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COMMENTS OF VODAFONE ON ‘DRAFT JOINT ERG/EC APPROACH ON APPROPRIATE REMEDIES IN THE NEW REGULATORY FRAMEWORK’ (hereafter ‘the ERG/EC Draft Document’)

Vodafone welcomes the opportunity to comment on the ERG/EC’s the  ERG/EC Draft Document. We first make some general points about both the overall approach and the treatment of issues of particular relevance to the mobile market, before providing detailed comments on particular parts of the text. Finally, we also take this opportunity to make comments on the IRG’s ‘Principles of Implementation and Best practice on the application of remedies in the mobile call termination market’ (‘IRG Document’), issued by the IRG in November 2003.

Vodafone has interests in mobile markets that are already characterised by infrastructure competition.  As such, many of the ERG/EC Draft Document’s proposals regarding the promotion of competition in upstream wholesale markets – a major point of emphasis in the ERG/EC Draft Document – and/or concerns about leveraging by SMP firms into downstream markets do not appear to be of direct relevance to mobile operators. 

Nonetheless, experience suggests that the approach adopted in the application of remedies in fixed markets that are typically characterised by what the ERG/EC Draft Document refers to as ‘competition problems’ come to prejudice the approach adopted when considering mobile markets. For example, the ERG/EC Draft Document’s proper focus upon the application of remedies to wholesale markets can come to mean that every competition problem is conceived as having a wholesale remedy. That is wrong, as our later consideration of price discrimination demonstrates. The ERG/EC Draft Document’s focus on promoting competition can also come to mean that every remedy needs to have that as an objective. That is also wrong, as our discussion of the misapplication of asymmetric termination rates shows.
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EXECUTIVE SUMMARY

Vodafone’s principal concerns are that :

· the ERG/EC Draft Document’s attempt to provide an overall framework for considering complex issues leads it to make connections between issues and objectives where none exist. This must be corrected if the analytical rigor otherwise implicit in the new Regulatory Framework is not to be undermined. These errors are most pronounced in the consideration of call termination, but exist elsewhere. Two examples are of particular concern to Vodafone:

· a focus on wholesale markets does not mean that every problem is susceptible to a wholesale remedy. This is shown by the document’s misplaced attempt to define on-net/off – net price discrimination as being a problem connected with call termination when it is neither a problem nor so connected.

· a focus on ‘promoting competition’ also raises concerns when this is misapplied. Concerns about allocative efficiency should not be transformed into questions of entry assistance, as occurs with the document’s discussion of asymmetric call termination rates.

· the ERG/EC Draft Document ignores the lessons of past experience, which are that remedies need to explicitly recognise and take account of the lack of foresight and information which NRAs have in practice.  These constraints cannot simply be assumed away as the Document currently proposes, and remain acute in the consideration of access pricing, investment incentives and measures to promote allocative efficiency.  

· the ERG/EC Draft Document cannot set ex post remedies to one side when considering the incentives to which SMP firms are subject.  Any proportionate response requires that existing competition law incentives be explicitly taken into account at the remedy stage. Ex ante remedies should only apply when ex post are judged inadequate.

· the ERG/EC Draft Document reveals the lack of remedies available to regulators if we are limited to those specified in the Directives. Innovation in remedy design should be a key objective for the ERG in the coming period, but is ignored in the document. Bi-lateral termination rate setting, for example, should be seen as a potential remedy rather than be viewed, as the Document does, as a competition problem. 

· the inclusion of discussions of costing approaches and international roaming both seem misplaced in this ERG/EC Draft Document.

GENERAL COMMENTS

Past experience of applying remedies
Assuming that one important objective of the ERG/EC Draft Document is to provide practical guidance to National Regulatory Authorities (‘NRAs’)  when discharging their duties under the new Regulatory Framework, then it is astonishing that virtually no reference is made to past experience of regulation in practice, both good and bad.  Although there is reference to a ‘stocktaking exercise’ by national regulators to produce the list of ‘competition problems’
 in the ERG/EC Draft Document, no attempt appears to have been made to draw lessons from the past in order to improve regulatory practice in the future. Vodafone has more general concerns about the absence of ‘feedback loops’ in ex ante regulation so that regulators can learn and improve over time
.  Yet the basic objectives of the new Regulatory Framework - constraining the exercise of market power and promoting infrastructure competition and investment - are not new to this sector. Regulators have been attempting to apply remedies to secure these objectives for many years. The record is, at best, mixed. It is disappointing to find that no attempt is made to determine why this is the case.  Nor is any serious consideration given to what conditions are necessary for success in the future. 

Vodafone believes that the ERG/EC Draft Document needs, but currently fails, to address the following questions:

· the ‘promotional’ role of NRAs in facilitating entry and investment requires a degree of foresight and market information which regulators have not been able to acquire in the past
. How are NRAs to avoid the error costs and inefficient investment which result from inappropriate pricing signals? How are NRAs really to judge access pricing so as to set efficient incentives?

· the ERG/EC Draft Document suggests that regulators can ‘sit above’ the market and set clear criteria for investment, allowing firms to ‘climb the investment ladder’. Regulation cannot be ‘neutral’ – doing nothing has an impact. NRAs sit ‘in the market’ and are subject to conflicting pressures from entrants and incumbents on which they generally have insufficient information to adjudicate. How, in these circumstances, do they avoid the slide from ‘promoting competition’ to ‘overseeing entry’ to ‘protecting entrants’?  How does regulation remain credible and consistent in the face of such real world pressures? 

· much regulation in the past – particularly in the area of access pricing which is a key focus of the ERG/EC Draft Document – has, with the benefit of hindsight, simply involved ‘rent shifting’ or ‘business stealing’ between firms rather than any enduring consumer benefit
. How do NRAs avoid such activities in future? 

· how do NRAs judge, ex ante, the returns required to stimulate investment?  Vodafone commented on the difference between ex ante and ex post returns in previous submissions to the ERG
.  This fundamental and critical issue is not adequately addressed in the ERG/EC Draft Document’s discussion of investment incentives
.

· few markets in the communications sector are either monopolies or perfectly competitive, as the ERG/EC Draft Document appears to envisage.  In practice many are oligopolies with barriers to entry – a number of competitors within a market characterised by economies of scope and scale.  Is the regulators’ role to ‘hold the ring’ or to promote more entry in such circumstances? Is vertical leveraging a concern in oligopolistic markets? The ERG/EC Draft Document provides little guidance on such real world challenges.  

There are many other practical questions that could be listed, but our essential point is that the ERG/EC Draft Document as currently drafted specifies an approach for a type of regulation of which there is no evidence in practice. Rather than assume that regulators can acquire the kind of perfect foresight which would be required to wield the remedies in the manner described, the ERG/EC Draft Document should be drafted with a much greater recognition of the difficulties which regulators face in practice. Guidance on the application of remedies needs to be adapted to those wielding them.

First mover advantage not a competition problem

The ERG/EC Draft Document proposes three types of situation in which ‘competition problems’ are expected to arise
. The first is a market with an SMP firm and significant structural barriers to entry which are likely to preclude infrastructure competition. The second is a market without structural barriers to entry where an incumbent SMP firm can nonetheless attempt to prevent entry and where such conduct therefore needs to be constrained and/or entry promoted. The third, however, appears to be a situation in which there is neither an SMP firm nor barriers to entry. There is simply first mover advantage. 

It appears to Vodafone that in this latter situation the threshold tests of the new Regulatory Framework are not satisfied. No dominance is found – otherwise this would be the second type referred to above – and no entry barriers exist (no mention is made of the need to access essential inputs in related wholesale markets). Firms have legitimately secured competitive advantage in new markets. We do not accept that ‘first mover advantage’ can be properly regarded as an ‘adverse effect’ in the way the ERG/EC Draft Document currently suggests
 and this in any event appears inconsistent with the document’s discussion of emerging markets in which it is recognised that ‘emerging markets should in almost all circumstances be governed only by the application of general competition law’
. This third ‘type’ of competition problem appears to sidestep this threshold. We suggest that it be deleted – or clarified to apply only in very tightly defined circumstances such as where the SMP firm has control of essential upstream facilities. 

Too few remedies

The ERG/EC Draft Document reveals again that the new Regulatory Framework provides national regulators with too few tools. The document identifies 27 ‘competition problems’ and concedes that there are in effect 3 remedies available to regulators when addressing wholesale markets
. These are:

· non-discrimination (generally accompanied by transparency and/or accounting separation)

· access obligations without price controls

· access obligations with price controls

The other ‘remedies’ – cost accounting, transparency – prove to be supplemental to these three.

It is implausible to suggest that these three levers can be relied upon to produce ‘proportionate’ responses to the range of challenges which regulators will face in these markets. This again points to the need for the ERG to invest significantly in alternative remedy design. Vodafone has already made  submissions to the ERG on this issue.

The ERG/EC Draft Document continues to ignore the impact of ex post competition law upon the incentives which SMP firms face
 - another point on which Vodafone has previously made submissions to the ERG. The document reaffirms previous Commission guidance that the market definition stage of the process will determine the adequacy or otherwise of competition law.  It is hard to see how the inadequacy of competition law could derive from difficulties in defining markets appropriately or finding dominance within them – since the approaches adopted for doing so are intended to be aligned. Inadequacy must therefore arise, at least on some occasions, from the inappropriateness of ex post remedies in deterring abuse or promoting competition
.  Yet it is difficult to see how this can be determined prior to any consideration of the ex ante remedies available to regulators or the objectives which regulators will have in either deterring or constraining abusive conduct or promoting competition. The selection of the appropriate objective is fundamental to the question of whether ex post or ex ante remedies are fit for purpose and is something on which this ERG/EC Draft Document, not the Relevant Market Recommendation, comments extensively. In any event, to say that ex ante remedies may supplement ex post is not to say that ex post deterrents can be completely disregarded or disapplied. On the contrary, a finding of SMP under the new Regulatory Framework is likely to bring ex post competition law incentives sharply into focus in the minds of the firms concerned. Ex ante remedy selection should explicitly recognise this. We suggest both that this issue is properly considered in the ERG/EC Draft Document and that regulators be required to expressly explain not only why ex post remedies are insufficient, but also how ex post incentives and ex ante remedies interrelate
. 

MOBILE SPECIFIC COMMENTS

As noted in our introduction, vertical and horizontal leveraging and single firm dominance are not issues which arise in competitive mobile markets. Our mobile-specific comments are therefore confined to the consideration of call termination, which has already been the subject of extensive debate in the mobile context. 

We have detailed comments to make in Annex 1 on the partial presentation of the current economic evidence on tacit collusion risks in the presence of two part tariffs which characterise the mobile markets of which Vodafone is aware. We believe that the literature is much more sanguine than the ERG/EC Draft Document suggests under such real world assumptions. We also consider refusal to deal to be an unlikely case in practice. Our comments are therefore focused upon, first, the characterisation of on-net/off-net price discrimination as a problem associated with call termination, which we consider simply misconceived, and with the consideration of ‘promotional’ remedies when setting termination rates to address excessive pricing concerns.

‘On net/off net price discrimination in mobile’

Vodafone strongly believes that the ERG/EC Draft Document is simply wrong to characterise on-net/off-net price discrimination as being a competition problem which results in foreclosure risks and for which ex ante remedies are required. The discussion which follows will show that this error serves to illustrate our concern that ‘leveraging’ concepts will be incorrectly applied by regulators who perceive interventions in wholesale markets as being a ‘less intrusive’ means by which to address ‘problems’ which, if they were to arise at all, would properly require intervention in the retail market. The new Regulatory Framework contains a proper bias towards intervention in wholesale rather than retail markets. But this will only function properly if leveraging is not misapplied to link issues which are in fact wholly unrelated. The consideration of ‘on net/off net price discrimination’ under the ‘call termination’ heading in the ERG/EC Draft Document provides an example of such an error.

The argument presented in the ERG/EC Draft Document is the well known one that smaller networks will incur relatively higher costs because they send proportionately more traffic off-net and that larger networks will send proportionately more traffic on-net and enjoy lower costs as a result. On-net/off-price differentials on the part of so called incumbents are then supposed to exacerbate this traffic and cost imbalance, delivering unmatchable competitive advantage to the larger network and ultimately tipping the market. The suggestion is that this is most likely to occur in the mobile market, although again we see no reason why this should be the case
.

This argument ignores the simple fact that smaller networks can be expected to both send and receive more traffic off-net than the larger operators because of their smaller customer base. It is the magnitude of the resulting interconnection deficit or surplus which determines the relative competitive position of the firm. There is no a priori reason to suppose that smaller operators will have a greater or smaller off-net interconnection deficit or surplus than a larger operator. The precise balance of traffic between networks will depend upon customer profiles, the competitive positioning of outbound services and a variety of other factors.

A small network with an equal proportion of calls sent and received off-net can be expected to have proportionately greater off- net costs than a larger operator, but also to have proportionately greater termination revenues. These termination revenues can then be used to recover fixed costs, allowing the smaller network to price its own on-net or off-net services to match the larger operator. Whether the smaller operator needs to compete more aggressively on on-net or off-net prices will depend upon particular market characteristics, but there is no a priori reason to suppose that smaller networks will be foreclosed simply because on-net/off-net price discrimination is observed in the market
.

In arguing this, Vodafone would also refer the ERG to their own practical experience. Although the ‘competition problems’ are said in the ERG/EC Draft Document to be taken from a ‘stocktaking’ exercise on the part of the national regulators, Vodafone is aware of only one (as yet unresolved) example of a smaller mobile operator complaining that on-net/off-net price differentials are foreclosing the market
. Here the ERG has evidence of almost ten years of competition between mobile networks of significantly different sizes. This is not a matter on which regulators need to speculate.

Furthermore, it is difficult to understand the ERG/EC Draft Document’s claim that the foreclosure problem as presented in the document would be remedied by ‘[termination] prices at cost-orientated levels
’. If the problem really is price discrimination accompanied by asymmetric network size and consequent traffic distribution then setting termination rates at cost-orientated levels does nothing to resolve an issue which has its origins in retail price behaviour
.

There are three other important points to make in this context. The first is that Vodafone is aware that some fixed operators have complained about margin squeezing
. This (which Vodafone also contends is also wholly misconceived) is quite different to the one described here and we see no connection between the two.  

Second, on-net (or indeed off-net pricing) may give rise to conventional concerns about predatory pricing in the retail market and ‘classic monopoly behaviour’. This is, however, very unlikely when there are competing mobile operators which compete across the full range of outbound services. Targeted cross subsidies or predation would be very difficult to execute in such circumstances. Even if it were plausible, this is a quite different concern to that proposed in the ERG/EC Draft Document and has little if anything to do with call termination or the remedies associated with call termination. 

Third, it is possible to envisage that concerns about allocative efficiency may arise in relation to on-net/off-net price discrimination. Again, these are quite different from the concerns about foreclosure suggested in the ERG/EC Draft Document and are relevant to a consideration of retail price remedies under single market dominance rather than a discussion of call termination. While cost-based termination charges might reduce allocative inefficiencies as between on-net and off-net calls, there is no reason to suppose that it would eliminate them and it is hard to consider it a proportionate response to the problem. Further, it is wholly arguable, as the ERG/EC Draft Document itself recognises elsewhere, that such discrimination is welfare enhancing
.  

In summary, Vodafone believes that the characterisation of on-net/off-net price discrimination as an exclusionary competition problem is misconceived. The relevant paragraphs should be deleted altogether from the ERG/EC Draft Document. If predatory pricing by SMP firms is a concern, then those issues should be addressed directly rather than attempting to link them, quite erroneously, to the call termination market.

Symmetry in mobile termination rates

The ERG/EC Draft Document’s discussion of ‘symmetry’ in setting termination rates is an example of the way in which objectives face in two directions
. The task of constraining market power becomes one of ‘promoting’ competition which in turn becomes one of  ‘protectionism’. No proper distinction is made in the ERG/EC Draft Document to the distinction between the objective of ‘promoting competition’ and the provision of entry assistance. Yet the two are not the same. Rigour in this area is a critically important test for the new Regulatory Framework.

Whilst Vodafone recognises that remedies for some ‘competition problems’ may be properly directed at promoting or assisting entry, Vodafone contends that that cannot be a proper objective in the case of remedies for call termination. Call termination is not a problem characterised by barriers to entry
, and so such ‘promotional’ objectives are wholly misplaced in this case. The ERG/EC Draft Document itself recognises this by describing the ‘effect’ of excessive pricing as being ‘negative welfare effects’ and allocative inefficiencies
. No reference is made to ‘foreclosure’ in the context of ‘excessive pricing’ – and rightly so. It is very difficult to see how the setting of asymmetric termination rates between firms will alleviate the allocative inefficiencies associated with the problem that has been identified. Since they will not – and no foreclosure problem is associated with excessive pricing – it is quite wrong to pursue ‘entry assistance’ through the regulation of call termination.

Vodafone believes that an important advance in the new Regulatory Framework is that the traditional asymmetric treatment of termination
 under which it was suggested that large operators had SMP but small operators did not has been removed.  In the past this had meant that regulators were not able to address termination rate pricing by smaller operators, although some attempted to do so indirectly. In any event, the Commission’s Relevant Market Recommendation now makes it clear that if concerns arise about market power in call termination, then these concerns apply to all firms, irrespective of size
. In other words, if the objective is to constrain the exercise of SMP, that objective implies the equal treatment of all firms providing the same call termination services.

Although Vodafone continues to believe that in the case of termination in mobile markets, which are competitive, the Commission is wrong to characterise these concerns as being about ‘dominance’ or SMP,  we strongly agree - as do most commentators - that any analysis of call termination, however characterised, should be applicable to all firms, irrespective of size. The new Regulatory Framework has therefore made an important advance in the proper understanding of the call termination issue.

However, this then means that regulators find themselves in the position of having to declare all operators as having SMP in call termination and to apply remedies accordingly. Experience to date suggests that regulators remain very reluctant to do so and that, despite finding all firms as having SMP, regulators want to try to ‘support’ particular interests through the application of asymmetric remedies. It is at the remedies stage that the ‘promotional objectives’ of regulators overwhelm those of constraining market power. Vodafone believes that this is wholly inappropriate
.

There are efficiency arguments as well. It is generally accepted that, aside from considerations such as different allocations of radio frequencies and different technology options
, efficient price controls for termination rates would involve the setting of a single ‘symmetric’ charge for all mobile operators competing on the same market. The same would apply to fixed operators competing on the same market. Debate can be had as to what the appropriate ‘efficient benchmark’ should be, but it is generally recognised that all firms should be set a common target which disregards, for example, the impact of scale or market share. This is consistent with the view that competitive markets set market prices against which all firms compete. Superior efficiency may then allow some firms to capture profits at the market price and inefficiency may mean that some firms incur losses at the same price. Both have proper incentives to improve productive efficiency as a result.

Any departure from this principle which allows individual operators to charge different termination rates amounts to a form of entry assistance. This is particularly problematic in the case of termination rates between competitors on the same market (between mobile operators or between fixed operators, as opposed to fixed to mobile or mobile to fixed rates) because it means that efficient operators are being required to cross subsidise the relative inefficiency of their competitors. This dampens the incentives on all operators. 

The ERG/EC Draft Document itself appears to recognise the difficulties in justifying termination rate asymmetry for any period of time
. It presents a variety of arguments before concluding that the critical consideration is how long such asymmetry is sustained. This, again, suggests that insufficient attention has been paid to past experience.

The reality is that regulators have – wrongly in Vodafone’s view tolerated termination rate asymmetries in the mobile market for many years, and Vodafone’s research suggests that such asymmetries are widening (in both mobile and fixed) rather than narrowing. No reference is made to this fact, nor any consideration given as to how the trend might be reversed many years after entry has occurred. Experience shows that once ‘entry assistance’ is provided it becomes very difficult to withdraw and very easy to supplement. The ERG/EC Draft Document makes no firm proposals to address this.

Vodafone urges the ERG to give this matter further consideration. In many respects the treatment of call termination will be a litmus test for many of the concepts detailed in the ERG/EC Draft Document. The new Regulatory Framework rightly suggests that it is an issue of market structure which applies with equal measure to all firms within that market. Yet the selective application of remedies by regulators in the light of that conclusion threatens to reverse those gains in understanding and simply to revert back (or indeed extend) the old practices of market management which shelter under the guise of ‘promoting competition’. 

For further information please contact:
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ANNEX 1: DETAILED COMMENTS 

Below we make detailed comments on the ERG/EC Draft Document insofar as they have not been dealt with in the substantive part of our submission.

p. 13: see main submission – the discussion of ‘first mover advantages’ needs to be clarified and amended.

p. 15: 
the suggestion that access prices should be higher when competition is unlikely to develop so that incumbent has ‘incentives to maintain and upgrade its network’ is disturbing. The implication being that where infrastructure competition is possible, then a price test should be applied which might preclude incentives to upgrade. ‘Promoting competition’ via access price setting should not involve ‘punishing’ the SMP firm or engaging in ‘rent shifting’. 

p. 16: 
the description of the problems and remedies under the ‘termination’ section need to be reconsidered in light of our comments in the main submission.

p. 20:
the guidelines mention that where there are different appropriate measures, the least onerous must be chosen and that the associated costs must not be disproportionate. No guidance is given how NRAs should implement this. The ERG/EC Draft Document contains no serious or consolidated discussion about the costs of remedies and this issue should be better addressed. 

p. 21: we contest the assumption that the question of whether abuses can be remedied by competition law ‘have already been screened out’ under the market definition process. See main submission.

p. 23:
the ERG/EC Draft Document refers to barriers to entry, but it does not distinguish between the origins of these barriers. Many barriers to entry, such as economies of scale, are a result of competitive activity and what the ERG/EC Draft Document refers to elsewhere (p.16) as ‘efficient behaviour’. The ERG/EC Draft Document needs to distinguish more carefully between ‘deterring abusive conduct’, ‘promoting competition’ and ‘neutralising barriers to entry’. Each of these imply quite different approaches and insufficient attention is given to these differences throughout the ERG/EC Draft Document. 

p. 23: what is meant by the term “incumbents”? This is a pejorative term. Does it refer to the former fixed monopolists, or does it refer to any operator already present in a market? This is the first instance of many where there is a pejorative use of the word incumbent in the ERG/EC Draft Document and we ask for the language to be clarified. 

p. 23:it is stated that there is very limited scope for NRAs to address structural barriers. However, this seems to contradict all measures described later in the guidelines that are precisely aimed to address such structural barriers (e.g. by neutralising economies of scale via access price setting). The whole discussion of margin squeezing in the Annex to the ERG/EC Draft Document illustrates this.

P. 24:
the guidelines describe textbook monopoly behaviour which leads to excessive pricing, the provision of low quality and inefficient production. This focus on monopoly markets is symptomatic for the guidelines, but it offers no guidance for markets which are oligopolistic in nature.

p. 31: Vodafone welcomes the characterisation of the detriment on call termination as being an issue of ‘allocative inefficiency’. This accords with Vodafone’s view, but is not the basis upon which many regulators have set remedies (cf. the UK Competition Commission’s consideration of social justice considerations in setting a ‘fair’ (as opposed to an efficient) charge). Given the focus upon allocative efficiency, it is troubling to find that the ERG/EC Draft Document so readily dismisses Ramsey pricing, which is generally regarded as being the appropriate means by which to set prices for allocatively efficient cost recovery.

Further, Vodafone would argue that attempts to improve allocative efficiency are by their nature more difficult and more finely balanced than attempts to prevent foreclosure of markets. We believe that the ERG/EC Draft Document should recognise that when the same remedies are used to address different ‘effects’ they may be subject to different standards. Attempts to address allocative inefficiency are in our view the most difficult interventions of all – and those most likely to do as much harm as good (as compared with interventions which focus upon productive efficiency or foreclosure concerns). It is for this reason that ex post interventions to remedy allocative inefficiencies (e.g. classic market/aftermarket cases) are very rare. The ERG/EC Draft Document needs to give these issues greater consideration. An appropriate place to do so would be to extend the discussion on p. 44/5 to take this into account.

p. 40
a key constraint upon tacit collusion is two part charging, which is present in many mobile retail markets. This has been addressed in the literature on mobile to mobile bi-lateral rate setting (e.g. Laffont/Tirole and in the Valetti paper commissioned by the Commission) and needs to be properly referenced here.

p. 41: the characterisation of the call termination ‘excessive pricing’ problem is inadequate in Vodafone’s view because it implies that firms can simply raise termination rate prices uni-laterally. A proper examination of the issue, as Tommaso Valetti and Jordi Gual have both recognised
, requires an appreciation of the ‘two sided market’ in which mobile operators provide complementary inbound and outbound services. Vodafone contends that, in such circumstances, there remains the prospect of ‘allocative inefficiency’ and a rationale for intervention, but Vodafone strongly contends that the ‘problem’ is not properly characterised as being one rooted in ‘market power’ in the sense that competing firms in this two-sided market cannot and do not act independently of their competitors. 

It is thought to be likely that the negative effect from an increased call termination price will outweigh the positive effects in particular for fixed network subscribers. See above for our comments on the difficulties in determining whether interventions do improve allocative efficiency (particularly in the presence of network externalities, to which reference appears to be being made here).

p. 42: see main submission for a detailed discussion of the misunderstanding of price discrimination in this section.

p. 42:  as noted in the main submission, we believe that the discussion of first mover advantage needs to be revisited. First mover advantage should not be characterised as ‘raising rivals costs’.

p. 51: this provides an example of the dangers of ‘remedy creep’. The commentary jumps from one remedy to another, concluding that ‘there is no way to say a priori which combination or combinations would be appropriate’. 
p. 52: 
caution is required when using benchmarks from ‘comparable competitive markets’. Such a benchmark should only be undertaken in exceptional circumstances when developing a proper cost-model would clearly be disproportionate and only when there is a sufficient sample size of comparable markets available where the appropriate analysis has been performed.  The difficulties with benchmarking are well known and it should be regarded as a last, not first resort.

p. 61/62: an NRA is required to assess how much potential there is for infrastructure competition. The advice that this assessment should partly be based on “the general sentiment of the market” which gives the impression the assessment will be very subjective and regulators will be vulnerable to rent shifting claims. Furthermore, it is unclear how many networks will provide for ‘sufficient’ competition – as noted above the ERG/EC Draft Document gives little practical guidance on the treatment of oligopolistic market structures which actually characterise most markets in this sector.

p. 63:
what does maintaining a ‘neutral stance’ in the face of uncertainty about the prospects for infrastructure competition actually mean? What does a ‘vigorous’ policy of neutrality mean? As we argue in our main submission, regulators cannot be ‘neutral’.

p. 68: 
there are real difficulties with this proposal on cost-based prices. It implies that there is some objective ‘cost-orientated’ test and that firms can be held responsible for any departure from it ex post. In fact, it is a highly contested and controversial matter and firms should not be penalised subsequently if regulators have chosen ‘for reasons of expediency’ not to specify what test of behaviour is to be applied (and operators have not had an opportunity to challenge such a test). The appropriate test should remain an ex post ‘excessive pricing’ test, in which case it is difficult to see why any further ex ante intervention is required.

More generally, Vodafone has concerns about ‘incentive based’ remedies which impose penal sanctions upon firms. This is reasonable if laws are contravened (as in the case of fines under competition law), but is more problematic if regulators are setting tests as matters of policy (in relation to tests to promote competition) rather than law (where ex post competition law already deters abuse). Experience suggests that the thresholds tests can change dramatically over time and that the ‘legal certainty’ which the ERG/EC Draft Document proposes is in fact often absent. Penal sanctions in such conditions of uncertainty are inappropriate.

p. 74: Vodafone profoundly disagrees that First Mover Advantage requires intervention as a separate case from dominance, as implied by the last sentences (see p.13).

p. 81: This general discussion of pricing principles appears ill-suited to this ERG/EC Draft Document. It is better suited to a PIB (appropriately redrafted) or to an annex. Cost methodologies cannot be adequately addressed in the 3-4 pages that are accorded to it here. The ERG/EC Draft Document’s consideration of the issues is simplistic and cursory. For example, ‘ramsey prices’ is not a cost methodology comparable to LRIC or ECPR and should not be presented as such. It is a means of recovering fixed and common costs across multiple services.

p. 84: Vodafone’s position on Ramsey pricing is well known: we simply do not accept that it ‘can be regarded as ‘practically unfeasible’. Even if it is, there must be some discussion of the inefficiencies which arise as a result in the presence of the very substantial fixed costs which characterise the mobile industry – particularly given the ERG/EC Draft Documents’ proper focus on allocative efficiency and its characterisation of this as the principle detriment in call termination

p. 85: there is no consideration of externalities as being a possible reason for non cost reflective price setting (nor how such externalities might be computed by regulators)– despite an imprecise reference to the legitimacy of the concept on p.41

p. 87:
Vodafone has difficulties understanding the last paragraph on investment incentives. Product specific risk is difficult, if not impossible to measure. As noted in our main submission, we also believe that regulators need to take into account ex ante rather than ex post risk. More generally, the ERG/EC Draft Document appears to anticipate that the approach envisaged to  ‘emerging markets’  will allow firms to enjoy supernormal returns in the early phase of market development, but that regulators may need to step in subsequently if single firm SMP concerns arise (see, e.g., p. 72 ‘the elapse of time should allow the investor to make an adequate return’ [before intervention]. In practice, however, firms generally incur losses at the early stage of the product life cycle (as they price to penetrate the market and stimulate adoption), so the critical consideration in the investment decision is not forbearance at the prematurity phase of the market, but the approach adopted by regulators in maturity (when firms would normally expect to recover the majority of their costs and profit).  The ERG/EC Draft Document appears to make no reference to such ‘investment lifecycle’ considerations. 

p. 113: see main submission for detailed comments on this section.

p. 116:  why is there a text box on international roaming? It is not considered in the context of the overall schema of ‘competition problems’ – into which category does it fall? The inadequacy of competition law remedies in international roaming is not demonstrated yet and the discussion itself is ambiguous and unhelpful in terms of providing guidance to regulators. We suggest that this be removed altogether from this ERG/EC Draft Document (we note it is subject to further consideration by the ERG later in 2004 as part of its workplan).

ANNEX 2: COMMENTS ON IRG PRIUNCIPLES OF IMPLEMENTATION AND BEST PRACTICE ON MOBILE CALL TERMINATION

On 20 November 2003 the IRG published its “Principles of Implementation and Best practice on the application of remedies in the mobile voice call termination market”. Subsequently the ERG/EC has published the ERG/EC Draft Document. The relationship between the two is unclear – in many cases they address similar issues. The IRG should, in Vodafone’s view, withdraw the PIB.

Vodafone has already presented certain comments to the IRG on the ERG/EC Draft Document. There are:

· the PIB ignores the entire bi-lateral negotiation literature when discussing off-net mobile to mobile arrangements. We note that the ERG/EC Draft Document characterises these bi-lateral relationships as being a potential ‘problem’. As Vodafone has argued on previous occasions
, we consider bi-laterals, under appropriate conditions, to be part of the ‘remedy’ rather than part of the problem. We urge that the IRG and the ERG consider this further.

· the IRG paper refers to ‘charges above the competitive level’ failing to maximise social welfare  and suggests that the IRG thinks ‘MT charges should be set at a competitive level’ (page 13 of IRG Document). We submit that in the literature on externalities it has been accepted that welfare maximising prices may be above ‘competitive level’. The PIB fails to consider this fact.

· footnote 31 on page 19 of the IRG Document is incomprehensible.

· the paper makes some serious, yet simplistic, allegations about dominance in mobile call termination facilitating ‘price squeezing’ in ‘the VPN market for non-residential users which are unsupported by facts. No attempt has been made to carefully address the detail of the issue. This issue is currently the subject of investigation by a number of competition authorities, including the European Commission’s own Competition Directorate. The IRG should as a matter of principle ensure that PIBs do not prejudge any formal proceedings which are outstanding. If they are to do so, the PIB should contain an underlying analysis (on which Vodafone would wish to comment extensively).  

· Vodafone disputes statements (on page 16 of the IRG Document) that fixed operators are disadvantaged by the fact that they pay more to mobile operators than they receive from them. Is the IRG advocating symmetry of payments between the mobile and fixed? There is no evidence that this would be an efficient outcome. 

· page 16 of the IRG Document also contains the suggestion, repeated in the ERG/EC Draft Document, that high call termination charges will  foreclose the mobile market to entrants.  Our comments in the main submission to the ERG/EC Draft Document apply with equal force in this context.

· neither in the PIB nor in the Remedies Guidelines is there any consideration of error costs. There is no consideration of the impact of intervention in raising outbound mobile prices and whether the welfare gains overall are material or not. The implicit assumption is that computing ‘cost reflective prices’ is a straightforward and uncontroversial undertaking. This is irresponsible as well as manifestly wrong. Even if NRAs conclude that they must intervene, they must consider the risks of error cost and a PIB which adjudicates between remedies must make proper reference to them.

· the IRG Document gives no supporting evidence for the assertion on page 26 that retail prices are not at effectively competitive levels. Again, if this is the case then action may be required on the retail market, rather than this simply be used as a means for discarding particular remedies in the wholesale market. Regulators cannot in our view apply different threshold tests in different market reviews. If a market is sufficiently competitive for no finding of SMP to be in the access and origination market, then ‘insufficiency’ of retail competition cannot properly be used to justify rejection of particular remedies in call termination
. 

· Vodafone strongly opposes the simplistic consideration of termination rate asymmetry on page 27 of the IRG Document.  Again, our comments in the main submission of this paper address this.

� See p.27


� Vodafone expects to publish further work on this subject shortly.


� The document rightly notes: ‘In a dynamic innovation driven market with the constant potential for disruptive technologies emerging, it is often impossible to predict with any degree of confidence the likely direction the market may take’,( p.62), but then provides no meaningful guidance as to what regulators should do, or not do, in the light this.


� Action on ‘excessive pricing’ concerns in fixed to mobile call termination illustrate this point – in some markets this has resulted in a redistribution of margins between fixed and mobile operators, but little or no change in retail prices faced by consumers. 


� ‘Public Call for input on regulatory remedies – comments by Vodafone’, July 2003


� p.85


� p.13


� see p. 42 ‘If first mover advantages are strong, they can lead to foreclosure of the retail market’


� p.69


� p.47-52


� Vodafone remains of the view that the interplay between ex ante and ex post approaches to market power continues to be unresolved, as was the case in the SMP Guidelines and Recommendation. The document simply sidesteps the issue altogether by suggesting that it will have been addressed at a prior stage of the analysis.


� There is another possibility, of course, which is that ex ante interventions require a lesser evidentiary standard. The document’s references to presumptions about the incentives which SMP firms face make it clear that the authors believe that evidence of incentive is sufficient for ex ante measures, whereas many others would consider that evidence of both incentive and means would be necessary.


� For example, a ‘transparency’ obligation might facilitate detection ex post and therefore render ex post adequate without the need for further ex ante obligations. No serious consideration is given to such combinations in the document (‘it might help identify anti-competitive behaviour that could be dealt with by competition law’ p.47).


� There is ample evidence of on-net/off-net price discrimination in the fixed market over many years which is ignored. For the reasons we outline here, it is unsurprising that this has also rarely given rise to complaints of foreclosure of the kind proposed here in relation to call termination. There have been complaints in the context of SMP on the retail market (e.g. concerns about predatory pricing on the part of incumbent fixed operators).


� Vodafone has commissioned research from Professor Patrick Rey which endorses our views on this issue and which we expect to publish shortly.


� Vodafone understands that such a claim has been made by BASE in Belgium


� p. 119


� as the document itself appears to recognise in the subsequent paragraph on page 119 where it notes that ‘the SMP operator can still set an excessive termination charge externally and have at the same time low on-net retail tariffs that do not take into account the full costs of service’. There are two quite different and unrelated issues here: ‘excessive termination rates’ in the wholesale market (addressed on p.117/8) and the possibility of predatory retail pricing. Both are potential issues in certain circumstances, but they cannot be combined in the way that the document attempts to do.


� Reference is made to this in the IRG PIB p.15, where it is suggested that mobile operators price squeeze fixed operators in the MVPN market. This appears to be a different ‘foreclosure’ concern than that identified in the document because it is not the relative size of the networks which characterises the foreclosure issue but the relationship between on-net retail prices and mobile termination rates. A proper analysis of these claims (not undertaken by the IRG) demonstrates that fixed operators do not compete in the MVPN market (which involves the provision of a bundle of services, not a single service) and that on-net prices are driven by inter-mobile competition on that market  not by the fear of entry on the part of fixed operators.


� As we note in Annex 1, Vodafone generally welcomes the recognition that ex ante regulation concern itself with allocative and productive efficiency – Vodafone has long argued that this is the only rationale for intervention in mobile call termination. Whether remedies can significantly improve allocative efficiency – in the absence of other objectives such as promoting competition (which may not apply in the case of call termination)– is in Vodafone’s view highly debateable. Proper concerns about allocative efficiency are also very hard to reconcile with the document’s dismissal of Ramsey pricing – another subject on which Vodafone intends to publish further research shortly.


� p.115-6. The section is also badly drafted and confusing. It suggests that smaller operators may have high unit costs at low volumes but that attempts to recover those costs may place them at a commercial disadvantage so they should not be forced to. However, it then suggests that smaller operators be allowed to charge higher rates than larger operators ‘to promote competition’, the implication being that higher termination rates work to their commercial advantage (which Vodafone believes to be the case). 


� Unlike, for example, conventional uni-lateral access pricing issues where downstream rivals are buying inputs from upstream suppliers.


� p. 31


� Prior to the new Framework, firms with 25% of the national market for interconnection generally had obligations, those with less did not. There was no obvious reason why this should be so – as the document itself recognises there are in fact arguments to suggest that smaller networks can exercise greater power inn termination rate setting than larger networks if customers are unable to distinguish between the networks they call. The new Regulatory Framework rightly recognises that call termination is an issue for all networks, irrespective of size, although Vodafone believes that it is wrong to characterise the issue as being one of ‘dominance’. 


� Absent countervailing bargaining power, which is recognised by the Commission in the Relevant Market Recommendation but on which they do not appear to place great reliance.


� Vodafone has commissioned research from Professor Stephen Littlechild, which endorses our views on this issue and which we expect to publish shortly.


� Vodafone has disputed the magnitude of cost differences which arise because some mobile operators are allocated, for example, 900 MHz frequencies whilst others hold 1800 MHz frequencies, but we recognise that such differences are relevant to the setting of efficient price controls.


� ‘NRAs will have to formulate expectations about a reasonable period of time until when prices may become regulated…’ p.116. A ‘reasonable period of time’ has long passed in most European markets.


� cf. Valetti, ‘Termination Charges: an economist’s view’, paper to London Business School 25 February 2003 in which he rightly says that fixed to mobile calls represent ‘competitive bottlenecks’ which have ‘nothing to do with SMP’. It is baffling that the ERG document makes no reference at all to Professor Gual’s excellent paper, itself commissioned by the Competition Directorate of the European Commission and subsequently published as ‘Market definition in the telecoms industry’, CEPR Discussion Paper No. 3988, July 2003 


� see Vodafone comments to ERG, July 2003


� As, for example, the UK Competition Commission attempted to do when arguing that Ramsey price setting in wholesale markets was not justified because the outbound market was not sufficiently competitive to produce Ramsey outcomes. If the outbound market is competitive for other purposes, then it should be considered competitive for the purposes of devising remedies in wholesale markets. This is a good example of the application of consistency which the ERG/EC paper advocates in other contexts.
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