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1.  General Comments

This document (hereafter referred to as DJAAR) is an impressively thorough outline of EC/NRAs potential range of regulatory remedies and how they might be assessed and implemented, consequent on a finding of SMP.

In the DJAAR, the presumption is that regulators always aim to promote economic welfare.  Furthermore, although there are high levels of complexity in assessments of market boundaries, in assessments of SMP, and in the setting of regulatory controls (levels for access prices, margins for margin squeezes etc.), the presumption is that EC/NRA regulators will not only act impartially but be able to judge these things correctly.  In practice, neither presumption can be taken for granted; regulators make mistakes – and they are not always impartial.
  In this respect they are no different from other agents in the economy; for example, managers often make mistakes, and they do not necessarily operate in the interests of owners.  

In the DJAAR focus on remedies, the larger scale ‘strategic’ issue of whether intensive, ‘hands on’ regulatory control is likely to yield greater benefits than a more arms length or indeed ‘hands off’ approach, particularly when applied to immature, nascent and innovatory markets, is not seriously addressed.  For example, there is no mention at all of the need to assess the incremental costs associated with intrusive regulation (which should include not only incremental costs associated with regulatory agencies, but also of the incremental costs likely to be incurred by regulatees and other agencies involved).  

In reality, and if left unregulated, markets evolve in their own particular and often unexpected ways.  The fundamental presumption behind the EC regulatory framework and DJAAR is that there are significant opportunities for  ‘regulators’ to better micro-manage the long run development of such markets.  For example, “by changing the incentive properties of regulation over time, NRAs can induce operators to climb up the ladder of investment which will finally allow them to phase out regulation in those markets…”   (DJAAR, page 15; an illustrative quote – there are many of this type in the document).

Whilst there are references to how, in immature/nascent/innovative markets (i.e. many Telecom markets), regulation should be imposed only cautiously – the reality is that regulators only pay lip service to this.  In regulatory reviews, there is usually some discussion, so that regulators can ‘claim’ such issues have been ‘taken into account’. Unfortunately, because the long run consequences arising from the imposition of short term regulatory controls are inherently difficult to quantify, it is easy to give them too little weight.  

This is particularly likely because the real-politik of regulatory control is one of short termist pressures on regulators (from a range of pressure groups – consumers, competitors, governments).  The point is that regulators respond to incentives too;  short termism and empire building can be seen as rational strategies, but not necessarily ones which promote long run economic welfare. Whilst there is lip service paid toward the longer term “nirvana” when competition in Telecom markets is finally realised, the reality is that regulation is becoming ever more widespread, costly and intrusive.  

The above observations do not imply that Telecom markets, often characterised as innovative and/or emergent, should never be regulated.  However, it does suggest that the benchmark regulatory option of ‘no regulatory remedy at all’ needs to figure much more prominently in the cost-benefit analysis of remedies.  

2.  Possible Adjustments to the Regulatory Framework

The RF envisages a three step approach;  1) NRAs identify relevant markets (using 3 criteria – whether market is subject to high entry barriers, whether or not it will tend over time to effective competition, whether competition law is adequate to control possible failures).  2)  Identify firms with SMP in such markets. 3) impose ex ante regulatory remedies where SMP found.

The DJAAR focuses on the third step and does an excellent job of outlining the range of behaviour that might need to be controlled, and the range of remedies that might be imposed.  However, the general discussion above indicates there are important issues that are not adequately addressed, as follows:

· The extent of Schumpeterian Competition

The extent to which a given market is innovative or not – and the extent to which there is competition ‘in the market’ as opposed to competition ‘for the market’ should be a fundamental consideration.    

If there is no competition ‘in the market’, there is short run monopolisation.  However, this can be viewed as the return to the competitive process of competing ‘for the market’.  Firms invest in R&D in order to gain some monopoly power for a period of time.  That is, investments in product/service innovation must offer an appropriate (risk adjusted) expected return.  When short run ‘monopoly’ profits are ex post regulated away, there is no incentive to invest.  As the Lind, Muysert and Walker [2002] report extensively documents, short run truncation of such profits may give short run welfare benefits (by delivering lower prices to consumers), but this may be bought at a massive loss in terms in long run economic welfare (because of its killing the pace of innovation and technical progress). In dynamic markets, these long run effects can easily swamp the short run benefits.  Unfortunately, given regulation is imposed, the long run development of a market absent regulation is a ‘counter-factual’ – it is not directly observable ex post.  This means it can be difficult to identify whether or not a short termist regulatory policy has 
adverse long term effects or not, and this is true both ‘ex ante’ and ‘ex post’ (i.e. even with the benefit of hindsight since the consequences which ‘would have arisen’ in the absence of regulation remain unobserved).  

In my opinion, there is a need to give much more emphasis to the assessment of the ‘extent of innovativeness’ of the market under investigation and to the extent to which Schumpeterian competition may be a critical factor.  It may be that this could enter (to some degree) into step 1.  Because of its importance, it should probably be made an explicit element in step 3.  

· Uncertainty and the Regulatory Truncation of Investment returns

High levels of uncertainty are endemic in innovative (Telecom) markets.  Hindsight bias arises when ex post ‘excess returns’ attract regulatory control.   If the market is innovative and competition is ‘for the market’, and if regulators use the benefit of hindsight to regulate what turn out to be profitable innovations, this will inevitably blunt the incentive to invent or innovate.  Regulators, after all, rarely reimburse firms for those projects that turn out to yield poor/negative ex post returns. 

At present, the extent of Schumpeterian competition, and the issue of right truncation of returns are issues largely (and briefly) left for discussion as part of step 3.  That is, it is ‘recognised’ that remedies may blunt the long run development of the market.  However, because long run considerations are inherently difficult to quantify, they can be all too easily dismissed. This is particularly so because political economy considerations suggest regulators have an incentive to be seen to be having an impact in the short run (this way

jobs and promotions lie). 


· Problems with Market definition and the assessment of SMP in emergent/Innovative Markets

There is a case for considering the ‘extent of Schumpeterian competition’ at step 1 (or even as a ‘step 0’) because it poses difficulties for the assessment of market boundaries and the ensuing assessment of SMP. A 100% market share may give some ‘SMP’ but its significance depends on the extent to which it is entrenched – and the extent to which it may be displaced through innovation.


· Technical Difficulties with the application of remedies - Uncertainty and Irreversibility Effects
Access pricing, Margin Squeeze tests, Retail-minus and other forms of price cap require quantitative assessments of an appropriate ‘level’ to be set.  Most of these must be applied in markets where services are delivered using long lived and to some extent irreversible investments. These markets are often fast evolving and subject to considerable uncertainty, not only over the evolution of future demand, but also over technical progress and competition from new product services coming on stream (Schumpeterian competition).    

It is recognised by academics (see e.g. Hausman [1997], Dobbs [2004]), and to an extent by regulators, that these factors can give rise to significant ‘option value’ type effects (even in competitive markets).  However, to date, such factors are being largely ignored (usually on the grounds that the effects are difficult to estimate).  In ignoring such factors, the direction of bias is generally clear, even if the quantitative size of the bias may be debated.

It is recognised that errors and biases affect the welfare efficiency of any proposed regulatory scheme – it should also be recognised that the extent of 
possible bias can be much greater in Schumpeterian markets.

Joint production


Apart from uncertainty effects, another major concern lies with joint production.  The assessments of price caps are typically based on some notion of ‘costs’ – but measures such as LRIC are often based on numbers derived from the Incumbent’s accounting systems and/or other arbitrary joint cost allocation schemes. In Telecoms, it is the exception rather than the rule that equipment is dedicated to a single function or service;  joint production (often with peak load characteristics), is the name of the game. Arbitrary cost allocations will generally give rise to incentives to bias production.

   
The point is with such complexity in many production systems, there is great scope for error – and hence great scope for remedies to bias the future development and structuring of delivery systems.  This is not a ‘theoretical’ point – but one of considerable practical import – delivery platforms often have a considerable level of flexibility regarding how they are configured to operate.  Cost allocation systems then enshrine the currently chosen systems.  Regulatory price caps and margins based on such assessments not only affect the incentive to invest, but also give incentives to bias the way firms choose to configure future delivery – and the extent to which they wish to engineer flexibility into their systems.  

Access price and margin squeeze rules must be approached with considerable caution when flexibility and joint production can be identified because of the considerable risks that in such applications, there is considerable scope for  ‘regulatory error’.  Thus step 3 should also and systematically put considerably more emphasis on identifying the extent of flexibility and joint production – and hence the extent of possible error and/or inefficiency that might arise from applying different regulatory remedies.   


· Regulatory Costs should also be accounted for

Options appraisal of alternative remedies should also consider the incremental costs of regulation itself.  Intrusive regulation is costly.  Not only are there the incremental costs for the NRA – but also incremental costs for those being regulated – the staffing and resource costs associated with the provision of

information and making regulatory responses.    

Even if SMP is found in a non-innovative market, a remedy is only worth applying if the set up and administration costs (including those imposed on 

regulatees) are less than the expected benefits. 


3.  Conclusions

The main concern is with the application of regulatory remedies in markets which are emergent/immature/innovative and potentially subject to Schumpeterian competition.  It is suggested that 

1) a more formal assessment of the extent to which markets (or elements of technology within them) are innovative and subject to this form of competition should be built more explicitly and firmly into the regulatory framework, and

2) the assessment of remedies should involve an assessment of costs and benefits, where these are evaluated against the benchmark of ‘no remedy at all’ and where implementation costs are fully considered.  Consideration should also be given to regulatory risk assessment – particularly where remedies involve price caps in innovative markets, where there are long lived risky irreversible investments and joint/flexible production/delivery processes. 

3)  The 3-step approach envisaged in the RF can work satisfactorily in ‘stable and static’ markets.  In dynamic innovative markets, market definition and SMP assessments are problematic – or at least – the status of these assessments is problematic.  Indeed, the Lind [2002] report recommended a ‘first principles approach’ in such markets.  However, there may be little harm in the first two steps of the RF so long as the 3rd step ensures that the issues discussed above are thoroughly and systematically taken into account – and that the regulatory option of ‘No Regulation at all’  is formally entered as a benchmark at this stage.  

4)  Thus step 3 should always require an explicit assessment of the extent of innovation, uncertainty and joint production. Where these are important features, it is recommended that (i) regulatory risk assessment should be undertaken as a systematic element in step 3 and (ii) that the NRA should be able to demonstrate to a much higher ‘balance of the probabilities’ that an active regulatory remedy will deliver a long run increase in economic welfare, relative to the benchmark of no regulation.  
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� And regulators do make mistakes (or do not always promote the public interest); see for example MacAvoy and Sidak,  [2000].


  





