication of pro-consumer and competitive outcomes where competition is not feasible.

This response is Energis’ preliminary thoughts on the framework for remedies. We would welcome an opportunity for further dialogue on these issues before the document is finalised. 

2. Remedies Available

Of the remedies available, it is our experience that Oftel has been most reluctant about imposing retail obligations, especially in downstream markets which do not have SMP but which are vulnerable to leverage of SMP from upstream markets. We understand and agree that, in principle, regulation of upstream markets is preferable. However, we have concerns that in many markets, the effects of anti-competitive conduct – for example, of margin squeeze – are difficult to detect, where obligations are applied in the upstream markets alone. We believe that it is a reasonable and proportionate approach to impose a limited set of retail obligations in the interim, given that a period of time may be required to assess the effectiveness of wholesale remedies and to consider that these could be scaled back as competition develops. Most of these remedies relate to informational issues such as price publication – without which it is difficult as a matter of practicality to identify anti-competitive conduct.
With regard to measuring and monitoring mechanisms to detect margin squeeze as referenced in the context of retail obligations, there should be an onus on the NRAs to conduct this activity rather than an over-reliance on operators to raise complaints. This is particularly the case in those markets in which NRAs have determined not to impose retail remedies but to rely on the remedies at a wholesale level. It is also critical that tests to determine compliance with remedies, specifically to measure a possible margin squeeze, are conducted in a robust, transparent and consistent manner. 

‘The Access Directive enables NRAs to impose remedies other than the standard remedies enumerated in the Directive in exceptional circumstances. These exceptional remedies are not covered by the present document.’
 Although exceptional circumstances cannot always be foreseen and predicted comprehensively, guidance as to what constitutes ‘exceptional’ should be included in the document. This would give confidence to NRAs that more than the basic toolkit is available in justifiable circumstances.

3. Principles of remedies 

We agree with the principles that remedies must be appropriate, proportionate and justified. However a clearer outline of what these terms mean could usefully be developed further to ensure effectiveness and consistency across different NRAs. For instance, where infrastructure competition is not feasible, wholesale inputs must be sufficient to secure maximum consumer benefits and to protect against behavioural abuses. Measures of the effectiveness of such wholesale remedies therefore should concentrate on maximum consumer benefits. The latter would include, quality of service and pricing based on product differentiation rather than just the absolute number of connections in the market. The number of complaints that are submitted against potential behavioural abuses could be another measure of the effectiveness of the principle. 

The third principle to guide NRAs in the selection of remedies states that where replication of an incumbent’s infrastructure is reasonable, ‘the available remedies should assist in the transition process to a sustainable competitive market’
. Therefore if an access price is initially set at a low level, this can gradually be withdrawn, for example at a given level of network access, as other access becomes available. 

There is a tension between the approach taken in applying this principle (which implies that a low access price encourages services-based entry that is itself a bridging arrangement that enables entrants to develop a commercial position that makes facilities-based entry feasible) and the approaches given for emerging markets. Clarity about how these two approaches should be applied would be helpful given that ambiguity seems likely to lead to incentives for incumbents to re-arrange their affairs so as to accentuate the ‘innovative’ or ‘emerging’ character of their newly introduced services.

Where there is more marked uncertainty about the future direction of the market, there is a danger that in ‘continually re-assess(ing) their views’
 and changing the regulatory approach, NRAs increase the risks faced by alternative operators and increase barriers to entry. Therefore a balance must be achieved between allowing the regulator the flexibility to respond to changing conditions and keeping the regulatory risk low for competitors. Accounting for the uncertainty in a more measured way, for example outlining options based on predicted outcomes, could be such an approach. 

The fourth principle emphasises the need for remedies to be applied proportionately. However, although we agree with the principle of the least burdensome effective remedy, as much emphasis needs to be placed on justifying the effectiveness of an alternative remedy selected (as to why it is the least burdensome). Remedies which appear to be the least burdensome, can in the long run, be more onerous for consumers if, over time, they lead to a failure to fully develop a competitive sector that can force all firms – incumbent and new entrant – to have to ‘give more and take less’ to keep consumers’ business.  The removal of direct regulation may in reality be more burdensome to industry and the regulator. For example, setting a cost based access charge for Datastream in the UK would have been a one-off exercise. However policing the margin between Datastream and Ipstream has already involved two intensive investigations and considerable ongoing uncertainty such that Ofcom are now reinvestigating the method of setting the minus.  

We support the fifth principle of remedies designed to have compatible incentives. However such incentives should also be designed and implemented transparently and have a realistic measure attached. This is particularly important, for example, where compliance will result in the eventual withdrawal of another remedy. The incentive to comply should be based on the risk of receiving a fine, outweighing the benefits of undertaking anti-competitive activity in the first place. 

3.1. Remedies based on the nature of the problem identified

NRAs have the power to ‘reign in the market power of the SMP firm
’ and to ‘control the effects of market power in the most efficient manner possible’ in those markets where effective competition is unlikely to be achieved. Remedies should be viewed as effective if their result reflects the situation where market power didn’t exist. For example, a price control ensures that a monopoly operator cannot exploit its position by charging excessive prices – it couldn’t charge excessive prices if there was competition. 

3.2. Protecting consumers

We agree with the comments relating to consumer protection where replication is not considered feasible
 and the need for NRAs to balance the development of services competition and sufficient return on existing infrastructure. However these are orthodoxies of competition law and only progress the story so far. A more critical exercise would be one which considers improvements in the techniques for understanding when competition will be developed. In the same way that market definition has become more transparent through the publication of EU guidelines, so too, a framework needs to be developed for assessing the feasibility of competition. 

3.3. Supporting feasible  infrastructure investment

We agree with the statement that new entrants will benefit when planning their investment strategy ‘if NRAs have consistent regulatory access philosophy that gives new entrants the confidence to make incremental investments.’
 The actions of NRAs contribute to the feasibility of replication and regulatory consistency is a critical component in assessing the business risk of investing. 

A dynamic series of remedies aimed at preventing an SMP firm from frustrating the emergence of self-sustaining competition, ones which ultimately allow a new entrant to ‘make incremental steps along an investment ladder’
 are welcomed. However there must be a coherent approach as stated above, both with regard to the application of remedies across time and between different parts of a value chain. Therefore, in defining closely related markets that are, say, vertically separate steps in the production chain, it is important that NRAs take a coherent approach to enable companies who are contemplating those investment decisions to take ‘steps’ up the ladder to minimise the regulatory risk (and, therefore, encourage them to enter if they can do so efficiently). 

It is acknowledged that the setting of access prices is a complex task
; all the more reason that it should be conducted with the utmost rigour and accountability. Where NRA’s may be using remedies to bridge a gap sufficient to allow new market entrants to invest incrementally but not as a dependable input to long term business models, nevertheless a broad timeline of activity should be outlined. NRAs have to recognise that the application of a remedy may have the consequence of a business case having immediate viability and will be an important factor in the timeframe over which a business case is assessed. 

3.4. Re-analysing emerging markets over time

We acknowledge the difficulty of making definitive statements with regard to emerging markets but more clarity can be achieved if options, based on a number of variable outcomes are provided. It is not appropriate to future proof against the prospect of legal challenge and our view is that the phrase ‘that would be immune to legal challenge’
 should be removed. The corollary to legal challenge is that the remedies perform their role and that swift action is taken where failure becomes apparent. This is the practical immunity from legal challenge.  

There is also a danger in delaying assessments until emerging markets have reached a ‘sufficient level of maturity’ as that in itself is likely to be influenced by a stance on remedies. It would also be helpful to clarify what maturity actually means in this context. Maturity in the context of a product life cycle is a different point to the moment when a market has reached an equilibrium or demand saturation (and, in our view, both these concepts significantly over-shoot in terms of the ‘right’ moment to take a view on regulating and emerging market). To avoid adverse impacts on consumers, markets should be viewed as ‘mature’ at the point where their future development is sufficiently less clear that the benefits of regulation outweigh the costs, including the risks associated with regulatory failure. Judging ‘maturity’ as meaning waiting until the product has exhausted its commercial significance and has become ‘business as usual’ means giving incumbents who introduce new technologies strong incentives to delay the factors that the NRA considers indicate ‘maturity’ in order to lengthen the period of regulatory leniency associated with the emerging market. 

In the same way that certainty may be provided on those markets that are never likely to be susceptible to ex ante regulation, so too, markets in which ex post powers are never likely to be sufficient should also be identified. Then the question of which ex ante regulation should be applied is the next step. 

We welcome the suggestion that NRAs may ‘take on board the risk of investment’
 when calculating an appropriate rate of return. Our experience is that Oftel felt unable to precisely make this calculation in relation to, for example, wholesale broadband services. We believe that there are times when, notwithstanding the challenges associated with making the calculation, it is preferable to have the regulator’s best assessment of these issues than to cease to impose cost-orientation at all.  

4. Application of remedies

We support the statement that ‘In order to promote sustainable competition, NRAs should make sure that investment incentives are such that alternative operators have incentives to replicate the incumbent’s assets wherever this is economically efficient and technically possible.’
 However, it would be useful if some guidance were provided as to when ‘replication’ is likely to be economically efficient. It is implied in the paper that this decision is based on the question of whether multiple providers would raise the overall costs of delivery of that service in a manner disproportionate to the benefits accruing to consumers by the increased competitive intensity this brings. Such a calculation is, to put it mildly, a non-trivial task and if it is the ERG’s view that such decisions should be taken on the basis of clear and defined principles of evidence-based regulation, then some guidance as to the sort of data and types of approaches that NRAs should use in considering these issues would be helpful.

Concentrating regulation on strategic variables is a helpful way of ensuring that particular detrimental outcomes of exploitative behaviour are addressed. However, it may not always be sufficient. For instance, if the problem were market power and the result was excessive prices, then addressing excess prices alone will not reduce the underlying market power.  Where possible an overall objective must be to eradicate SMP status and allow competition to replace the need for regulatory oversight. Only in the clearest cases of natural monopoly does it make sense to abandon the aim of facilities-based competition in the long-term – although recognising that, often, the only path to such competition is to have stringent regulation (including cost-orientation) for a significant time.

We endorse an analysis of the incentives of an SMP operator to behave in a particular way but would argue that this is not a question of ‘if’ this takes place but rather a question of ‘when’. The particular behaviour itself may be hard to predict but we think there is far more certainty that a behaviour will occur. An example in the UK is that of the NTS call origination regime in which BT is able unilaterally to reduce the profits of its competitors through application of the discount factor. 

In addition to the points made about the behaviour of an unregulated vertically integrated monopolist, such firms may also extract rents from different parts of the value chain to make it harder to detect the overall impact. 

We strongly support the concept that denial of entry to alternative operators less efficient than an unregulated monopolist’s own retail business is detrimental in the long run, because dynamic gains from competition will not be achieved. We support what seems to be an implicit point that the entry of other operators ultimately will have a positive impact on consumer welfare, even if there are short term price rises. 

4.1. Vertical Leveraging

4.1.1. Ensuring access

With regard to ensuring access, we disagree with the view that the wording of Article 10(1) is only applied ‘in relation to interconnection and / or access’
. The ultimate sanction is that the same product and therefore the same wholesale services should be supplied to a vertically integrated company’s own retail business as to that of a competitor. 

We agree that non-discrimination is an important additional remedy to an access obligation. However, on its own, a non-discrimination obligation is unlikely to be sufficient
. 

4.1.2. Setting the wholesale access price

We agree with the statement that ‘The only remedy by which excessive prices at the wholesale level can directly be targeted is an Art 13 AD price control and cost accounting obligation.’
 Also that this should be applied ‘ where it is unlikely that this market power will be constrained by competition within a reasonable period of time.’
 However, more specific guidance is required as to how excessive pricing is actually defined and also what constitutes a ‘reasonable period of time’. 

It is also a welcome statement that ‘In some cases, however, ‘inefficient’ (e.g. small-scale) entry might be desirable, as short run (static) inefficiencies may be more than outweighed by the long-run (dynamic) advantages of competition. In such cases, the ‘minus’ might be set at the costs of the entrant (including unexhausted economies of scale) to avoid a margin squeeze.’
 We welcome the recognition that higher cost entry (and short run higher prices) could lead to more dynamic competition and better gains for consumers in the long run and further that this should be taken into account in margin squeeze analysis. 

We were concerned that the three steps outlined in calculating costs, all seem to relate to the use of assets and give no consideration for example, to operational costs. Is the ERG’s view that the reference to ‘joint and common costs’ relates to all costs? What consideration is given to truly incremental costs that are not related to the use of assets? We would urge the ERG to make this section clearer, particularly given that many NRAs may be undertaking these complex calculations for the first time as part of the implementation of the new Framework. 

Also a scorched node approach
 is mentioned with regard to reconstructing costs from scratch. Is a scorched earth approach specifically being excluded? If so, this should be stated. 

4.1.3. Incentives to invest

There is clearly a dynamic tension between setting access prices to incentivise the incumbent and setting price to incentivise new entry in an emerging market. The former leads to higher access prices whereas access prices need to be low to encourage firms onto the investment ladder. A balance has to be struck which may be one that, as is suggested, allows access prices to be set below costs but for a defined period of time. 

Where a dynamic approach is followed, there is also recognition that investment incentives for the incumbent need to be maintained. This introduces an element of circularity again. If criteria are identified for assessing risk ‘associated with newly introduced products’
 then this will introduce greater transparency and ensure that a balance is achieved. 

We support the proposal of using remedies to bridge a gap, for example as outlined in the case of bitstream. We are particularly pleased that the ERG has identified bitstream access as a key area where this approach can work effectively. 
We agree that where an ‘incumbent’s network is opened to competition at more than one level (e.g. local loop unbundling, carrier pre-selection and wholesale line rental), NRAs’ have to be careful to correctly design the relative prices of the different options.’
 Furthermore ‘frictionless switching’
 is essential as competition is likely to progress at different levels on different timescales and it is essential that competing operators are not disadvantaged. Frictionless switching is currently not occurring in relation to many of the incumbent’s services in the UK. Processes at the wholesale level on bitstream for example, are very inefficient.

Some parts of the document appear to be contradictory. As an example the retail minus approach is proposed as appropriate in those circumstances in which ‘market power is likely to erode within a reasonable period of time.’
. However, elsewhere the document outlines three criteria which must be passed before regulation can be imposed: i) high barriers to entry, ii) whether the market will tend over time to effective competition and iii) whether competition law alone will suffice. Therefore it is unclear why there should be regulation is such circumstances at all. 

Text box 2 on Reselling Access Lines (Wholesale Line Rental) states that it is particularly hard to replicate the access network (or at least parts of it) due to significant economies of scale and large sunk costs, as such characteristics of natural monopolies.’
 It is questionable how a retail minus approach can be therefore justifiable in this scenario as the access network is not replicable (competition cannot develop) and WLR is not a new innovative service. Furthermore the same characteristics are also relevant for bitstream and indeed all other access services and yet only appear to be acknowledged in the context of WLR. 
4.1.4. Non-price issues

4.1.4.1. Discriminatory use or withholding of information

Concern is expressed that a non-discrimination obligation ‘might provide the downstream competitor either with too much or too little information.’
 We do not understand how, responding to anti-competitive conduct that is, by definition, the withholding of information, a remedy can result in ‘too much’ information being available. Rather, access and interconnection requests are often hampered by insufficient information which make it difficult for competitive operators to formulate reasonable requests. The underlying principle is one of non-discrimination and competitive operators should be supplied with all the information that the equivalent downstream arm of the incumbent receives. It is our view that Article 10 does not carry a risk of producing too much information; when in doubt, err on the side of providing all available information that would not unfairly compromise the SMP firm’s position, and allow new entrants to determine for themselves what information is relevant to their decision to enter the market. 

Although the point is made that a retail affiliate will not need information on colocation, it does not necessarily follow that ‘much information provided to the retail branch will not be relevant for competitors in the context of access to network facilities.’ The overriding point must be that the retail arm and its competitors must be in exactly the same position on the basis of the information that is provided to them. A non-discrimination obligation has to ensure that only the same information is available to them. 

Considering the strong incentives that SMP firms have to approach any opportunity to reduce the information available to competitors as an opportunity to thwart market entry and foreclose retail markets, it is preferable to have information available more widely than it is to risk under-disclosure.

4.1.4.2. Delaying tactics

It is critical that a non-discrimination obligation (Art 10) is interpreted to include time as a parameter. This is absolutely critical if competing operators are to be able to enter a downstream market at the same point as a vertically integrated SMP operator. An SMP operator ‘would then be allowed to offer a new retail product based on a new wholesale product only if the new wholesale product (under Article 12) is also available to independent retail undertakings.’ For clarity, this should apply equally to the sale of wholesale or interconnection services to other network operators as well as to retail undertakings.

Where an NRA is required to judge whether a certain wholesale product should be offered and, where this is deemed reasonable, competing providers should be placed in exactly the same position as if the SMP operator had responded to the original request. Without this, there will always be an opportunity for the SMP operator to delay the process by requiring the intervention of the NRA. It should also be noted that the withholding of information might support delaying tactics which prevent a competing operator from formulating a reasonable request. 

4.1.4.3. Quality discrimination

An obligation to offer service levels and periodically to report key performance indicators should also apply to non-price variables which would include appropriate measures for operational and support services. Key performance indicators facilitated by an Article 10 obligation are welcome. However, these will only be meaningful if they can be determined by agreement between the SMP and competing operators; in the UK Oftel started facilitating this process which we hope Ofcom will continue. 

4.1.4.4. Conclusion on pricing issues

We support the imputation requirements and also recognise the limitations of its application. The inclusion of switching costs in the margins for alternative operators will facilitate entry for alternative operators in retail minus scenarios.

4.2. Horizontal leveraging

We believe that in the long run the detrimental effects on competition of allowing bundling and tying by SMP firms are likely to outweigh any short run gains for consumers – which could legitimately arise through efficiency gains or illegitimately arise through some form of cross subsidisation from SMP services.  

We are particularly concerned that policing such activities will be extremely difficult and burdensome in practice.  There are a number of practical problems to be dealt with for instance: what comprises a bundle, how to undertake net revenue tests where forecasts have to be used and obtaining sufficient information about such practices given that price regulation will have been removed in many cases.  Certainly it may be very difficult to get the cooperation of the customer who will wish to keep any deal he has signed and will not wish to be part of any complaint.  Further, any complaints about such practices are likely to be dealt with after contracts have been lost and it is unclear how complainants could be reimbursed in such cases.

Given the incentives for SMP operators to undertake such behaviour and the fact that it is likely to result in loss of business to the complainant, sufficient disincentives to undertake bundling which is unrelated to efficiency gains must exist on the SMP operator. We therefore consider that the regulator must pre-commit to significant fines in such cases. 

Further guidance from the ERG is therefore required as regards practical implementation of such policies.  For instance, what constitutes a ‘sufficiently unbundled reference offer’?
 Although a welcome suggestion, this is currently too vague. 

We would also agree with the ERG’s position that the Chicago School’s hypothesis of few gains through bundling only applies in a rigid set of circumstances – we believe that such circumstances are unlikely to be found in the real world. Therefore a bundling strategy is generally always a profitable one. Even where profits are not directly increased by the strategy – for instance, by raising barriers to entry – profits will be higher than the alternative scenario where new entrants capture market share.

4.3. Single Market Dominance

4.3.1. Contract terms to raise consumers’ switching costs

Switching costs may directly or indirectly impact consumers through charges levied by an operator on its customer or between losing and acquiring operators. There is no difference (in terms of economic impact) between a cost that is imposed directly on the consumer (for example, by obliging the consumer to ‘lose’ money paid for a longer contract term that is not refunded) or imposed indirectly on the consumer (by charging the acquiring provider a migration charge that is recovered from the acquiring provider’s customers). 

4.3.2. Lack of investment

‘Regulators will have to set an access price which is low enough to induce the SMP undertaking to take cost-reducing investments, while on the other hand it allows him to earn sufficient returns on such investments.’
 This is accepted but it would be helpful to provide guidance as to how the balance is achieved. For example what constitutes ‘sufficient returns’?
4.3.3. Price discrimination

Although this section recognises the risk of foreclosing the retail market by charging high (above cost) termination charges to other operators, price control and cost accounting obligations, at least in the UK, have not resolved the foreclosure problem. Fixed operators definitely cannot compete against the mobile operators when trying to supply fixed to mobile termination for corporations. A non-discrimination obligation is definitely also required although we agree that this may not achieve the intended outcome. 

4.4. Termination

4.4.1. Excessive pricing 

We agree with the ERG that price regulation of network termination charges can be necessary, particularly with large established networks.  We also strongly support the view that for new entrants, termination charges should be left unregulated.  However, we disagree with the ERG regarding the potential use of reciprocity as a solution for these markets.  In the UK reciprocity has worked well as a non-intrusive, unburdensome method of regulating termination charges.

We are  unclear about the argument that smaller networks may have more market power given ‘horizontal externalities and the limited consequences of an increase in their termination rates on the consumers perception of tariffs for calls to mobiles’.
  Specifically, we are unclear about the horizontal externality point and would appreciate more clarity.  

Furthermore, we are also unsure, given each network has a monopoly on its own network, that the ability to raise prices unnoticed (we presume this is what is meant by consumer perceptions) has much impact on its market power.  Is this because where a network is more well known, prices of calls to its mobiles will be more visible and so callers (calling party pays) will adjust their behaviour – either by not calling the mobile of the person in question or by using some alternative means of communication?  We are not convinced that this would actually occur.  However, we would welcome more clarity about this argument. 

4.4.2. Margin Squeeze approach

Reference is made to an ‘adequate policy’
 to enable a number of competitors to enter the market. It would be useful if criteria were outlined for a new entrant assisted strategy. In terms of ‘the market .. sort(ing) out which of them survive’, presumably this would be a withdrawal over time of conditions that have enabled them to enter. 

Finally it would be helpful to provide guidance on tests, for example of a margin squeeze, to ensure that remedies are applied consistently and transparently.
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