
[image: image1.wmf]

	 


16 January 2004
Dr. Heinrich Otruba
ERG Secretariat
Information Society Directorate General 
European Commission
Brussels
Dear Dr. Otruba
DRAFT JOINT ERG AND COMMISSION SERVICES APPROACH TO REMEDIES UNDER THE NEW REGULATORY FRAMEWORK
This letter and the attachment contain O2’s comments on the consultation paper that describes the proposed joint European Regulators Group (ERG) and Commission Services approach to remedies (the ‘paper’).  O2 is grateful for the opportunity to comment on the ERG’s and Commission’s proposed approach to remedies.  It is important for the Commission and National Regulatory Authorities (NRAs) to act in a transparent manner to ensure the confidence of all industry participants in the new regulatory framework.  
However, O2 is disappointed about the way the Commission and NRAs have approached this and other recent consultations.  On 5 December the Commission and ERG published this consultation with a deadline for responses of 19 January 2004, effectively 4 weeks to respond given that up to 2 weeks are lost for the Christmas and New Year break.  This followed the publication, on 20 November, of the Independent Regulators Group’s (IRG’s) approach to remedies in call termination (‘Principles of implementation and best practice on the application of remedies in the mobile voice call termination market’), also an important document for mobile operators.  Then on 16 December the ERG published its draft work programme for consultation with a deadline for comments of 20 January 2004, effectively giving 3 weeks for responses.  By publishing a number of long and complex consultations, shortly before the Christmas break, the Commission and NRAs have made it very difficult for operators properly to comment on these documents within the time given.  

You will see we have also taken the opportunity to comment on the IRG’s paper mentioned above.  We are disappointed that the NRAs, acting through the IRG, have chosen not to act in a transparent manner when producing guidance on remedies for mobile voice call termination.  We are also surprised that NRAs feel able to publish a statement of principles on remedies through the IRG at the same time that they are still consulting on the appropriate remedies through the ERG.   

As regards the paper itself, O2’s underlying concern is with the mechanistic approach it takes to linking remedies to competition problems.  If this approach were adopted by NRAs it would fail to provide the rigorous analysis that the new regulatory framework requires.  Indeed the current paper, because of its mechanistic approach, would unduly constrain NRAs and may lead to inappropriate remedies being imposed, especially if it were given legal status.  O2 suggests that a more useful approach would be to provide a discursive and generic description of competition problems and the advantages and disadvantages of different remedies.  The paper should also be adapted to take account of NRAs’ experiences gained in the course of their market reviews.  It would be inappropriate to attach legal status to such a document because of the need for it to be adaptable and for it not to constrain unduly.  Without legal status it would, however, provide a more useful reference document for NRAs than the current paper.    
The attached response explains these concerns in more detail.  In providing comments we have sought, wherever possible, to provide specific improvements that we feel the Commission and NRAs should make to the paper.  I trust that you will find our comments helpful.

Yours sincerely

John Blakemore
European Regulatory Manager

O2’s COMMENTS ON THE DRAFT JOINT ERG AND COMMISSION SERVICES APPROACH TO REMEDIES UNDER THE NEW REGULATORY FRAMEWORK

This document provides, first, O2’s general comments on the approach to remedies described in the public consultation.  Second, it provides detailed comments on each chapter in the consultation paper.
GENERAL COMMENTS
Whilst O2 is pleased to see the Commission’s and ERG’s paper on remedies it is disappointed with the quality of analysis that it contains.  The paper lacks rigour in the way it determines which remedies are appropriate to which market failures.  There is very little analysis of the advantages and disadvantages of different remedies when applied in different circumstances.  Although the paper provides a list of potential competition problems, there is little underlying analysis to support this list and indeed, in some instances, the alleged competition problems are unsubstantiated assertions.  Overall, the paper provides no new analysis and fails to advance the level of discussion on how to apply remedies in telecommunications markets.  As it currently stands, it is a lost opportunity.
For this reason, O2 suggests that the paper should take a more discursive approach, providing a more generic description of competition problems that might arise, the circumstances in which they arise, the consequences (both pro- and anti-competitive) that they have, and the advantages and disadvantages of different types of remedies that could be used.  The approach adopted by Dr Tommaso Valletti in his study produced for the Commission on remedies that may be imposed on operators with SMP
 would, O2 suggests, be a useful precedent to follow.

Such a paper would provide a useful reference document for NRAs without replacing the need for proper analysis of the circumstances of each market and without constraining them unduly.  For the same reasons it would be inappropriate for the paper to have legal status.  The Directives and existing Guidelines and Recommendations define the context for the market analyses and set out the criteria NRAs must follow in identifying remedies.  A document with legal status will, by definition, constrain NRAs and may deny them the opportunity to apply the most appropriate remedies for the specific market conditions.  O2 submits that the final document should be a reference point for NRAs that will aid them in their analyses and can be adapted in the light of experience but one that does not constrain them unduly through inappropriately having legal status.

O2 has five general concerns with the paper.  These are:

i. The choice and use of the principles to apply when choosing remedies

ii. The paper adopts a checklist approach that leads to multiple remedies.
iii. The paper gives no consideration to remedies other than those listed in the Directives
iv. The paper seems to propose ‘per se’ prohibition of certain behaviours
v. The paper largely ignores the possibility of using competition law

The following sections explain these general concerns.  These are concerns that relate to the overall approach that the paper takes.  O2 also has specific concerns with some aspects of the analysis in the paper, principal amongst these being the description of international roaming, and these are detailed in the second part of this response.  

(i) The choice and use of the principles to apply when choosing remedies

O2 does not believe that the principles proposed in the paper are the correct ones to follow. Principles must logically and coherently flow from the objectives of the Framework Directive. O2 takes this opportunity to suggest a revised set of principles in line with the Directive. 
O2 is pleased to see the Commission and European Regulators Group (ERG) propose principles against which National Regulatory Authorities (NRAs) should assess possible remedies.  We have, however, two broad concerns with the approach to principles described in the paper.  First, the principles contained in the paper are not the correct ones to follow.  Second, we are concerned that the paper does not give sufficient prominence to the principles and does not follow them in the approach it takes.  
Chapter 3 of the paper identifies five principles that NRAs should apply when choosing the appropriate remedy.  There is neither an explanation of where these principles come from, nor an explanation of what they are intended to achieve.  It is possible that they are meant to flesh out the objectives under Article 8(4) of the Access Directive.  However, if this is the case, it is unclear why basing a remedy on the nature of a competition problem identified needs to be both an objective under Article 8(4) and a principle under the ERG paper.  Furthermore, the principles seem to be based chiefly on the aim of promoting competition and (indirectly) on promoting the interests of EU citizens and are silent as to the objective of contributing to the development of the internal market.  It is also unclear why these principles are the correct ones to apply, as opposed to other possible principles.

In devising the principles to be applied in choosing appropriate remedies as well as in choosing the remedy in a particular case, the objectives of the new regulatory framework should always be paramount.  These are described in Article 8 of the Framework Directive and are to:

1. Promote competition

2. Contribute to the development of the internal market

3. Promote the interests of the citizens of the European Union

In addition to these objectives, Article 8(4) of the Access Directive requires that regulation is:

1. Based on the nature of the problem identified

2. Proportionate

3. Justified in the light of the objectives laid down in Article 8 of the Framework Directive

Taking these objectives and requirements as a starting point, O2 recommends that the following principles should be considered:
1. Remedies should aim to deal with the cause of any competition problem and not just the symptoms.  This is consistent with the requirement that regulation should be based on the underlying problem.  It will also help to ensure sustainable competition wherever that is possible.  

2. Where infrastructure competition is feasible, remedies should be designed to promote that competition.  This is consistent with the requirement to promote competition.

3. Remedies that promote competition should be preferred to remedies that seek to replace competition.  Again, this is consistent with the requirement to promote competition.

4. As well as choosing the least burdensome remedy, the benefits of imposing it should exceed its costs.  This is consistent with the requirement for remedies to be proportionate.

5. Remedies should only be imposed for a period of time that the NRA can foresee the problem remaining.  Again this is a matter of proportionality and of promoting competition wherever possible.
The first principle proposed in the paper is similar to (1) above, but (1) is more clearly expressed.  The second principle (requiring access when infrastructure competition is not feasible) is not a principle against which remedies can be assessed but a proposed remedy in itself.  The third principle is similar to (2) and (3) above, but (2) and (3) are more general.  

O2 agrees that NRAs should follow the fourth principle (NRAs should produce reasoned decisions) and so is content to see it remain in the paper.  O2 also has no objection to the fifth principle (remedies should be incentive compatible) but the description of this principle provides no explanation of how NRAs propose to devise remedies that provide incentives (which are not financial penalties), and so it remains to be seen how useful the principle will be.  

O2’s second concern is that the paper does not give sufficient prominence to the principles, nor does it follow them.  O2’s concerns with the ‘checklist’ approach that the paper adopts are explained below.  In recommending which remedy to apply to a competition problem, the paper gives no explanation of how the chosen remedy is consistent with the principles.  Indeed, if it did, it is less likely that the paper would have developed an approach that leads to multiple remedies applying in almost all cases. 

(ii) The paper adopts a checklist approach that leads to multiple remedies
We are concerned that the checklist approach will lead to NRAs adopting a ‘mechanistic’ assessment of markets and remedies rather than following a robust economic and competition law based market assessment in each particular case. Remedies must reflect the circumstances of the market - they must be tailored and designed to the specific issue at hand. The paper should define a common set of principles that NRAs should follow rather than attempt to list the remedies an NRA should use in any given circumstance.

As noted above a key failing of the paper is that it does not apply consistent principles against which remedies can be assessed.  Instead it adopts a checklist approach that leads to the paper developing a list of 4 ‘market constellations’, against which it lists 27 competition problems.  Against these lists, the paper identifies which remedies should be applied.  

This approach is flawed for several reasons.  First, it is neither appropriate nor practicable to attempt to list all the possible market circumstances and behaviours that may arise and the remedies that should go with them.  Second, it assumes a mechanistic link between ‘market constellations’, behaviours and effects.  Third, it assumes that the proposed remedies can be applied in a mechanistic way to the perceived competition problems.  If adopted by NRAs this mechanistic linking would fail to provide the rigorous analysis that the new regulatory framework requires.  Each of these issues is discussed in turn below.
(a) It is inappropriate to attempt to list all potential market circumstances, behaviours and remedies
The paper takes the approach of listing ‘market constellations’, in connection with which it then identifies numerous potential behaviours, effects and remedies.  O2 submits that the approach is both unclear and inappropriate.  

The approach is unclear, not least because O2 finds it very difficult to understand what is meant by the term ‘market constellation’.  In particular, it is not apparent whether the list of ‘market constellations’ is thought to be a list of alternative market structures and, if so, how it has been derived, how it relates to market definition, and what relationship each ‘market constellation’ has with the others.  Further, O2 finds the inclusion of termination as a 'market constellation' wholly inappropriate, particularly given that it is not included in the opening paragraphs of the classification framework on page 26 (only leveraging, building up barriers to entry and 'textbook monopoly behaviour' are mentioned).
The approach is inappropriate because any attempt to list and classify the competition problems that are likely to arise in any given ‘market constellation’ is unlikely to be comprehensive.  It is not clear what criteria the Commission and NRAs have applied to competition problems for them to appear on the list; and a non-comprehensive list which does not include an explanation of such criteria will be difficult, if not impossible, to apply consistently and appropriately on a case by case basis.

For this reason, O2 suggests that in place of the list of ‘market constellations’, behaviours, effects and remedies, the paper should provide a more generic description of problems that might arise, the circumstances in which they arise, the consequences (both pro- and anti-competitive) that they have, and the advantages and disadvantages of different types of remedies that could be used.  For this reason, the approach adopted by Dr Tommaso Valletti in his study on remedies produced for the Commission would, O2 suggests, be a useful precedent to follow.  
(b) The paper assumes a mechanistic link between ‘market constellations’, behaviours and effects
O2’s second concern with the approach contained in the paper is that it assumes a mechanistic link between ‘market constellations’, behaviours and effects.  
First, O2 submits that it is wrong to assume that the identified potentially anti-competitive behaviours will always arise in a given ‘market constellation’.  NRAs must have reasonable grounds for suspecting that there will be a problem, beyond simply identifying a particular type of ‘market constellation’.    

Second, it is wrong to assume that particular types of behaviour will always have the same anti-competitive effects.  The way that behaviours are mapped to effects in the paper leads to a flawed classification.  For example, price discrimination is regarded as exploitative whereas it could equally be exclusionary.  Similarly, on page 36, the paper argues that price discrimination can be used to ‘effect a margin squeeze’.  This is only one way in which an operator with SMP could use price discrimination to harm its rivals, and to focus one on practice and not others may lead NRAs to concentrate unduly on one problem to the exclusion of others.

NRAs should not assume a certain type of behaviour by an undertaking with SMP will necessarily have the consequences described in the paper, but rather they should, as part of their market analyses, assess what the consequences would be in the particular circumstances of each market.   The effects may differ from market to market.

The assumptions behind economic models that predict these competition problems are too specific to be able to conclude that the problems will always arise.  Similar, but subtly different assumptions and market conditions can often lead to drastically different outcomes.  It is simply not practical for the remedies paper to capture those subtleties and describe all the possible different circumstances that may arise.  There is a risk that listing behaviour in this way could lead to the paper having a prescriptive effect, such that NRAs might be pre-disposed to finding some or all of these types of behaviour and effects in a market constellation, before they have carried out a proper analysis, which is the key requirement.
The paper is also inconsistent with the competition law approach advanced by the new regulatory framework.  The competition law approach requires an analysis of the effects and in some cases intent of the behaviour in the specific circumstances of the market under investigation.  The paper’s mechanistic linking of ‘market constellations’ to behaviours and effects attempts, wrongly, to remove from NRAs the requirement to conduct a proper and rigorous analysis.   NRAs must conduct the market analyses with proper rigour rather than relying on the mechanistic links described in this paper.
(c) The paper assumes a mechanistic link between perceived competition problems and proposed remedies
O2’s third concern is that the approach assumes that given a competition problem there is a remedy that can be mechanistically mapped to it.  O2 agrees with the stated purpose of the paper, which is to promote ‘a more harmonised approach to regulation under the new framework that is more explicitly based on economic principles and in accordance with administrative law principles of sound governance’.  It is more important that NRAs apply remedies that are based on economic principles and administrative law than it is to follow blindly a harmonised approach.  The Commission and NRAs must recognise that the application of those common principles in different Member States, and different markets within a Member State, can lead to different outcomes and different remedies.  This is because remedies must reflect the circumstances in the market and specific national characteristics.  The purpose of the paper should, therefore, be to define a set of common principles that NRAs should follow, rather than attempt to list the remedies NRAs should use in any given circumstances.

The approach of mapping remedies to competition problems leads to multiple remedies for each of the ‘market constellations’.  This is because the paper assumes that each ‘market constellation’ will give rise to several competition problems, each of which has a specific remedy mapped to it.  The result is that in most instances of SMP the paper argues that most of the available remedies are required.  So, for example, in the case of a vertically integrated operator (dealt with at pages 76 to 101), the paper concludes that all of the available remedies are required: ‘obligations according to Art 9 and 10 AD will usually have to be imposed additional to the obligations of Art 12 and 13 AD (backed by Art 11 AD) in such cases’, as well as retail price controls under Art 17 USD to prevent predatory pricing at the retail level.  
Even if the NRA anticipates the full range of competition problems it may not be necessary to apply all the available remedies.  It may be that one remedy will suffice for several of the anticipated problems.  The mechanistic mapping of remedies to competition problems does not allow for this possibility.  
This approach will also not satisfy the principle of appropriateness set out in Article 8(4) of the Access Directive (‘based on the nature of the problem identified’).  The principle of appropriateness is well established in EU administrative law and in Gebhard the European Court of Justice explained the principle, in the context of the permissibility of national remedies and their compliance with Community law, in the following terms, ‘[the measure] must be suitable for securing the attainment of the objectives they pursue’
.  As Gebhard makes clear, to satisfy the appropriateness principle NRAs must have a clear idea of the objectives they are seeking to attain by their regulatory interventions.  It would not be sufficient to refer simply to an SMP designation, nor would it be sufficient to rely on the current paper as the authority for imposing a remedy. 
In addition, the approach in this paper may lead to remedies that do not satisfy the principle of proportionality.  That principle requires analysis of a range of specific remedies, showing that the chosen remedy achieves the desired effect whilst minimising other distortions and harm.  This requires each NRA to conduct a proper Regulatory Impact Assessment (RIA) quantifying the costs and benefits of a range of alternative remedies and demonstrating that the chosen remedy is minimally intrusive and has the fewest unintended adverse consequences amongst the possible remedies.  The mechanistic linking of remedies to competition problems does not satisfy the requirement to conduct a proper RIA.
(iii) The paper gives no consideration to remedies other than those listed in the Directives

The paper does not consider the possibility that remedies other than those listed in the Directives may be appropriate.  Whist the new regulatory framework implies that the remedies specified in Articles 9 to 13 of the Access Directive and Article 17 of the Universal Service Directive will suffice in most instances, the paper ought to explain to what extent NRAs and the Commission have considered other remedies, and when such other remedies may be applicable.

The study produced by Dr Tommaso Valletti for the Commission examined remedies that may be appropriate where there is a finding of SMP in a mobile market.  In looking at remedies in the market for mobile call termination, Dr Valletti considered 9 possible remedies, only 2 of which are remedies specified in the Directives.  O2 welcomes Dr Valletti’s approach which includes an analysis of the underlying problems and a careful and open-minded consideration of the measures that could be taken to remedy the problems.  NRAs should adopt a similar approach to their market reviews, rather than being constrained by checklists. 
(iv) The paper seems to propose ‘per se’ prohibition of certain behaviours

Within the framework of competition law there is wide agreement that ‘per se’ prohibitions are harmful. The paper must make clear that there is no ‘per se’ prohibition of certain behaviours.

The paper suggests that certain types of behaviour will always amount to ‘competition problems’.

This is misleading.  The paper should make clear that these behaviours (i) can in any event only be problems if practised by an operator with SMP; and (ii) are not always anti-competitive, even when practiced by operators which do have SMP.  So, for example, bundling may be a competition problem but it may also be an efficient way of selling goods in the presence of economies of scope.  The same is true of price discrimination and there are instances in which pricing below cost, even when practised by an operator with SMP, is not predatory.

Under section 4.3.1 the paper acknowledges that ‘bundling or tying between two not vertically related markets should be judged on a case-by-case basis’.  Furthermore, section 4.4.1.1 suggests that ‘some issues might have to be judged on a case-by-case basis’.  
O2 submits that this is inadequate.  As well as identifying the instances in which these types of behaviour are anti-competitive the paper should also explain the circumstances when they are beneficial and so a remedy would be harmful.  The paper’s acceptance that it is important to judge competition problems on a case-by-case basis is welcome, but it implies that it is the exception, whereas it should of course be the norm.  

In the absence of an analysis of the potentially pro-competitive effects of such behaviours, NRAs may assume that any behaviour that appears on the list is automatically a problem, without conducting the proper analysis to see whether this is in fact the case.  

Within the framework of competition law there is wide agreement that ‘per se’ prohibitions are harmful. 
(v) The paper largely ignores the possibility of using competition law
NRAs must still assess the necessity of regulation against the Recommendation’s criteria for ex ante intervention in all cases where they are considering imposing regulatory obligations, taking account of the specific circumstances of the market.  The paper must make this clear.

The introduction to the paper explains the circumstances in which the new framework permits NRAs to impose ex ante regulations.  In particular, it is necessary for the market to be susceptible to ex ante regulation in accordance with the criteria in the Commission Recommendation on relevant markets
.  The Commission has identified, in its Recommendation, the markets that it believes may be susceptible to ex ante regulation.  However, NRAs must still assess the necessity of ex ante regulation against the Recommendation’s criteria in all cases where they are considering imposing regulatory obligations, taking account of the specific circumstances of the market.  

Sections 4.4.1.4 and 4.4.1.5 of the paper acknowledge that some cases ‘should ... be dealt with by the national competition authority’.  This acknowledgement is welcome but should not be restricted to exclusive dealing and overinvestment.    

In most Member States, competition law provides very strong powers to deal with infringements – including the power to order the practice to be brought to an end and the power to levy substantial fines.  Third parties are also protected by the power to recover damages for any loss suffered as a result of the anti-competitive conduct.  These measures will be a sufficient deterrent in many cases, making ex ante regulations unnecessary.
SPECIFIC COMMENTS

Introduction

The paper argues that the sufficiency of the ex post application of competition law is answered at the stage of market definition, thus screening out abuses that can be dealt with in this way.  The logic of this approach is flawed.  Markets have been identified in which ex ante regulation may be warranted.  However, as recognised in the Commission’s Recommendation and Explanatory Memorandum, this does not mean that regulation is always warranted or that these markets will (automatically) be subject to the imposition of ex ante obligations, and this does not mean that the question of the sufficiency of competition law has been finally determined.  The process of defining a market does not necessarily expose the problems in the market, nor the appropriate solutions.  This is why it is necessary, even if a market has been identified as one in which ex ante regulation may be warranted, for NRAs to demonstrate the necessity of ex ante measures for each market they review and this can only be done once the problem and proposed remedy have been identified.  

Chapter 1: Generalization of Competition Problems

The paper argues that it is necessary for NRAs to identify the source of market power.  O2 agrees with this approach, not solely to identify the least burdensome remedy but to address the underlying cause of any market failure rather than merely the symptoms.
Excessive pricing

On page 39, the paper defines an excessive price as ‘one that exceeds the hypothetic competitive level, i.e. the incurred costs of production (including the cost of capital).’   This is not the correct definition of an excessive price.  Article 82(a) refers to abuses consisting in: directly or indirectly imposing unfair purchase or selling prices or other unfair trading conditions.  The European Court of Justice's decision in United Brands held that 'charging a price which is excessive because it has no reasonable relation to the economic value of the product supplied…is an abuse'
.  Thus, a price is excessive if it bears no reasonable relation to the economic value of the product.
In the UK, the Office of Fair Trading (OFT) has published guidelines on the Competition Act 1998 and one of those, OFT 414
, describes, at Chapter 2, the OFT’s approach to examining excessive prices.  It notes that prices can be regarded as excessive 'if they allow the undertaking to sustain profits higher than it could expect to earn in a competitive market (…supra-normal profits).'  The definition of an excessive price in the paper (one that is above the cost of production) is only correct if the appropriate counter-factual is a perfectly competitive market.  This is the wrong benchmark to apply because markets can be effectively competitive without being perfectly competitive (as the new regulatory framework recognises), and very few markets can aspire to perfect competition.  Applying the paper’s definition of an excessive price would lead to the conclusion that almost all prices observed in a modern economy are excessive.  
Price discrimination

The definition of price discrimination in the paper (two or more goods sold at prices which are at different ratios to costs of production) is also not correct.  Article 82(2)(c) of the EC Treaty describes price discrimination in more general terms as ‘applying dissimilar conditions to equivalent transactions with other trading parties’, and the circumstances in which price discrimination may be an abuse have been carefully considered by the courts in several cases.  If the new regulatory framework is to follow a competition law approach, it would be preferable to follow definitions that have been established under competition law.  
At page 42 the paper states that ‘the problem of price discrimination to foreclose the market pertains mainly to the M2M [mobile to mobile call termination] situation’.  It is not clear on what this analysis is based.  If the intention of the Commission and NRAs is to produce an authoritative document it should be based on facts and sound analysis rather than pure assertion.  O2 is not aware of any situation in which price discrimination on call termination has been found to foreclose the ‘market’ (whichever market that might be).  [Indeed if the relevant market is call termination on each operator’s market, on which the operator is automatically a monopolist, it is difficult to see who could be foreclosed from that market].
Criteria for intervening

On page 39 the paper argues that where market power exists welfare will usually fall short of its maximum value under competition and this might justify regulatory intervention.  If the counter-factual that NRAs intend to apply is the maximum welfare that exists under competition and any welfare short of that justifies intervention, then intervention will always be justified in telecommunications markets regardless of how competitive they are.  This is not the same as the competition law approach advocated by the new regulatory framework, but rather a model of central planning.
Chapter 2: Remedies Available
Accounting separation

In section 2.2.3 the paper envisages using the accounting separation obligation to facilitate ’ongoing monitoring of market situations rather than for the specific purpose of the market analysis’.  Since ex ante obligations must be targeted at a specific problem, accounting separation should not be used as a further source of data to monitor the market.
The paper identifies some of the problems with an accounting separation remedy.  Of course, one of the key disadvantages of accounting separation, but one the paper does not mention, is the cost to the SMP operator of compliance, which can be very large.
Price controls and cost accounting

The paper argues that it may be necessary to have a full justification of an operator’s prices.  Requiring undertakings to justify all of their prices regardless of whether a competition problem has been found is extremely interventionist.  It implies a presumption of guilt until proven innocent.  It leads to the NRA determining the appropriate price structure in the market.  It would stifle retail innovation and would be detrimental to the competitive process and, ultimately, to consumers.
The paper then explains that NRAs are unrestricted in their choice of cost model, except for Article 8 of the Framework Directive and general competition law.  Of course, the cost model ought to be economically meaningful and, as a matter of good regulatory practice, an NRA should be consistent in its use of cost models so as not to create unnecessary uncertainty.

Once again, the paper should give some consideration to the compliance costs when considering the disadvantages of this remedy.

Retail obligations

The paper notes that ‘as a general rule’ regulatory controls should only be imposed on retail services when wholesale measures or measures regarding carrier selection or pre-selection would be insufficient.  O2’s understanding is that this is not just a general rule but a legal requirement under Article 17 of the Universal Services Directive, which says,
‘1. Member States shall ensure that, where:

(a) as a result of a market analysis carried out in accordance with Article 16(3) a national regulatory authority determines that a given retail market identified in accordance with Article 15 of Directive 2002/21/EC (Framework Directive) is not effectively competitive, and

(b) the national regulatory authority concludes that obligations imposed under Directive 2002/19/EC (Access Directive), or Article 19 of this Directive would not result in the achievement of the objectives set out in Article 8 of Directive 2002/21/EC (Framework Directive),

national regulatory authorities shall impose appropriate regulatory obligations on undertakings identified as having significant market power on a given retail market in accordance with Article 14 of Directive 2002/21/EC (Framework Directive).’
It is, therefore, necessary for an NRA to conclude that wholesale measures or carrier selection or pre-selection measures would be insufficient.  
Chapter 3: Principles to be applied by regulators in choosing appropriate remedies
Without prejudice to the submissions made above in relation to the principles to be applied, in the third principle, the paper argues that NRAs should be ‘mindful of the possibility of inefficient investment’.  Arguably, where networks display large economies of scale, it is always more efficient, from a static perspective, to have a single network that can exploit all of the economies rather than duplicate networks.  However, this ignores the dynamic benefits of having competing operators.  NRAs will need to make a judgement as to where the greater benefit lies.  
The wording under 3.2.1 that requires NRAs to ‘apply the available remedy (or series of remedies) that most clearly addresses the core of the problem’ is unclear.  NRAs should, wherever possible, apply remedies that address the cause of the market failure and not the symptoms. 

On page 60 the paper argues that remedies expressed in general terms may give rise to uncertainty and ‘this may work to the advantage of the SMP player who has incentives to exploit such uncertainty’.  In devising remedies, NRAs should also be mindful that uncertainty may be exploited by non-SMP players seeking to use the rules to make unmeritorious complaints in order to harm the SMP operator’s business or impose costs on it.  In a recent interview Stephen Carter, the Chief Executive of the UK’s NRA, OFCOM, and a former managing director of the cable company NTL, referred to the fact that many non-SMP operators adopt such a strategy, saying, ‘First, don't waste our time with time-wasting complaints.  Because I know people do it. How do I know?  Because I used to do it myself.’

Section 3.2.5 explains how remedies should give strong incentives for compliance.  However the following paragraphs give a description of the penalties that NRAs should use to enforce compliance.  A penalty is not an incentive.  An incentive should motivate the SMP operator to comply because there is some benefit to doing so, and not just the benefit of avoiding a penalty.

Emerging markets

Section 3.3 on emerging markets fails to explain properly why these markets should not be regulated.  It is not simply about preserving incentives to invest.  It is also about not intervening in markets when it is difficult to predict how they will develop, and not intervening when a problem arises that may only be transitory.  Furthermore, preserving incentives to invest is not just about emerging markets, it is something that is necessary in all markets.  Further, it is not at all clear that emerging markets will be so distinct in terms of services offered that there will be no substitutability with currently available services (for example, 2G, 2.5G and 3G services or global or pan-European services to business customers).

Section 3.3.3 seems to be concerned not with the definition of an emerging market but with when such a market becomes susceptible to ex ante regulation.   There will of course be many emerging markets that never become susceptible to ex ante regulation even after they cease to be emerging.   The paper seems to take the approach that some emerging markets may be susceptible to ex ante regulation and indeed NRAs may need to intervene.  Since this contradicts the approach described in the new regulatory framework, the paper ought to describe the circumstances in which such intervention is warranted.

Chapter 4: Application of remedies to competition problems
Chapter 4 starts by explaining the processes that NRAs must follow in their market analyses.  It explains that ‘the first stage involves a check of the 3 criteria as outlined above’.  We have assumed this to refer to the three criteria for assessing whether a market is susceptible to ex ante regulation, and would agree that this is a necessary step that NRAs should take in their market analyses.  However, the wording should be improved to make it clearer that these are the criteria to which the paper is referring.

On page 75 the paper proposes that an NRA should ‘choose a remedy by which it is possible to – directly or indirectly – address the “strategic variable” of the SMP undertaking’.  The use of the term ‘strategic variable’ is not clear.  As noted above, NRAs should, wherever possible, apply remedies that address the cause of the market failure and not the symptoms.  

The paper notes that NRAs are frequently unable to ‘actually observe a certain competition problem (...). Rather, the appearance of a particular competition problem without regulation will have to be anticipated, which is the rationale for regulation to be deployed.’  It is not clear from the paper how strong an NRA’s suspicions should be that a problem will arise for it to be ‘anticipated’.  An NRA must have reasonable grounds for believing that a problem should arise before applying remedies to address it.  The paper could usefully describe what those reasonable grounds might be.
Access pricing

In the discussion on the appropriate access price, the paper acknowledges that LRIC prices ‘may fail to provide the right make-or-buy incentives to the entrant and stifle investment incentives of the incumbent’.  The paper however does not explore this point in any detail, focusing instead on the dangers of setting prices that are too high.  It is now widely acknowledged that LRIC prices can harm investment incentives.  Ovum’s study for the Commission on ‘barriers to competition in the supply of electronic communications networks and services’ explains, at page 158, that ‘for new technology wholesale products, a premium price is needed which takes account of investment in failed new projects, technology improvements and uncertainties in demand’
.  

The paper refers to a ‘ladder of investment’ and argues that remedies should be designed to facilitate the ladder.  By doing so the paper puts a lot of emphasis on a largely untried concept.  It is risky for NRAs to apply experimental concepts to markets.  
Bundling

Section 4.3.2 proposes that ‘SMP undertakings might be obliged to report new bundles to the NRA, which will then judge on a case-by-case basis whether the bundle is likely to have anti-competitive effects’.  The approach of requiring undertakings to submit their prices to the NRA for approval is extremely interventionist.  It leads to the NRA determining the appropriate price structure in the market.  It would stifle retail innovation and would be detrimental to the competitive process and, ultimately, to consumers.
Section 4.4.1.1 explains the detrimental aspects of switching costs.  There are of course also pro-competitive aspects to switching costs that the paper ignores.  They intensify competition in the early phases of market development, they can make entry easier and indeed they can encourage entry.
Call termination

Section 4.5.1 argues that ‘tacit collusion is a competition problem pertaining to M2M’.  It is not clear whether this is pure assertion or whether the Commission and NRAs have specific instances in mind.  

IRG’s Principles of implementation and best practice on the application of remedies in the mobile voice call termination market

In the absence of a consultation on the NRAs’ proposed remedies in mobile call termination as set out by the Independent Regulators Group (IRG), O2 is taking the opportunity of this consultation to make some brief comments on the Principles of implementation and best practice (PIB) published by the IRG on 20 November 2003.

First, the PIB is disappointing in that it repeats many of the unsubstantiated assertions that we have seen before without providing new analysis or seeking to move the discussion forward.  For example, the PIB repeatedly refers to the ‘competitive level’ of call termination charges.  It then defines the competitive level as being the cost (including cost of capital) of providing call termination.  This would, of course, only be the competitive level of call termination charges if the provision of termination were a perfectly competitive market.  This is the wrong benchmark to apply to these charges because the fundamental economics of operating a mobile network mean the model of perfect competition is inappropriate.  In particular, economies of scale and scope mean that there are substantial joint and common costs that need to be recovered.  On the demand side there are interdependencies that mean the price set for one service affects the demand for other service.  These factors mean that cost based pricing is neither appropriate from the supply side nor from the demand side perspective.  
Second, the PIB asserts ‘distorting effects’ that are unsubstantiated.  An example of this is the assertion that ‘high MT charges and low on-net charges can cause competition distortion [in] the (sub) market for virtual private networks (VPN) for non residential customers’.  O2 is not aware of an example of such a practice being found to be anti-competitive.  

A further example of an alleged distorting effect that is unsubstantiated is the claim that ‘high MT charges might foreclose the mobile market’.  There is no evidence that service providers or mobile virtual network operators (MVNOs) have been foreclosed by the level of termination charges, nor is it apparent under what circumstances such foreclosure might be possible.  
In considering the appropriate remedies, the PIB determines that the objective of any remedy is to reduce charges to cost over a reasonable period of years.  In view of this objective, the PIB concludes that price controls are appropriate.  The PIB contains no consideration of other possible objectives or ways of achieving those objectives.  This is in complete contrast to the study undertaken by Dr Tommaso Valletti for the Commission, which considered a total of nine remedies including ‘yardstick’ regulation, receiving party pays, multiple SIM cards, arbitrageurs, bilateral and reciprocal agreements, price transparency, voicemail and bill and keep, as well as price controls.  It is disappointing that the NRAs seem to have largely ignored Dr Valletti’s study in producing the PIB.  
International roaming

The context for text box 3 on international mobile roaming is not at all clear.  In a paper dealing with remedies it is odd to find a description of the operation of the market for wholesale international roaming – a market which no NRA has yet analysed – suggesting that price controls, cost accounting and accounting separation may all be appropriate.  
O2 has a number of serious concerns about this section.  First, as has been explained, O2 believes that the paper should adopt a more general approach.  It should seek to describe the sort of problems that may arise and the remedies that can address them, rather than seeking to provide a checklist of remedies to apply in each market.  

Second, O2 has serious concerns about the substantive analysis in this section.  The section contains numerous assertions which are untested, unsubstantiated and, in O2’s submission, wrong.  Some of O2’s key concerns are set out below.
(a) The suggestion that there is a retail roaming market

O2’s first concern is that this section of the paper clearly suggests: (i) that there is a separate retail market for international roaming; and (ii) that it may potentially be appropriate to regulate this purported market.  It states, for example:

· that international roaming is characterised by ‘high prices (if compared with similar services) at the retail level’;

· that there is ‘decoupled (frequently oppositional) development between [retail roaming] tariffs and comparable (more competitive) retail services’; and

· that ‘The imposition of [wholesale regulation] may not lead to decreases in the International Roaming retail prices, since the operators can counterbalance the consequences of those actions with adjustments in the retail market.  Also, the high International Roaming retail prices can result from high margins of the operators at the retail level …’
O2 considers comments such as these to be inappropriate and unsubstantiated.  They turn on the presumption that retail international roaming is a separate market.  However, the Commission did not conclude that this was the case in its Recommendation on Relevant Product and Service Markets of 11 February 2003; and the remedies paper contains no economic analysis to justify such a market definition.  

Indeed, O2 submits that it would be quite incorrect to view retail international roaming as a separate economic market.  Prices in this segment are driven by conditions of competition in the retail mobile market generally and, as the paper acknowledges, the ability to make international roaming calls is part of the bundle of mobile services which customers purchase from mobile operators.  

If the Commission, or any NRA, is proposing to depart from this approach and to define retail international roaming as a separate market on which regulation may be appropriate then (i) a full economic analysis must be undertaken to justify this market definition; and (ii) operators must have the opportunity fully to comment on that analysis.

(b) The analysis of wholesale international roaming

O2 assumes that other references in the document to ‘markets for international roaming’ are references to wholesale international roaming markets, but this should be made clear in the paper, as the references are often ambiguous.

As far as the wholesale international roaming market is concerned, O2 finds the analysis here to be unclear, unsubstantiated, and in places contradictory.  As the Commission and ERG are aware, no NRA has yet conducted a review of this market, and DG Competition’s investigation of the market has not concluded.  It is therefore premature and inappropriate to draw conclusions about the conditions of competition in the wholesale roaming market.  Little or no evidence has been presented to support these conclusions and, consequently, operators have been given no opportunity to comment on the validity or otherwise of any such evidence.

O2 has particular concerns about the paper’s comments on the following factors which, it is claimed, ‘might lead to the conclusion of an NRA that either single or joint dominance may exist in a given market’:

· High barriers to entry:  High barriers to entry are cited as a possible cause of dominance on the wholesale roaming market, but without any description of these alleged barriers to entry.  If this is a reference to the fact that mobile network operators are required to have spectrum licences then this does not distinguish international roaming from any other mobile market at the network level.

· High horizontal market transparency:  Nor is it clear why there is considered to be high horizontal market transparency in this market.  The only evidence of transparency which is presented in the paper is the fact that IOTs are posted at the GSMA Infocentre and are therefore transparent to MNOs ‘other than those in the home country of the operator concerned’.  This means that an operator’s IOTs are transparent to its customers (which, for these purposes, are overseas operators).  However, they are not transparent to its competitors (which are the other operators in that operator’s home market).  The operation of the GSMA Infocentre is not evidence of horizontal market transparency between competitors.

· Low demand elasticity due to the existing network selection mechanisms:  As the paper acknowledges, technological developments make it increasingly possible for MNOs to direct traffic to particular foreign networks, thereby increasing demand elasticity.  The paper does not appear to offer any evidence of low demand elasticity at the wholesale level.

· The role of international organisations and the convention of non-discrimination of IOTs:  The paper refers to the non-discrimination obligation in the GSMA’s Standard International Roaming Agreement as potential evidence of dominance or joint dominance.  However, it also acknowledges that, in practice, IOTs are increasingly supplemented by individual discount schemes which are said to ‘break the convention of non-discrimination’.  The ability to offer IOT discounts means that the non-discrimination obligation is cosmetic only and so cannot be evidence of dominance or collective dominance.  

O2 is also concerned that the paper suggests that the practice of offering IOT discounts may be contrary to the competition rules, if an operator is found to have SMP or to be dominant in the relevant market as ‘a non-discrimination clause will implicitly always be in place based on antitrust rules’.  O2 strongly disputes that negotiated discounts of the type described would be in breach of the competition rules.  It is established case law that price discrimination by a dominant firm is unlawful only in the absence of objective justification.  O2 would submit that discounts of the type described are clearly objectively justified and pro-competitive.  O2 also notes that the paper suggests that operators are caught here in a no-win situation: non-discrimination is cited as evidence of SMP (leading to regulation); whilst discrimination is said to be an abuse of dominance.
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