

MCI RESPONSE TO THE ERG/EC ON THE APPROACH ON APPROPRIATE REMEDIES IN THE NEW REGULATORY FRAMEWORK

MCI welcomes the opportunity to comment on this paper on remedies under the new regulatory framework.  The paper provides welcome guidance to regulators seeking to apply the new regulatory framework.  We have a number of specific comments and suggestions which we consider would improve the paper further. 

Clarification on the principles to be applied in the selection of the appropriate remedies.

MCI believes that some clarification is needed with respect to the formulation of the first principle described in section 3. The paper states that NRA should select remedies “based on the nature of the problem identified” during the market analysis and that “NRAs will have considered and identified the nature of the market problem to be addressed in the course of the market definition and market analysis stages of the process”. In spite of the presence of some reference to the ex-ante nature of the remedies, it is of the utmost importance that the paper clarifies that the “identified problem” is not actual anti-competitive behaviour but rather the structural conditions that afford the SMP operator the possibility to engage in a particular form of market power abuse (vertical leveraging, horizontal leveraging, etc.). In other words, it must be clear that in order to impose remedies to prevent, for example, vertical leveraging, it is not necessary for the NRA to have observed an attempt by the SMP operator to extend its market power to an otherwise competitive market. It is sufficient for the NRA to identify the structural conditions (e.g. integration of upstream and downstream operations) that can enable the SMP operator to engage in vertical leveraging. While the identification of potential abuses is a useful theoretical tool to ensure remedies are proportionate, the current drafting of the paper introduces some uncertainty on this point.

This also means that when such structural conditions are fulfilled, the NRA should impose the appropriate remedies to prevent all the predictable forms of abuse through which an anti-competitive strategy can be implemented. In this respect, it is not clear why the paper seems to distinguish, for each competition problem, between “indispensable” and “optional” remedies. This is the case, for example, with “vertical leveraging”, where it is stated that “NRAs should ensure that access to the wholesale product is available at cost oriented prices”, while “NRA may impose an obligation of non-discrimination” to prevent non-price discrimination, and “might impose retail price control” to prevent margin squeeze. There appears to be little justification for the paper to consider the imposition of cost-oriented access “indispensable” (“NRAs should”) while considering the imposition of non-discrimination and retail price control to be “optional” (“NRAs may/might”), particularly when it is recognised that vertically integrated SMP operators do have an incentive towards non-price discrimination and margin squeeze.

Price Squeeze

MCI welcomes the paper’s thorough analysis of the price squeeze problem. We also share the paper’s view that in principle, the most appropriate remedy is cost-orientation. In reaching this conclusion however, the paper does not take sufficient account of four points which have been amply demonstrated by experience of the application of the ONP Regulatory Framework. First, the prices imposed by a cost-orientation obligation frequently do not reflect the actual costs of the SMP operator. Considering the complexity of cost-modelling and the limited availability of reliable data – also due to the limited application of proper cost accounting – it is almost inevitable that the costs of the SMP operator will be incorrectly estimated, thus leaving intact the potential for price squeeze. Second, NRAs have shown a tendency to impose cost-orientation through excessively long glide paths, thus de facto allowing the SMP operator to maintain a wholesale price well above cost for a considerable number of years. Thirdly, the use of baskets allows dominant operators to maintain prices for specific services that potentially margin-squeeze competitors. Finally the use of total service LRIC rather than marginal cost pricing and the inclusion of mark-ups for common costs means that the cost standard used to determine LRIC prices for regulatory purposes is likely to continue to allow a dominant operator to margin-squeeze competitors in relation to specific services. 

In view of these considerations, it is clear that cost-orientation alone cannot be sufficient to prevent price squeeze. It is therefore of the utmost importance that cost-orientation is accompanied by the application of an ex-ante price squeeze test, i.e. a test which requires wholesale inputs to be priced at a level that takes into account the price level at which the relevant retail product is sold. In particular, the wholesale price should be determined by reference to the lowest retail rates, on the basis of the formula described below:
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In the event that the test is not satisfied, NRAs should oblige the SMP operator to modify its rates so to satisfy the test.

The adoption of an ex-ante price squeeze test would have the additional advantage of allowing NRAs to check whether the SMP operator has actually implemented the cost-orientation obligation. If the price squeeze test is not satisfied, this may be a sign that the wholesale price is set in excess of costs.

Proportionality and the scope of upstream remedies

One area that the paper does not currently address in sufficient detail is the precise scope of remedies imposed in “upstream” wholesale markets.  At various points, the paper draws attention to the inter-dependence of remedies.  For example, chapter 2 makes clear that for a non-discrimination obligation to be effective, transparency obligations (e.g. publication of prices, terms, conditions, etc) and accounting separation are likely to be necessary to ensure proper enforcement.  Similarly, throughout the paper, the discussion of margin squeeze makes clear that measuring and monitoring mechanisms, and possibly even downstream price controls, may be necessary to detect margin squeeze, in conjunction with wholesale price controls.

It is important for the paper to make clear that to be proportionate, a remedy for SMP in one market may have an impact on the operator in another market. The paper acknowledges this in section 4.2.3.5, where the paper makes clear that reporting obligations in the form of KPIs should be reported for “self-provided services” (i.e. the retail arm of the vertically integrated dominant undertaking).  

Another critical example of this issue is in relation to accounting separation.  Although the obligation will tend to be imposed on the dominant operator as a result of an SMP designation in upstream wholesale markets, a meaningful accounting separation obligation must extend to cover the incumbent’s businesses in all markets downstream of these upstream markets.  As section 2.2.3 makes clear, the identification of cross-subsidy relies on “finely balanced decisions regarding the allocation of joint and common costs”.  If the obligation fails to capture the flows of the transactions, the businesses in which they originate and the businesses into which the internal transactions are made, NRAs will be unable to verify how such costs have been attributed.  Consequently the obligation will not be capable of supporting a non-discrimination obligation and will therefore not be fit for purpose. 

We would encourage the ERG to bring out this point more clearly.  Experience of those market reviews already carried out by NRAs shows that there may not currently be sufficient legal certainty on this point.    

Interdependence of Market Definition/Market Power Analysis and Remedies

The paper stresses that the imposition of remedies must be based on the information gathered in the context of the market definition and market analysis process.  MCI welcome this approach and believes that this should also be reflected in the way NRAs structure their decisions. In this respect, we believe it is important that market definition/market analysis and imposition of remedies are contained in the same decision and that the decision clearly illustrates the reasoning that led NRAs to select a given remedy.

Treatment of call termination

In general, the discussion of competition problems and accompanying remedies in section 4.5 of the paper is to be welcomed. However, we have a number of specific comments. Firstly, it is not clear why the ERG has chosen to identify termination as a separate generic competition problem.  The justification for doing this appears to be the contention that termination is ‘two-way’ rather than ‘one-way’.  Yet this does not take account of the fact that in many cases, termination agreements are in fact one-way (particularly where traffic flows are imbalanced).  Where this is the case, the generic competition problem of termination can be viewed essentially as one of vertical leverage.  

This is a problem because the list of potential abuses of competition discussed in section 4.5 omits the non-price issues identified in section 4.2.3. While not all those issues may arise in the termination context, it is certainly new entrants’ experience that the conclusion of one- or two-way termination agreements may be characterised, for example, by delay on the part of the incumbent operator. It is therefore important for the paper to make clear that while there may be good reasons for separating analysis of the termination problem from other generic competition problems, many of the competitive issues arising from vertical leverage could also apply.  

The paper also implies that there is only limited competition between fixed and mobile networks for the same customers.  While it is true that in general fixed and mobile calls are not substitutable, it is clear that in relation to calls to mobiles made in the context of corporate virtual private networks, fixed and mobile operators do compete vigorously.  Section 4.5 needs to make this point more clearly.  In particular section 4.5.3 highlights the shortcomings of a non-discrimination obligation as a means of dealing with price discrimination. We agree with this analysis and consider this section might usefully add a reference to the need for a price squeeze test to overcome these shortcomings. 

Emerging Markets

MCI welcomes the paper’s analysis of emerging markets. In particular, we support the considerations related to treatment of emerging services that are provided over legacy infrastructure deployed during the monopoly period. MCI, however, is concerned by the approach described in section 3.3, where the paper suggests that the NRA should wait for the market to mature before imposing any form of regulation on emerging markets. In this respect, MCI believes that the need to protect investment and to promote innovation must be carefully weighted against the risk of permanent market monopolisation. There is a risk that delay in regulatory intervention on emerging markets could lead to market power entrenchment, which would result in enduring negative market effects. 

Cost Orientation

Section 3.2.5.1 of the paper suggests that, when a cost orientation obligation is appropriate, NRAs should not engage in defining the appropriate level of charges. NRA should rather require SMP operators to define their own cost and to comply with the cost-orientation obligation. MCI is seriously concerned with this approach. This form of “self-regulation” would de facto frustrate any attempt to impose meaningful cost orientation. The application of the ONP Regulatory Framework, in fact, shows that SMP operators have a tendency to hide and/or inflate their real costs. Neither is it possible to rely, as the paper suggests, exclusively on the retrospective application of effective cost orientation. This is for two reasons: first of all, the restitution of undue payment does not alleviate the exclusionary effects of excessive pricing (foreclosure). Second, this approach de facto reverses the “burden of proof”, requiring new entrants to demonstrate that the SMP operator has not complied with its cost orientation obligation. Instead of taking this approach, the paper should encourage NRAs to build bottom-up cost models.
