[image: image3.wmf]
Draft joint ERG/EC approach on appropriate remedies in the new regulatory framework

· Wind Telecomunicazioni comments –

Rome, 19 January 2004




Draft joint ERG/EC approach on appropriate remedies in the new regulatory framework
- Wind Telecomunicazioni comments -

CONTENTS:

3Introduction

General remarks
3
On the aim of ex-ante regulation
4
On the wholesale product/services price determination
4
On service-based and infrastructure-based competition
4
On incentive compatible regulation
4
On price discrimination in mobile markets
5
1
Generalisation of competition problems
6
2
Remedies available
7
Welcome clarification on retail obligations
7
Obligations v. Remedies
8
3
Principles to be applied by regulators in choosing appropriate remedies
9
3.1
Reviewing the cost causality principle
9
3.2
Incentive compatible remedies
9
3.3
Emerging markets
11
Defining emerging markets
12
Classifying an emerging market as “relevant”
13
Proposed remedies
13
4
Application of remedies to competition problems
15
4.1
A methodological approach on the imposition of remedies
15
Linking the competitive criteria listed in the SMP Guidelines to the imposition of remedies
17
Vertical leveraging market constellation
18
Horizontal leveraging market constellation
19
Single market dominance dimension
19
The structured approach, a practical application
20
4.2
Imposing remedies in order to prevent abuses of market power in retail markets
26
Vertical leveraging
27
Single market dominance
29
4.3
Mobile call termination
30
Treatment of new entrants
30
Treatment of network externalities
33
Price Discrimination
34


Introduction
Wind Telecomunicazioni S.p.A. (“Wind”) welcomes the opportunity to offer its views on the ERG/EC consultation document on the approach on appropriate remedies in the new regulatory framework (“consultation document” or “ERG/EC document”). Wind sees regulatory remedies as the cornerstone of the future application and enforcement of the New Regulatory Framework (“NRF”) and therefore strongly supports the development of a position document in order to provide stakeholders and NRAs with the necessary guidance to build a harmonised regulatory context throughout the EC.

In this document, we will first make some general remarks on the consultation document, noting in particular the importance of a number of statements and clarifications for purposes of improving legal certainty and reducing potential litigation, especially where divergent interpretations are possible. Secondly, we will address each chapter of the consultation document and present our proposals on those issues that we consider to be the most important.

General remarks

The ERG/EC document provides a valuable contribution to the question of the general approach that NRAs should take when imposing remedies on Significant Market Power (“SMP”) undertakings. In particular the ERG/EC document will contribute to the development of a consistent approach on the imposition of remedies across the EU, ensuring the coherent respect of the principles of appropriateness and proportionality in imposing remedies. The consultation document approach strikes the necessary balance between the conflicting requirements of flexibility and harmonisation inherent to the regulatory package. In this respect, rather than recommend a “set of remedies” for each individual relevant market; the ERG/EC document proposes clusters of remedies, deemed to be proportionate and appropriate to address the competitive problems arising in different market constellations (depending on market conditions of technical, legal and economic nature).

In addition, Wind maintains that the document correctly addresses a number of more specific but nonetheless very important issues. We consider it essential that the following statements remain unchanged in the final version of the document:

On retail obligations

“It is clear that the obligations available in the Access Directive may, if appropriate, be available for application at the retail level. Since the wording of Article 17(2) is deliberately non-exhaustive, the specific retail obligations are not limited to but may include requirements that the identified undertakings do not charge excessive prices, inhibit market entry or restrict competition by setting predatory prices, show undue preference to specific end-users or unreasonably bundle services.”

On the aim of ex-ante regulation 

“Ex ante regulation should aim at eliminating the incentives for incumbents to exercise their market power and, where possible, to eliminate their market power altogether, thereby decreasing the likelihood of anti-competitive or exploitative practices.”

On the wholesale product/services price determination

“In order to be able to correctly calculate the access price and for practical reasons to enable the offer to be taken up, NRAs might additionally impose obligations according to Art 9 and 11 AD (obligation of transparency including a reference offer and obligation of accounting separation). Where there are differences in costs due to wholesale specific costs being imposed on alternative operators only, it may be necessary to decide that such costs are also born (wholly or partly) by the SMP operator.”

“Initially, regulators may even decide to trade static inefficiency for the advantages of dynamic efficiencies resulting from intensified competition by setting the access price below costs. In particular in the presence of first mover advantages of the incumbent associated with high switching costs, entry might be considerably facilitated if the access price is set at a level allowing for these switching costs.”

On service-based and infrastructure-based competition

“Remedies will be designed to deal directly with the basis of the problems identified in the market analysis and to allow competition to emerge. Service competition based on regulated access at cost-oriented prices can be (and in general is) the vehicle for long term infrastructure competition. With this new entrants can decide on their investment in a step-by-step way and can establish a customer base (critical mass) before they go to the next step of deploying their own infrastructure. In those areas where infrastructure based competition is feasible, such interventions have as their long-term objective the emergence of self-sustaining effective competition and the withdrawal of regulatory obligations.”
 

On incentive compatible regulation

“As was argued earlier SMP firms are likely to have incentives (and a myriad of means) to attempt to frustrate emerging competition. The NRA can then become locked into a cycle of compliance monitoring and intervention. It would be preferable if the original remedy could be designed in such a way that the advantages to the regulated party of compliance outweigh the benefits of evasion. To be able to achieve this, the NRA must be able to make the penalty from non-compliance (and the probability of action) such that the regulated firm will comply voluntarily. Incentive compatible remedies are likely to be effective and to require a minimum of on-going regulatory intervention.”

“Were applicable, the NRA may consider imposing a requirement that where a reasonable request is initially refused but subsequently enforced by the NRA, the SMP player is required to pay a set amount per day to the aggrieved party for every day between the date the product should (reasonably) have been delivered and the date it was actually delivered.”

On price discrimination in mobile markets

“The problem of price discrimination to foreclose the market pertains mainly to the M2M situation. The incumbent operator(s) may foreclose the market by charging a high (above-cost) termination charge to other networks whereas implicitly charging a lower price internally. This leads to high costs for off-net calls for other operators at the wholesale level and thus to high prices for off-net calls at the retail level. On-net calls, on the other hand, are associated with lower costs and thus with lower retail prices. Such a price structure creates network externalities (‘tariff-mediated network externalities’ 33 ) and thus puts small networks with few participants at a disadvantage. The disadvantage is larger the higher the termination charge and thus the higher the difference between the price of an on-net and an off-net call is.”

Such statements and clarifications are in fact of fundamental importance for the achievement of a harmonised and well-designed regulatory practice throughout Europe. In the following, some of the above issues will be further discussed in the framework of more general remarks on the consultation document.

Finally we would like to say a word of caution as to the form and nature of the final document, which will be put together as a result of this consultation exercise.
It is our understanding that the draft joint document has been approved by the members of the ERG for public consultation. While it appears that Commission Services from DG COMP and DG INFSO were involved in the drafting of the document,
 and that its contents are based on a joint effort by the NRAs and the Commission Services,
 it also appears that “(t)he document does not necessarily reflect the official position of the European Commission”
 and that internal discussions continue on major issues.
 These statements already shed light on the underlying uncertainty as to the scope and nature of the document we are being consulted upon. They inevitably cast further doubts as to scope and nature of the final document to be issued.

The NRF sets out the requirements for cooperation between the NRAs and the Commission, with a view to ensuring consistent application of remedies. The legal basis in this respect is clearly Article 7 of the Framework Directive, which requires NRAs to seek to agree on the instruments and remedies best suited to address specific types of situations in the market place, in cooperation with the Commission.
 It is our view, bearing the letter and the spirit of this provision in mind, that those cooperation requirements would be best served by a Commission measure (be it a Recommendation or Guidelines), endorsing the common approach agreed upon by the ERG. 

From a systematic point of view, as the decision to impose remedies is the final step in a three-stage process, there seems to be no evident reason why the third (and most delicate) stage should be dealt with differently from the first two. These have already been harmonised through Commission measures, the Recommendation on relevant markets and the Commission SMP Guidelines. Given that NRAs shall identify the relevant market (stage 1) according to the Commission Recommendation and designate SMP operator(s) (stage 2) consistently with the Commission Guidelines, it is only coherent to expect that the application of appropriate remedies (stage 3) be set on the basis of a Commission measure, which shall endorse the common position agreed upon by the ERG.

Without a doubt, from a legal point of view, a Commission Recommendation would provide enhanced legal certainty and afford the relevant stakeholders with the essential degree of predictability. Further, it will guarantee a more harmonised regulatory approach across Europe, as opposed to an ERG common position, which, for the time being, could be arguably interpreted by the stakeholders as a “suggested” code of conduct that NRAs would use as guidance in their decision making practice.

Finally, a Recommendation would enable the Commission to monitor the consistent application of the NRF. This would be to the overall benefit of the key objectives of the NRF, i.e., promoting competition, contributing to the development of the internal market and promoting the interests of EU citizens.
 
1 Generalisation of competition problems

The classification framework proposed in Chapter 1 may prove a very useful and complete analytical tool. It achieves a very good trade-off in terms of simplicity, insight and detail.

We would however like to make some comments that that we consider useful.

The most relevant issue we feel should be clarified concerns the guidance NRAs should have when they analyse a given market. Wind maintains that once a given market is investigated, NRAs should examine the likelihood of anticompetitive problems based on vertical leveraging, horizontal leveraging and single market dominance behaviours. In fact, with the only exception being the case of termination, which is considered a separate market constellation, the other three market constellations are not incompatible each other (e.g. fixed access markets, where a former monopolist operator is still largely dominant).
Having established such a general point, we would further like to address some more specific points.

First, in the consultation document the term ‘competition problem’ refers to “any practice of the incumbent which is aimed either at driving competitors out of the market (or prevent them from entering the market) or at exploiting consumers”. Thus, a competition problem is essentially behaviour that is illicit and must be prevented. However, a wider meaning could also be attributed to the term in order to include other undesirable characteristics of market functioning that should be considered when designing remedies such as conflicting policy priorities (static and dynamic efficiency, equity, etc.) or anti-competitive effects of regulatory obligations (such as the regulatory squeeze that derives from affordability constraints to retail access prices). Obviously such competitive problems do not call for specific remedies to be imposed on SMP operators but should be taken into account by NRAs when assessing the market conditions in order to better foster competition in retail markets.

Second, the behaviours are based on “strategic variables” and produce “effects”. The ERG/EC document notes that the source of most competition problems is barriers to entry (whether structural, legal or regulatory), while “there is very limited scope for NRAs to address structural barriers”. Therefore such barriers play a limited role in the analytical framework. For example consumers’ switching costs are not analysed per se, but only with reference to behaviours that aim to raise them. However, structural factors and behaviours interact in producing effects, and the design of appropriate remedies to competition problems should consider the prevailing structural factors.

Third, while an effect can be caused by the interaction of multiple behaviours and structural factors, certain kinds of behaviour can have multiple effects, both on consumers and on competitors.

In the following section we will discuss an example based on this approach: we suggest that price discrimination can result not only in consumer exploitation, but also in entry deterrence because, in the presence of consumer switching costs the incumbent has incentives to discriminate in favour of those clients whose switching costs are lower, thus restricting competitors’ sales.

2 Remedies available

Welcome clarification on retail obligations

We are delighted that the consultation document clears out a significant concern in relation to obligations that can be imposed in retail markets. In our response to the July call for input,
 we urged further clarification in this regard, as the wording of the relevant provisions of the Universal Service Directive (in particular Article 17 thereof), read in the light of other provisions of the regulatory package, raised serious interpretative doubts. In particular, we argued that clarification was needed as to whether the regulatory controls listed in Article 17 of the Universal Service Directive were to be considered as the all-inclusive set of obligations that NRAs can impose or if, on the contrary, they were to be interpreted as the objectives to be pursued by means of appropriate remedies to be chosen by NRAs with no limitation other than the proportionality of the remedy with regard to the objective sought. We contended that the general obligations set out in the Access Directive could be imposed on undertakings having SMP in a given retail market.

At this point, the consultation document unambiguously makes it clear that the list of possible obligations mentioned in the Universal Service Directive is deliberately not exhaustive
 and that the obligations available in the Access Directive may, where appropriate, be available for application at the retail level.
 We very much welcome that this has become clear and we trust that the above clarification will remain in the final document. We expect that this will bring forward the effective enforcement of Article 17 and achieve, with specific reference to retail markets, the twin objectives of promoting effective competition whilst pursuing public interest needs.

Obligations v. Remedies

We feel that clarification is also needed with regard to the relationship between obligations and remedies. While the relevant provisions of the Access Directive (Articles 9 to 13) and the Universal Service Directive (Articles 17 to 19) only refer to “obligations”, throughout the consultation document both “obligations” and “remedies” are used, often interchangeably. 

The consultation document, read against the applicable provisions of the NRF, seems to suggest that each of the “general“ obligations set out in the Access and Universal Service Directives (transparency, non-discrimination, accounting separation, etc…) can be declined into a number of “specific” remedies. In other words, any given remedy would represent the detailed specification of one of the available obligations set out in the above Directives.

We support this interpretation and recommend that it be confirmed in the final document. This is far from being just a semantic concern. Clearing this ambiguity up would actually serve two objectives: first, it would ensure the consistency of regulatory practice across the EU, by allowing for a more straightforward cross-evaluation of the actual remedies imposed in different Member States; second, it would facilitate the maintenance of the overall system, with specific reference to adjustments which the NRAs may consider appropriate to introduce in between two subsequent market analyses. 

In the absence of a clarification on this point, we are in fact concerned that any fine-tuning of already imposed remedies might be opposed on the ground that no change to an existing obligation is allowed, unless and until the outcome of the next market analysis requires it. In this regard, we believe that valuable indications can be taken from UK practice, where the application of the imposed requirement (“condition”) is given the necessary flexibility by a “catch-up” clause providing that the designated operator shall comply with any direction the NRA may make from time to time under that condition.
 In our view, this solution complies with the requirements of legal certainty and predictability, in so far as it unambiguously sets out the applicable “general” condition and the “specific” remedies thereof. At the same time, it ensures that the imposed remedies can be adjusted to the (possibly) evolving circumstances of the relevant market, in a timely fashion, so as to remain constantly appropriate to the problem identified. These adjustments could include, inter alia, modifications to the Reference Offer or to the applicable conditions under a network access obligation, or the time limits or notices for notifications under a transparency obligation.
We very much hope that the final will document validate and confirm this approach.

3 Principles to be applied by regulators in choosing appropriate remedies

3.1 Reviewing the cost causality principle

The consultation document clearly recognises that while designing remedies, the cost disadvantages of efficient entrants should be taken into account, an approach which we readily endorse. This could be considered as a general principle of equitable sharing of the unavoidable additional costs of a competitive market structure among all the operators and final consumers. Competition costs should ultimately be shared among all those that benefit from competition, that is customers of both the incumbent and the entrants.

Deviations from a strict application of the cost causality principle are fairly common in electronic communications markets (e.g. affordability). However, such deviations deserve a careful assessment, in terms of both the related trade-offs between policy objectives and the availability of alternative remedies. 

3.2 Incentive compatible remedies

The consultation document emphasizes in section 3.2.5 that “Remedies are much more likely to be effective if they are designed in such a manner to give strong incentives for compliance” and that “To achieve incentive compatibility the NRA needs to be able to adjust the pay-off from non-compliance. This will normally involve giving the SMP firm strong financial incentives to comply.” It is then stated that this essentially consists of the ability to impose a financial penalty on an SMP operator that fails to comply. Subsequently, “…the NRA must be able to make the penalty from non-compliance (…) such that the regulated firm will comply voluntarily.” 

We are in complete agreement with such a general principle. However, we propose a broader application of this principle than the one proposed in the consultation document. In particular, it appears that incentive compatible regulation cannot be limited to imposing financial penalties to non-compliant SMP operators. Rather, it would be desirable that, depending on the nature of a given competition problem, one or all of the following should occur:

(i) the NRAs formulate remedies to prevent any situation where an SMP operator is allowed to recoup (part of) the compliance costs by adopting some unfair practices to the detriment of new entrants;

(ii) the NRAs propose alternative sets of remedies tailored to solve the problem, among which an SMP operator may voluntarily choose the one set to which adhere;

(iii) the NRAs encourage an SMP operator to comply with the proposed measures by considering more stringent obligations in the case of repeated breaches of standard obligations.

Let us now provide some specific examples relative to each of the above points.

(i) A remedy is most effective when the benefits deriving from imposing that remedy can be promptly achieved and, at the same time, (part of) the costs associated with compliance cannot be diverted to alternative operators. To achieve these goals, it is essential that the remedy be defined so that it eliminates the rationale for anti-competitive behaviour by the SMP operator. In fact, as the ERG/EC document states in section 3.2.5, it is certainly preferable if a remedy “…could be designed in such a way that the advantages to the regulated party of compliance outweigh the benefits of evasion”. However, at least in some specific circumstances, an appropriate, proportional and justified remedy may be able to eliminate the benefits of evasion at all. For example, mandating unbundled access is a crucial obligation for the purpose of stimulating infrastructure-based competition. Nonetheless, the SMP operator has the possibility of engaging in a number of unfair price and non-price strategies, which strongly limit the effectiveness of the obligation. These practices are related to delays in supply, on the one side, and imposing excessive charges for supplementary services (e.g. co-location), on the other side. As regards delays in supply, the SMP operator would have no incentive to delay activation practices if the economic consequences of serving a customer using LLU were effective as of the date of the customer’s request rather than the date of physical activation. In particular, this requires imposing that any contractual relationship between the SMP operator and the customer having manifested his/her intention to change supplier cease immediately from the day of the request to switch. As regards supplementary services, the SMP operator must be prevented from raising rivals’ costs by either forcing a new entrant to buy unnecessary inputs or inflating prices of the provided inputs. To this end, the entrant should be allowed to decide whether self-providing any subset of the ancillary services or obtaining all of these from the incumbent at turn-key conditions identical to those which the incumbent imputes to itself.

ii) In some circumstances it could be a rewarding regulatory strategy giving the SMP operator the option to choose between two alternative set of remedies. A relevant case could be the one of wholesale remedies. Wholesale remedies are generally intended to solve the competition problems arising at that level and foster competition in the downstream markets. Thus, it may be reasonable to lighten the regulatory pressure in a retail market (only) if the results of the market analysis indicate that there has been a significant (and measured) development of competition following the imposition of a tight wholesale remedy which the SMP operator correctly complies with. According to this principle, Oftel imposed a price cap measure in the fixed narrowband retail access markets, at the same time proposing to remove it whenever the market analysis shows that BT has provided an effective Wholesale Line Rental service to alternative operators, following the imposition of such an obligation in the corresponding wholesale markets.

iii) In some circumstances, standard regulatory obligations may fail to address a specific competition problem. Generally, this occurs when successive replications of a given market analysis over time do not indicate that there has been a sufficient development of competition. This situation may arise either when the previously imposed remedies have failed to appropriately address the targeted competition problem, or, more likely, when the NRA assesses that the designated SMP operator has knowingly and/or repeatedly breached the standard obligation(s), which had been earlier imposed on it. These situations will open the possibility of imposing “exceptional” remedies on the dominant operator, as foreseen by Article 8 (3) of the Access Directive. In other words, the exceptional circumstance of ineffectiveness of standard remedies (often due to wilful and/or repeated violation by a designated SMP operator) would open the possibility of imposing “exceptional” remedies on the dominant operator.

3.3 Emerging markets

We consider the design of an appropriate treatment of emerging markets to be one of the most difficult issues in implementing the NRF. In fact, a proper solution to this problem lies at the heart of fundamental conflicting priorities of any NRA, that is, the trade-off between short-run (static) efficiency and long-run (dynamic) efficiency. Actually, encouraging efficient investment in infrastructure by incumbent operators and new entrants and promoting innovation are explicit objectives for regulators. According to the ERG/EC document, this implies that “As a general principle, emerging markets should be allowed to develop according to the normal dynamics of market forces. Thus, emerging markets should in almost all circumstances be governed only by the application of general competition law. Early intervention in an emerging market should only be considered in exceptional circumstances” but also that “At the same time, foreclosure of entry into emerging markets should also be prevented.”

A first question to be answered is how an emerging market can be identified as distinct from the established ones and which services should be included in that market.

A second question is related to the relevant market definition step of the NRF. Excluding a market from the set of relevant ones requires the application of the three fundamental criteria put forward in the Recommendation on Relevant Markets (“the Recommendation”) and discussed below. It is doubtful whether these same criteria should be applied differently to emerging and established markets. Moreover, it seems that assessing whether a given market is not susceptible to ex-ante regulation requires both defining and analysing that market. 

A third question concerns the appropriate remedies that, in specific circumstances, could be imposed on an SMP operator to prevent foreclosure of an emerging market. An ex-ante remedy conceived to prevent foreclosure of a given market is either imposed on that market, as a result of the market analysis, or is imposed on a vertically or horizontally related market. Even in the latter case, it is possible to ascertain whether remedies on the related markets are sufficient to achieve the objectives set out in Article 8 of the Framework Directive, only following an analysis of the given market (Article 17(1)b of the Universal Service Directive).

In the following section we will concentrate on addressing these three aspects.

Defining emerging markets

We agree that “The question as to when an emerging market would no longer be considered an emerging market is perhaps more properly put as when would an emerging market be susceptible to ex-ante regulation”. Nonetheless, it is essential to provide a proper definition of an emerging market in terms of the services it includes, since, in some cases, a given innovative service could be included either in an emerging (non relevant) market, or in an established (relevant) market. Thus, we support using the criteria of demand and supply substitution to assess if an innovative service is included into an emerging market or into an established market and hence agree that “For a market to be considered an emerging market it must be distinct in terms of the services currently offered to consumers.”
Applying a technologically neutral approach based on the principles of competition law requires a careful assessment of the delineation of currently defined relevant markets. In particular, it is possible that technical progress has made available new services that are close substitutes of services included in a relevant market, so that they should also be included in that market. Accordingly, such an inclusion could imply some changes in the previous technological or regulatory definitions. An important case could be that of leased lines, that are currently heavily substituted by services based on packet technologies
, another could be IP-based networks, which can be used to deliver services that are currently subject to regulation (e.g. VoIP). 

Classifying an emerging market as “relevant”

As stated in the consultation document, ex-ante remedies may be imposed in emerging markets according to the three criteria listed in the Recommendation on Relevant Markets
. In this context, the Recommendation explicitly mentions a number of distinctive circumstances as a basis for excluding an emerging market from the relevant list due to its innovative features: to sum according to the Recommendation, either sunk investments already made or their technological superiority may allow new entrants to counter-balance the incumbent’s first-mover advantages, thus precluding a premature imposition of ex-ante regulation. However, these seem to be very specific circumstances. In fact, it is reasonable to believe that new entrants possess excess capacity relative to some elements relating to the backbone of optic fibre networks but, on the other hand, there remains a persistent asymmetry in costs caused by the incumbent operator’s sunk investments in the local access network, where: a) infrastructure competition could not be economically viable everywhere; b) most investments are specific to individual users or access areas
; c) any realistic new entrant’s strategy can be described in terms of a ladder of investment, both for reducing risk and financial constraints. 

In addition, even with regard to innovation-driven markets characterised by ongoing technological progress, some technological standards may emerge and consolidate over time, thus reducing the scope for an effective dynamic competition. As a result, a high rate of demand growth is not sufficient to confer to a specific market the character of an “emerging market” which is not susceptible to ex-ante regulation, when such growth is associated with a consolidation of the available technological options or with disadvantages incurred by new entrants in terms of use of legacy infrastructures, sunk costs, the amount of new investments, and exhaustion of scale economies. Actually, in this scenario the ex-post application of the principles of competition law could not be sufficient to prevent market foreclosure by the leading undertaking, since antitrust interventions may not be detailed and timely enough to safeguard or restore competition. 

It is worth noting that this appears to be the case of DSL technologies in countries (such as Italy) where alternative infrastructures are not comparable in terms of geographical coverage to the one owned by the incumbent operator.

Proposed remedies 

We are sensitive to the distinction made in Chapter 3 and in section 4.2 of the consultation document between:

· the approach NRAs should take on the imposition of appropriate remedies in market contexts characterised by replicability of the incumbent infrastructure or when the incumbent is investing in markets based over non-replicable legacy network elements;

· the approach NRAs should follow in order to support feasible infrastructure investment.

This distinction is particularly relevant in the case of emerging markets, in order to strike a balance among three different risks: insufficient incentive given to the incumbent’s innovative investments; insufficient incentive given to the entrant’s investments in alternative infrastructures; and market foreclosure by the incumbent. Moreover, in this case a ladder of investment approach is necessary for new entrants.

In this context, a retail minus approach should be carefully calibrated, taking into account:

· possible cost disadvantages of an efficient entrant resulting from supply and demand factors such as scale and scope economies, first mover advantage, highly developed distribution and sales network, product/service diversification; according to paragraph 118 of the “Notice on the application of the competition rules to access agreements in the telecommunications sector (98/C 265/02)”, this requires that “…a price squeeze (…) be demonstrated by showing that the margin between the price charged to competitors on the downstream market (including the dominant company’s own downstream operations, if any) for access and the price which the network operator charges in the downstream market is insufficient to allow a reasonably efficient service provider in the downstream market to obtain a normal profit (unless the dominant company can show that its downstream operation is exceptionally efficient)”;
· the time needed for the transition from a resale to an infrastructure competition strategy; this requires a time-dynamic definition of access prices in order to progressively encourage feasible and efficient investments in alternative infrastructures (while preserving feasibility of access whenever it is socially preferable);

· incentives given to the incumbents to innovative investments in order to counterbalance the declining profitability of mature markets. 

At the same time the steps taken by the entrants towards efficient infrastructure investments, such as those based on ULL services, should be encouraged, preserving their profitability with respect to a simple resale approach.

All the above considerations call for a “total replicability” approach, where, beside the ladder of investments, the opportunity for a new entrant to compete with incumbent’s retail offers is particularly underlined.

4 Application of remedies to competition problems

4.1 A methodological approach on the imposition of remedies

The ERG/EC document represents a valuable contribution on the general approach NRAs should take when imposing remedies on SMP undertakings. In particular it clearly encourages the development of a consistent approach on the imposition of remedies across the EU. However, we consider that by better linking the imposition of remedies to the previous procedural step of SMP identification, the creation of a consistent and harmonised approach would be more likely.

Firstly, the document correctly addresses the appropriateness and proportionality principles through the linkage of generic remedies to be imposed on SMP operators to specific generic competition problems to be avoided. Such an analytic and systematic approach, while leaving NRAs enough freedom to draw remedies in function of the specific legal and market context characterising each country, helps to create a common and harmonised understanding of the complex and organic set of anticompetitive strategies used or “usable“ by incumbent operators to alter competition both at retail and wholesale level. Moreover the ERG/EC document, by clarifying the interpretation, which must be given to the proportionality principle, would help to reduce potential litigation amongst competitors. In fact, during the public call phase it emerged that many incumbent operators foresaw quantitative complex and impractical tests to be implemented by the NRAs before imposing remedies on SMP undertakings in order to respect the proportionality principle.
Secondly, the wide-ranging approach followed by the ERG/EC document shows how competitive problems do not arise casually but are in strict connection to the strategic variables and incentives to engage in anticompetitive behaviours that the SMP undertaking possesses, hence the NRAs will have to impose the appropriate remedies in order to:

· address the strategic variables;

· eliminate incentives for incumbents to exercise market power
.

This approach has led ERG/EC to define four macro categories of typical market situations (market constellations in the document) that give rise to different groups of competition problems due to the different strategic variables and incentives to anti-competitive behaviours of the SMP undertaking. Coherently a “single competition problem – single set of remedies” approach is no more appropriate to address the complex and dynamic anticompetitive strategies put in place by the SMP undertaking that call for NRAs to adopt a more structured regulatory strategy in order to stimulate competition and avoid anticompetitive behaviour. To make this possible the ERG/EC document (chapter 4) associates with each of the four market constellations a specific regulatory environment built up by a logical and coherent sum of the specific sets of remedies proportionate and appropriate to address all the competition problems associated with each market constellation. In addition, it details specific ancillary remedies which do not directly address any particular competition problem but which are linked to the imposition of other remedies or help NRAs to monitor the behaviour of the SMP undertakings. The use of such a wide-ranging approach is extremely important, in order to create a proportionate regulatory context. Remedies devised and imposed in order to address independent single and specific market problems would not be capable of also addressing the often complex and dynamic anticompetitive strategies put in place by SMP operators. They would therefore not be proportionate.

As already pointed out, it should be categorically stated that the market constellations analysed in chapter four should not be taken as alternative market constellations as the strategic variables that an SMP undertaking possesses in a given market are, as a general rule, relevant for the investigation of a number of different anti-competitive behaviours (vertical leveraging, horizontal leveraging…) stemming from the market power held in the given market (e.g. the voice access market in Italy is characterised by vertical leverage,
 horizontal leverage
 and single market dominance
 problems). 

Moreover a better linking of the imposition of remedies with the previous procedural step of SMP identification would help to create a more harmonised and consistent approach. In particular we ask the ERG/EC to analyse the strategic variables and incentives related with each of the identified market constellations in more depth, as these factors directly link the imposition of remedies to the identification of the SMP undertaking with the analysis of the competitive factors listed in the SMP-Guidelines.
 In fact, as explained in the ERG/EC document the imposition of remedies is only the last of a three-step procedure where each step is distinct but strongly related to the others through the output-is-input principle, which links each step to the next one. 

According to this approach Wind stresses that the final document should link the competitive criteria analysed by the NRA to identify the SMP operator to the strategic variables and the incentives to behave.

In the following section, we will address this issue.

Linking the competitive criteria listed in the SMP Guidelines to the imposition of remedies

The imposition of remedies represents the third stage of the process set out in the NRF; as reported in the ERG/EC document, while each step is distinct from the others there will nevertheless be a strong relationship between each of the three stages. In this respect, we are of the opinion that the ERG/EC document should more clearly link the market constellations to the particular technical, legal and economic conditions found to exist in each given market during stage 2 of the NRF process. As for the competitive conditions to be taken into account, it would be logical and coherent that the document use those listed in the Commission Guidelines on Market Analysis and the Assessment of Significant Market Power, together with the further relevant indicators for assessing effective competition put forward in section 4 of the ERG Working paper on the SMP Concept for the NRF.
, This would consistently secure the NRF process, by linking its last two steps (identification of dominant operators and imposition of remedies). 

In this respect, Wind stresses that the proposal is completely consistent with the position we already expressed in our contribution to the July Public Call for Input on Regulatory Remedies.

The general methodological approach we suggest is summarised in Figure 1.
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Figure 1 
The approach on the imposition of remedies: the iterative relationships between competitive market conditions, incentive to anticompetitive and exploitative behaviours, competitive problems, general obligations and the proportional and appropriate remedies to be imposed

In the following section, the first three market constellations are briefly analysed (the fourth one is a special case that deserves a particular methodological approach). 

Vertical leveraging market constellation

As for the competitive conditions underpinning the market constellation of “vertical leveraging”, we identify the following as the most relevant criteria:

(a) Vertical integration;

(b) Control of infrastructure not easily duplicated;

(c) Particularly high market share.

Firstly, vertical integration allows the SMP undertaking to act at all levels (both wholesale and retail) of the value chain.

Secondly, the control of an infrastructure not easily duplicated places the undertaking on a dominant position on both the retail and the wholesale markets. The SMP operator may choose not to concede access or to favour its own downstream unit when providing the wholesale product or by means of an undue use of the information gathered as wholesale service provider of its retail competitors.

Lastly, the analysis of market shares (both in terms of volumes and revenues) is fundamental in order to assess the low or high likelihood of anti competitive problems, which could arise as many of these are strictly connected to the level of market share held by the notified operator. 

Having established the presence of the above most relevant competitive criteria in the market, NRAs should concentrate on the competitive problems which could arise in a vertical leverage market context through the analysis of the other competitive factor, already identified in the Commission SMP Guidelines
 and further explained in the ERG Working paper on the SMP Concept, which can be useful to assess the likelihood and the competitive threats of the singles specific competitive problems. We will concentrate on this specific issue in depth after having summarised our position with regard to the other two market constellations.

Horizontal leveraging market constellation

As correctly explained in the ERG/EC document, for this market constellation incentives reside in the possibility for an undertaking, operating in two horizontally related markets and having SMP on one of them, to bundle products in order to leverage its market power from one market to the other engaging in price discrimination and cross subsidisation practices. Accordingly Wind maintains that the following most relevant competitive criteria can be identified:

(a) Product services diversification;

(b) Control of infrastructure not easily duplicated;

(c) Particularly high market share;

Firstly, the existence of product or services diversification gives the undertaking the possibility to bundle components and engage in price discrimination.

Secondly, the control of infrastructure not easily duplicated and the possession of a particularly high market on one or both of the markets concerned give the undertaking the market power and hence the incentives to engage in anticompetitive practices against its competitors or the consumers. Obviously there are a number of more peculiar competitive criteria which in a as stated in the consultation document, should be evaluated by the NRAs on a case-by-case analysis, in order to assess the likelihood of anti competitive problems and the resulting damage to competition.

Single market dominance dimension

This market constellation refers to situations where market power is not leveraged, vertically or horizontally from a market to another, but exercised directly in the market where the undertaking holds an SMP position against the competitors (entry deterrence group of competitive problems) or the consumers (exploitative behaviour and productive inefficiencies problems). We identify the following as the most relevant criteria:

(a) Market shares;

(b) Overall size of the undertaking;

(c) Highly developed distribution and sales network;

(d) Technological advantages or superiority;

(e) Absence of potential competition.

Firstly, an SMP operator that possesses high market shares, a highly developed distribution and sales network and  a size not comparable with the competitors’ will be able to engage in entry deterrence practices by increasing the switching costs and targeting certain groups of customers or discouraging future entry in the market by using predatory prices and over investment strategies.

Secondly, due to the absence of potential competition in the market, the SMP undertaking would have the incentives to engage in exploitative behaviours and/or in productive inefficiencies.

The structured approach, a practical application

Finally, we would like to comment on the approach to remedies that should be followed. We use the example of hypothetical markets subject to vertical leveraging market constellation problems. Clearly, the same approach should be elaborated with regard to the other market constellations.

The following table graphically summarises, for the vertical leveraging market constellation, our proposal for a more structured approach on the imposition of remedies in accordance with the principles of proportionality and appropriateness. 

Each vertical leveraging competitive problem (first column) calls for different general obligations (second column) to be imposed on the SMP undertaking in order to legally sustain the remedies (third column) which NRAs should impose; the fourth column addresses the specific incentives to behave and strategic variables held by the SMP relating to the different configuration of competitive factors. 

Summing up, the table lists for each competitive problem the relevant general obligations as well as the specific remedies to be imposed in accordance with the competitive conditions likely to give rise to anti-competitive behaviours.

In conclusion, it is stressed that once the main competitive factors underpinning a market constellation are found in a given market, those represent sufficient incentives for the SMP operator to use all the anti-competitive behaviours listed for that constellation, and hence:

1. NRAs should address all the market constellation competitive problems;

2. for each competitive problem all the relevant general obligations should be imposed;

3. for each general obligation the NRA should adopt one or more remedies which best address the anti-competitive behaviour in accordance with the different configuration of competitive factor found to exist.

Using this methodological approach, it is suggested that in the case of vertical leveraging, if an SMP operator has a high market share in the wholesale market and, at the same time, controls an infrastructure not easily duplicated and it is also vertically integrated in a downstream market, these would be a sufficient condition to justify the imposition of all the standard obligations set out in the Access and Universal Service Directives. 

In this framework, the detailed design of the non discrimination obligation is particularly important. Specific remedies should aim at fully ensuring the achievement of an effective parity of treatment between the incumbent’s commercial divisions and its competitors’ with regard to the economical and technical conditions of the intermediate input supplied by the incumbent’s network division. Wind claims that such a critical regulatory issue should be addressed along the lines already established by the Italian NRA AGCOM by means both of Order 152/02/CONS, dealing with the implementation of the parity of treatment principle, and Order 6/03/CIR, dealing with the extension of such a principle to the case of broadband services.
Table1: The relationships between competitive problems, obligations, remedies and competitive conditions: the case of vertical leveraging market constellation.


	Main Competitive conditions

	Refusal to deal (or excessive price)
	Access obligation (Art. 12 AD) 
	The SMP operator has to grant access for any wholesale essential input at a reasonable price decided by the NRA. The NRA may impose additional obligations in term of SLA, time and technical conditions for the services to be supplied.
	Vertical integration

Control of infrastructure not easily duplicated 

High market shares

Relevant economies of scale and/or scope

Absence of or low countervailing buyer power

Absence of potential competition


	
	The NRA may choose alternatively one of these two obligations 
	Price control and cost accounting obligation 

(Art. 13 AD) 
	The NRA in accordance to the singular market context may set the price using different cost accounting methods and models in order to set the cost oriented price. 
	

	
	
	Non discrimination obligation 

(Art. 10 AD) 
	Alternatively NRA may prefer to set the price for the wholesale product independently from the costs of the service to be supplied.
	

	
	Accounting separation obligation 

(Art. 11 AD)
	In order to allow the NRA to set and check the correct wholesale access price, the undertaking should produce separated accounts with the specified level of definition and using the accounting methods chosen by the NRA.
	

	Discriminatory use or withholding of information
	Access obligation (Art. 12 AD) 
	Obligation to disclose essential information for the access seeker to take advantage of its rights.
	Vertical integration

Control of infrastructure not easily duplicated 

High market shares

	
	Transparency obligation 

(Art 9 AD) 
	RIO and other wholesale products relevant information publication.

Publication on the web site of relevant information (tariffs, quality parameters, etc.)
.
	

	
	Non discrimination obligation 

(Art. 10 AD)


	Forbidden to exchange information between the Network business units and the Commercial business units or disclosure of all the relevant information supplied to the retail arm.
	

	Delaying tactics
	The NRA may choose alternatively one of these two obligations
	Transparency obligation
(Art 9 AD) 
	Time frame specified through the definition of specific SLA
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

Highly developed distribution and sales network


	
	
	Access obligation 

(Art. 12 AD)
	Time obligation attached to the definition of access services
	

	
	Non discrimination obligation

(Art. 10 AD)


	New retail products based on new wholesale products allowed to be retailed only when the new wholesale product is effectively available to independent retail undertakings.
	

	Bundling/tying
	The NRA may choose alternatively one of these two obligations
	Transparency obligation 

(Art 9 AD) 
	Publication of a sufficiently unbundled reference offer
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

	
	
	Access obligation (Art. 12 AD)
	Direct definition of a new wholesale product.
	

	Undue requirements
	Transparency obligation
(Art 9 AD)
	Definition of reasonable terms and conditions for the products offered by the SMP undertaking in the reference offer.
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

	Quality discrimination
	Non discrimination obligation 

(Art. 10 AD) 
	Forbidden to discriminate between internal departments and competitors
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

Product/service diversification
  

Highly developed distribution and sales network
 

	
	Transparency obligation 

(Art 9 AD)
	Periodically report KPI to the NRA and where appropriate to the competitor. 
	

	Strategic design of product
	Non discrimination obligation 

(Art. 10 AD) 
	Applying the non discrimination obligation between internal and external design of product
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

Costs and barrier to switching


	
	Transparency obligation 

(Art 9 AD


	Direct imposition of changes to the reference offer in order to define access product which prevent the SMP undertaking to put its rivals at a disadvantage. 
	

	Undue use of information about competitors
	Restrictions to the use of information
(Art 4 AD)
	Forbidden to exchange information about competitors between the Network business units and the Commercial business units.
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

Highly developed distribution and sales network
 

	Price discrimination
	Price control and cost accounting obligation 

(Art. 13 AD) 
	NRA should set the price of the wholesale product underlying the retail one in order to allow for competition on the downstream markets. Imputation test
 procedures or linkage of the wholesale price to the retail one may be mandated.
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

	
	Accounting separation obligation 

(Art. 11 AD) 
	Measures to ensure compliance with the obligation NRA has imposed according to price regulation.
	

	Cross Subsidisation
	Price control and cost accounting obligation 

(Art. 13 AD) 
	NRA should set the price of the wholesale product underlying the retail one preventing the SMP undertaking to adopt cross subsidising strategies.
	Vertical integration

Control of infrastructure not easily duplicated

High market shares

Product services diversification


	
	Accounting separation obligation 

(Art. 11 AD) 


	Measures to ensure compliance with the obligation NRA has imposed in accordance to cost-oriented price regulation.
	

	Predatory pricing 
	Regulatory controls on retail services

(Art. 17 USD)
	Prenotification of changes in the retail price to the NRA and possibility for the NRA to prevent the undertaking from changing prices
.

Linkage of the retail price to the cost oriented access price in a retail-minus-like fashion. 


	Vertical integration

Control of infrastructure not easily duplicated

High market shares

Easy or privileged access to capital markets/financial resources

Relevant economies of scale and scope

Relevant costs and barriers to switching

Product/services diversification and highly developed distribution and sales network



4.2 Imposing remedies in order to prevent abuses of market power in retail markets

As stated above, the consultation document makes it clear that the partition of competition problems in four subsets associated with the four market constellations does not imply a corresponding partition of remedies. In particular, the consultation document suggests that the role of wholesale remedies is not limited to the prevention of vertical leveraging. Actually, it is claimed that wholesale remedies could also prevent horizontal leveraging (even in retail markets) and retail single market dominance.

In order to implement this approach effectively, one has to: (i) identify the synergies between structural conditions and competition problems at the retail level; (ii) anticipate their possible multiple effects in the different market constellations; (iii) propose wholesale remedies designed to deal with the complexity of both the wholesale and the retail problems resulting from the analysis.

It is essential that the access conditions that result from this process adequately incorporate the cost disadvantages of an efficient entrant at the retail level, both on the supply side (e.g. unexhausted economies of scale) and on the demand side (e.g. consumers’ switching costs).

Following Article 17(1) of the Universal Service Directive, where those wholesale remedies are not sufficient to pursue the NRF goals, a number of retail interventions, such as transparency and no undue discrimination, should be enforced.

In what follows, we comment on some of the consequences of this approach that the  consultation document makes explicit and provide some additional specific examples which highlight how a number of competition problems related to single market dominance, vertical and horizontal leveraging, could only be tackled by taking suitable account of both structural and behavioural characteristics of the retail markets.

Vertical leveraging

Scale economies and vertical leveraging

The consultation document argues that tailored wholesale remedies may be sufficient to solve the leveraging problem. Thus, a cost-oriented access price obligation, possibly coupled with a price squeeze test, seems to be sufficient to foster competition in downstream markets. Although this is quite reasonable, it is essential to provide more details concerning a proper application of the imputation test.

In this framework, Wind highly appreciates that the consultation document explicitly recognizes the fact that, while defining the downstream costs of an efficient alternative operator, it is necessary to consider the additional costs such an operator incurs with respect to the incumbent, which enjoys both economies of scale and economies of scope. To achieve dynamic efficiency, it is then necessary to lift up the regulated price floor following a calculation of the incumbent’s unit costs (a proxy for an efficient alternative operator’s unit costs) on the basis of a market share for the dominant provider consistent with a reasonably competitive market. A good starting point in this respect can be represented by the price test implemented by the Italian NRA with Decision 152/02/CONS regarding voice telephony services, which explicitly includes the replicability concept.

Switching costs and vertical leveraging

Following the discussion in the preceding section, an appropriate price floor should be one that also takes adequately into account the additional costs that have to be incurred by a new operator to induce a consumer to change supplier.
In the economic literature, switching costs have been interpreted as an additional “production cost” which places a new entrant at a disadvantage with respect to a dominant provider even where the two firms have access to the same available technology. Thus, to favour efficient entry, the regulator should determine that such costs must be borne at least in part by the incumbent operator.

A procedure for obtaining this result is described in section 4.2.2.3 of the consultation document, where it is explicitly stated that “…regulators may even decide to trade static inefficiency for the advantages of dynamic efficiencies resulting from intensified competition by setting the access price below costs. In particular, in the presence of first-mover advantages of the incumbent associated with high switching costs, entry might be considerably facilitated if the access price is set at a level allowing for these switching costs”. It is however worth noting that the effectiveness of such a measure is significantly enhanced if it is coupled with an imputation test which calculates the appropriate price floor on the basis of the downstream costs of an efficient alternative operator which is provided access exactly at a cost-based price.

Switching costs, price discrimination, and vertical leveraging

Vertical leveraging may also be facilitated in the presence of switching costs in the retail markets when the incumbent is allowed to price discriminate between users and the imputation test defines a price floor based on an average price. In this case it could be appropriate either defining a more refined test or, again, limiting price discrimination.
Horizontal leveraging

Horizontal leveraging is possible when the incumbent can deploy its market power, thus reducing competition and negatively affecting a large portion of customers, by setting bundled offers. For example, when a given user turns to an indirect access operator, the incumbent can counterbalance price reductions on the traffic side through increases in the rental fee, thereby damaging low traffic users. This behavior can be adequately prevented solely if it is required that bundled offers be replicable, both technically and economically, by new entrants. This implies that unbundled access, or wholesale line rental, should be effectively practicable alternatives even for mass users who are exclusively interested in voice services. On the other hand, the incumbent could find it profitable to set retail access charges lower than long run incremental costs for those users who could get rid of fixed services (e.g. in their holiday homes). This raises a problem concerning the existence of cross subsidies between access services provided to different classes of users. More generally, retail charges and the corresponding unbundling counterparts, which are not consistent with each other may create competition distortions in favour of indirect access operators with respect to those operating through unbundling or proprietary infrastructures.

Pricing strategies for bundles of different services are a potentially anti-competitive strategy in the hands of the incumbent. For example, providing free traffic to its own customers can be regarded as a service offered below cost that can be enjoyed by all CPS users to the detriment of OLOs. Moreover, such an offer distorts competition between direct and indirect access, due to the fact that unbundled customers cannot adhere to this offer. In any case, imposing constraints on price flexibility can be necessary to avoid cross subsidies between services and classes of users whose markets are characterized by different competitive conditions. Such constraints may be also necessary to prevent bundled offers where the implicit prices of single services are lower than their incremental costs, or where overall revenues are lower than the related costs, including fixed costs. Although these aspects are partly recognized in section 4.3.2 of the consultation document, it is stated there that the monitoring of bundled offers “…could be limited to bundles which are not replicable for competitors” and that “The assessment of the bundle should follow clear guidelines stating when a bundle is considered to be anti-competitive.”. Wind claims that, in the same spirit which leads the implementation of the imputation test -that is, sharing the costs of developing competition among all operators and all consumers who will benefit from it-, bundles which are not technically or economically replicable by efficient alternative operators should in principle be prohibited. In addition, Wind believes that Oftel has provided very clear guidelines to assess whether a given bundled offer has an anti-competitive nature. Thus, Wind proposes that the test defined by Oftel in the documents “Review of Fixed Narrowband Retail Markets” and “BT pricing of services for business customers” become the general rule for NRAs when evaluating if a bundling decision of an SMP undertaking should be considered detrimental to the development of competition.
Single market dominance

Anti-competitive behaviour within the borders of a single SMP-market has been primarily interpreted in terms of the incumbent’s attempts at erecting endogenous entry barriers which are aimed at increasing the costs of potential entrants or restricting their sales. These attempts have been related to the following entry-deterrence strategies: a) strategic design of product to raise consumers’ switching costs; b) contract terms to raise consumers’ switching costs; c) exclusive dealing; d) overinvestment; e) predatory pricing. However, the j ERG/EC document states that “…it might not be possible to assess ex ante whether incentives for entry deterrence are present” and that “…it might be hard for NRAs to distinguish anti-competitive from efficient behaviour in the case of entry deterrence”. The main conclusion is that “…entry deterring behaviour sometimes may have to be dealt with ex post either by the NRA or by the NCA (or jointly)”. Wind intends to provide some remarks to the proposed treatment of entry deterrence strategies. In fact, Wind believes that, in some specific circumstances, it is relatively easy to both identify the incumbent operators’ incentives for entry-deterrence and highlight the anti-competitive purpose of their strategies.
For example, an incumbent may decide to price discriminate not only to exploit its market power by extracting the highest possible amount of consumer surplus (in the consultation document, this behaviour is defined as “exploitative behaviour”), but also to prevent market entry by potential competitors. Privileged access to detailed information concerning demand features and users’ traffic profiles allows the incumbent to devise flat offers or propose “personalized” discounts to the most lucrative customers. These customers are usually less affected by switching costs and are necessarily the initial target of a new entrant. Thus, it seems that “price discrimination” should be cited in the consultation document as an additional entry-deterrence strategy that has to be included in the list of the identified “generic competition problems” within the market constellation of “Single market dominance”.

In this case, an SMP operator exploits retail price flexibility for anti-competitive purposes. Therefore a retail obligation limiting undue price discrimination appears to be appropriate.

4.3 Mobile call termination 

Treatment of new entrants

In the following section we will discuss the appropriate and proportionate regulatory treatment of new entrants with regard to the mobile call termination market. However, most of the points made could also be easily extended to the treatment of new entrants with regard to the fixed call termination markets.

We concur with the conclusion that new entrants should be treated less harshly than established or incumbent networks. The consultation document is correct in pointing out that in assessing the need for price controls for M2M and F2M termination services NRAs should take into account the long-term impact on competition in the mobile sector.  

Very harsh remedies, such as tight price controls, applied to all networks will achieve consumer benefits through price reductions in the short-term. However, they could also reduce competition in the longer run by forcing smaller operators to exit, reducing the number of competitors and increasing prices. This would decrease competition, implying a welfare cost in the longer run (and most likely also increasing the need for further regulation in the mobile market for access and call origination). If the costs of reduced competition in the longer run more than offset the short-term benefits of reduced prices then tight price controls on all mobile termination will entail a consumer loss. Therefore, short-term consumer gains should not be achieved at the cost of longer-term welfare losses. The latter are larger the harsher the remedies imposed – i.e. Long Run Incremental Costs (LRIC).  

In our opinion, the consultation document is correct in considering the long-term welfare gains to be had by imposing less harsh remedies for new entrants. These are, in our interpretation, those operators not notified in the previous regulatory framework. The long-term impact of proposed remedies should always be examined by NRAs. Ideally, this should be part of a cost benefit assessment undertaken by each NRA in order to choose which remedies to apply.  Such an assessment should not be limited to the period covered by the market review but extend to a longer time frame. This is necessary in order to take into account longer-term costs, which would otherwise not be considered.

The case for a more lenient treatment of new entrants is stronger where there is evidence that exit of weaker competitors will have a strong impact on competition in the sector. In this case the long-term loss will be significant (for example, in Italy a 2G mobile operator -Blu- has just left the market). This is likely to be the case if the market is already concentrated and where the exit of weaker mobile operators is likely to lead to a situation of joint dominance (and the need for further regulation) in the access and call origination market. NRAs should also examine whether entry of new entrants has resulted in significant price decreases, output expansion and increased consumer choice. Although it is not necessarily true that the impact on competition of a competitor’s exit will be identical to that of its entry, an analysis of the impact of its entry could provide valuable information. Where it exists, NRAs should also assess the impact on competition of operators that have exited in the past.

We believe that the consultation document should take into account the following: 

· It should clarify the meaning of the term “new entrants”. The above considerations should apply not only to new entrants but also to smaller (in terms of revenues shares) mobile operators. This is because smaller operators have often competed at a disadvantage irrespective of their efficiency. In fact, smaller networks have often been constrained in their ability to expand by policies adopted by larger networks such as the setting of high off-net M2M termination rates and low on-net M2M retail rates (see below), delays in eliminating barriers to switching such as the introduction of mobile number portability (MNP). This was a particularly constraining factor when entry occurred at a high penetration level - and by the presence of legal requirements affecting late entrants’ ability to roll-out their networks, such as environmental and planning laws increasing the cost of obtaining access to new mobile sites;
· It should be explicitly stated that where remedies or price controls that are deemed appropriate in the circumstances are particularly harsh – e.g. LRIC – the extension of them to smaller networks significantly increases the risks that smaller networks might exit. Therefore, the case for a more lenient treatment for smaller networks is stronger the harsher the remedies proposed;
In addition, further guidance should be provided to NRAs regarding:

· How to identify those operators that are entitled to more lenient treatment. 

According to Wind the following factors should be considered:

· Operators that have been found dominant in the access and call origination markets should clearly not be entitled to a lenient treatment;

· Impact of remedies on profitability of operators. NRAs should assess whether the remedies will significantly delay or make it very unlikely that unprofitable operators will become profitable in the future. Sensitivity on existing business plans could help NRAs to form a view on whether the impact of remedies might significantly harm some operators. These operators should be candidates for more lenient treatment;

· Time of entry and market and regulatory conditions at the time of entry. The latter include the level of penetration, licence conditions, and the barriers to consumer switching and other barrier to expansion. If all of these are significant/high, such operators should be entitled to a more lenient treatment; and

· Position of the operator in terms of frequencies (900/1800 MHz) that differentiate new operators from existing SMP ones (under the “old” regulatory framework) or larger ones, and local authorities constraints that caused, at a national level, delays in deploying alternative networks and higher expenses, in comparison with easier and faster deployment procedures that occurred when larger operators built their own networks;

· Level of investment on networks that must be faced by smaller operators identifying those that still invest on 2G networks completing their coverage and must invest in the meantime on 3G networks, from those operators (larger) that invest only onto 3G networks having completed the 2G network coverage;

· Evaluation of the impact of the spill over effect of termination regulation onto smaller operators. This phenomena will impact all mobile operators, at different levels owing to the impossibility of distinguishing at retail level different retail prices for voice calls terminated onto 2G or 3G interconnected network (both fixed or mobile originating calls). This technical (owing also to MNP) and commercial impossibility of establishing different retail prices according to the generation of the termination network (2G or 3G) must be kept in mind when examining larger operators in comparison with smaller operators, still completing GSM network while developing an UMTS network. 

· Past trends in market shares and ability of other entrants to successfully enter. On the whole, Wind maintains that when market share, in terms of revenues, of an operator is higher than its natural market share (25% in a market with 4 players) and there is no clear trend to decline, this means that a difference among operators persists. Moreover, if the difference among operators justifies declaring that one or more of them has SMP in the “old” regulatory framework, this should justify a different regulatory treatment of smaller operators in the NRF;

· What remedies are appropriate for such operators:

Wind considers that there is a range of potential remedies for new entrants depending on the specific circumstances. In general, we agree with the proposal for a grace period. Such a grace period should be sufficiently long to allow new entrants to gain a footing in the market. The grace period might be set as an exemption from regulation or imposition of more lenient remedies for a specified number of years or reviewed at each market assessment – this would consist of a re-examination at the time of the next review of whether such operator could be still considered a new entrant. The behaviour of incumbents should also be considered in such reviews – i.e. if there is evidence of predation, foreclosure or raising rivals’ costs.

Remedies might include:

· New entrants being exempted altogether from remedies imposed for M2M and F2M termination. Wind recognises that there are potential drawbacks from total exemption as new entrants might have an incentive to set high termination rates when only incumbents’ rates are subject to price controls. In order to avoid abuses some price ceilings could be set or alternatively mechanisms could be introduced to increase transparency of termination charges.

· If price controls are deemed appropriate, price caps that are less harsh might be imposed on new entrants. These could be based on the NRA’s assessment of the operator’s current and future costs and its ability to catch up in a reasonable time period; or

· The same price controls imposed on incumbents could be applied to new entrants but delayed by a number of years. Over the first few years new entrants’ termination rates could be frozen at the existing level and price controls only start at a later stage or at the next market review.

Treatment of network externalities

The consultation document (p. 115) states that NRAs need, when setting price controls, to consider the welfare benefits that might arise by cross-subsidising from the termination to the retail business. We interpret this as a reference to the need to add a mark-up on costs to take positive network externalities into account and endorse such an approach.  

Positive externalities should be considered in applying remedies to all mobile networks irrespective of whether they are incumbents or new entrants. In the presence of positive network externalities, NRAs could conclude that either price controls are not required or, if they do, that a mark-up on cost-based price controls should be added to the costs.

Where positive network externalities justify a mark-up on costs, the level of such a mark-up should not depend exclusively on the level of penetration, as stated in the consultation document. As pointed out by the UK Competition Commission (“CC”) an externality mark-up is required also to provide incentives for existing subscribers not to leave the networks:

“The purpose of an externality surcharge is to provide a subsidy to encourage marginal non-subscribers on to the mobile network and to encourage marginal existing subscribers to remain there.”

We consider that as penetration increases, the number of marginal non-subscribers decreases but the proportion of marginal existing subscribers is likely to increase. Therefore, it cannot be concluded, as the consultation document seems to imply, that the higher mobile penetration, the lower the network externality mark-up should be.

We would like to draw the ERG/EC’s attention to another critical issue considered by the CC. The CC was concerned that the funds from an externality mark-up could be competed away in the UK by mobile operators offering discounted or subsidised handsets. The CC’s concern was that such promotions do not help to attract marginal consumers or retain marginal subscribers, but essentially lead to either increased switching or excessive handset replacement. According to Wind, NRAs should consider whether operators do subsidise handsets. If they do not, it is more likely that a network externality surcharge will be targeted more precisely to attract marginal consumers or retain marginal subscribers.

Price Discrimination

We generally agree with the consultation document’s brief discussion and conclusions on price discrimination in the context of M2M termination.  

We would note that there is now a considerable amount of economic literature pointing out that larger (mobile) networks – termed incumbents in the consultation document - could use high termination rates to foreclose the market to smaller competitors.
 This literature concludes that when there are large size asymmetries between networks, the larger ones will have an incentive to set a high termination rate in order to foreclose. This applies also where the agreed M2M termination rates are reciprocal. This is because high reciprocal termination rates will lead to a retail price structure with high off-net M2M charges and low on-net M2M charges. Such a price structure puts smaller networks at a disadvantage as their subscribers will only make a small proportion of calls on-net. Charging high off-net termination rates, if undertaken by larger networks, could be characterised as exclusionary behaviour damaging the ability to compete of smaller networks. The impact of such a policy is more drastic the larger the asymmetries in size between mobile operators. The same behaviour by smaller operators does not have anti-competitive effects and cannot raise regulatory concerns.

Wind believes that in the context of M2M termination, price discrimination should be the main concern of NRAs in all the EU Member States, perhaps with the exception of the UK where the largest four networks have similar shares of subscribers and revenues
. In most EU Member States one or two operators have significantly higher subscriber, traffic and revenue shares than their competitors (Figure 2). 

The risks of price discrimination are significantly higher than those of collusion in setting M2M termination rates. The consultation document should therefore give more prominence to price discrimination than to collusion.
Figure 2: Mobile subscriber shares in EU Member States, July 2003

[image: image2.emf]62%

56%

56%

55%

54%

49%

49%

48%

47%

46%

45%

44%

43%

41%

27%

38%

32%

40%

30%

26%

29%

36%

35%

32%

38%

30%

29%

36%

26%

25%

12%

4%

9%

20%

21%

16%

17%

12%

16%

24%

20%

12%

14%

24%

6%

10%

2%

6%

9%

10%

24%

9%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Luxembourg

Belgium

Ireland

Finland

Spain

Portugal

France

Italy

Denmark

Sweden

Greece

Austria

Germany

Netherlands

UK

Source: Case Associates' calculation on Mobile Communications data (1st July 2003).


Although we broadly agree with the conclusion that cost-based remedies “are likely to resolve the foreclosure problem”, we submit that in some circumstances additional remedies should be imposed only on networks with larger subscriber bases. This is the case of a price cap in the form of an RPI-X. Such a price cap will converge to the cost of providing termination services (plus common cost and externalities mark-up) over a number of years. This means that during the initial years of the cap termination, rates are likely to be above costs, leaving opportunities for providing low retail charges for on-net calls. Therefore, Wind believes that even under cost-based price controls larger networks can still foreclose the market to new or smaller competitors and additional safeguards should be imposed.   

Accordingly, in order to prevent such foreclosure behaviours, it should be required that larger network’s termination rates are set, in the case of M2M, below the regulated F2M termination rates as long as the aim of fair competition in the mobile retail market requires it. Wind maintains that this is not a remedy alternative to cost-based price controls, but an additional one.
The consultation document should also provide further guidance to NRAs on how to identify incumbent operators. Wind believes that the critical feature in providing some networks with the ability to foreclose is their share of subscribers. As a first screening Wind believes that it is likely that any mobile operators which have been designated as having SMP in access and call origination should also be treated as an incumbent in applying remedies on M2M termination. However, such a definition would be restrictive and in our opinion, the term “incumbent” should also include all those operators that have a subscriber base larger than the average subscriber share. 

Please note that we would be happy to expand on any of the points above. Any question regarding these comments may be addressed to:

Giovanni Amendola 
Giovanni.Amendola@mail.wind.it
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� Presence of economies of scale and scope due to relevant sunk and common costs makes very difficult for NRA to define economically efficient cost oriented price since the determination of the opportunity costs of each service/network elements would require to take into account the strategic and economic evaluations of the undertaking.


� Presence of these competitive factor increases the likelihood of anticompetitive strategies.


� Presence of these competitive factor increases the likelihood of anticompetitive strategies.


� for retail and wholesale offers


� A highly developed distribution and sales network increases the benefits the SMP undertaking earns from delaying tactics strategies, hence dramatically damaging the competition field. 


� Markets characterised by strong product/service quality diversification (usually business and soho markets but also consumer markets) offer the best incentives to the SMP undertaking to discriminate in favour of its retail arm especially if at the same time the operator holds an highly developed distribution and sales network which can easily transfer the quality advantage in a commercial one.


� Markets characterised by strong product/service quality diversification (usually business and soho markets but also consumer markets) offer the best incentives to the SMP undertaking to discriminate in favour of its retail arm especially if at the same time the operator holds an highly developed distribution and sales network which can easily transfer the quality advantage in a commercial one.


� If wholesale products are characterised by relevant costs and barrier to switching the SMP operator has further incentives to strategically design the wholesale services in order to force the competitors to continuously switch between different but similar wholesale services.


� It directly increases the competitive advantages the SMP undertakings earns from unduly using information about competitors.


� In the form of price tests in order to ensure the economical replicability of the services provided by the SMP operator.


� As this competitive problem should be addressed by setting the correct cost oriented prices for the wholesale services, an SMP operator may subject its competitors to a profitable margin squeeze if it succeeds in circumventing the cost orientation obligation through arbitrary allocations of costs between services and network elements; accordingly more complex is the cost allocation, more difficult is for the NRA to set and monitor the cost orientation of the price.


� The Italian NRA adopted this principle in its Decision 6/03/CIR regarding DSL services, where it is foreseen that the incumbent operator shall notify simple tariff changes with a 30 days notice, while more structural changes in the retail offers require a 90 days notice, in order to allow for consistent changes in the correspondent wholesale offer.


� Competing operators may also be subject to predatory pricing strategy if the economies of scale, density and scope are such that the competitors are not on a level playing field.


� If new entrants have to bear consumer switching costs which are not born by the SMP operator (or the SMP operator has successfully transferred those costs on its customers as monopolist operator) this could increase the likelihood of new comer to suffer from predatory pricing. 


� It increases the likelihood and incentives to use predatory pricing behaviours targeting particular groups of customers or services.


� Competition Commission, Vodafone, O2, Orange and T-Mobile – Reports on references under section 13 of the Telecommunications Act 1984 on the charges made by Vodafone, O2, Orange and T-Mobile for terminating calls from fixed and mobile networks, December 2002, para 2.341, (emphasis added).
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� Interestingly, in the course of the CC investigation Oftel discussed foreclosure. Oftel submitted to the CC that existing UK operators might have an interest in setting high reciprocal M2M termination rates to “create an entry barrier for Hutchinson 3G”. See CC, para 2.476.  The potentially exclusionary effect of high reciprocal M2M off-net rates was not thoroughly examined by the CC, or mentioned as a reason for imposing price controls for M2M termination.  There were two apparent reasons for this.  First, Oftel’s reference to the CC concerned termination charges on 2G networks and, hence, excluded termination on 3G networks.  Therefore, Oftel’s comments on the impact of high termination on a new 3G operator - i.e. Hutchinson 3G - could not be considered (CC, para 2.152).  Second, the impact of a retail price differential between on- and off-net M2M calls was not critical to competition among existing UK operators because their subscribers shares were similar.  All UK 2G networks can be considered as incumbents as T-Mobile (formerly One2One) and Orange launched their services ten years ago - in 1993 and 1994, respectively.
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