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Subject: Response to ERG’s public call for input on regulatory remedies

1. introduction

1.1. Aims of the consultation

The European Regulator Group (ERG), established by the European Commission in July 2002, has launched a consultation process regarding the harmonised principles that should govern the adoption of remedies by National Regulatory Authorities under the New Regulatory Framework of electronic communications in the Community. AUNA welcomes this initiative and wishes to contribute some preliminary comments in the understanding that the debate on remedies is still in a very early stage. Therefore AUNA would like to have the opportunity to submit more detailed contributions as the ERG advances toward the adoption of a Remedies Guidelines.

1.2. About AUNA

AUNA is the second telecommunications operator in Spain and its activities encompass fixed and mobile communications services for residential and business customers as well as Administrations. By the end of 2002, AUNA’s market share reached 5,8% in fixed telephony and 18% in mobile communications, where it operates under the brand AMENA.

Ever since the beginning of the liberalisation process in the Community, AUNA has deployed an extensive fixed and mobile network in Spain. In 2002, AUNA incorporated the fixed communications networks and assets of RETEVISION (optic fibre and wireless access) and five other cable companies operating in Madrid, Barcelona, Seville and other important cities. AMENA’s mobile network has wide coverage, reaching 99% of the Spanish population and 95% of the territory.

2. Implications of the debate over regulation vs Competition Law on the application of article 16 (market analysis procedure) of the Framework Directive

The introduction of the new telecommunications regulatory package in the Community has been accompanied by a debate over the relative advantages of the application of ex post competition rules vs ex ante regulation. This debate has been enlightening and certainly has greatly contributed to shape the role of Competition Law in the new regulatory framework in a number of ways. Some aspects of the interlink between regulation and competition within the new framework are worth mentioning.

Firstly, the new framework has recognised the advantages of applying the economic tools of Community Competition practice and, consequently, borrows its methodology for market definition and significant market power (SMP) assessment.

Secondly, discretionary powers conferred upon NRAs to carry out market analysis and impose ex ante obligations under the new framework are subject not only to the consultation mechanisms provided for in articles 6 and 7 of the Framework Directive, but also to a number of provisions, some of which are contained in the Commission Guidelines on Market Analysis. Among these, NRAs should use any experience gained by Competition authorities, the European Commission and the NRAs themselves through the application of competition rules to the telecommunications sector (recital 35). Likewise, NRAs’ decisions will have to be in accordance with the Commission’s practice and the relevant jurisprudence of the Court of First Instance on dominance (recital 70). Finally, NRAs must associate Competition authorities with the market analysys as appropriate (recital 135 and article 16 of the Framework Directive).

Thirdly, underlying the new framework there is the view that in a fully competitive market most ex ante regulation is to be removed and the objective of maintaining a competitive marketplace and defending consumer welfare is best served through the application of Competition Law.

Even when we welcome the introduction of Competition analysis in ex ante regulation and recognise that a fully competitive market with minimal ex ante regulation is a desirable final objective, we wish to emphasize that at this stage the new Framework does not provides for substitution of ex post competition policy for ex ante regulation. The sufficiency of competition law by itself (absent ex ante regulation) in reducing or removing barriers to competition or in restoring effective competition in the electronic communications sector has already been considered by the Commission when issuing the Recommendation on relevant markets. As explained in the Memorandum accompanying the Recommendation, this is one of the three cumulative criteria for identifying markets that in principle are subject to ex ante regulation (section 3.2 of the Memorandum). Therefore, in telecommunications markets included in the Recommendation competition, by definition, has not developed to the point that market failures can be dealt with by reliance on Competition Law.

This conclusion however admits some qualifications. The fact that markets included in the Recommendation are in principle susceptible to ex ante (and not ex post) regulation is not tantamount to say that they must be subject to such regulations. At any event, AUNA considers that the imposition of ex ante remedies should be based on the application of a rule of reason and must fully take into account the principle of proportionality. NRAs, in particular should carry out a forward-looking long term analysis of allocative, productive and dynamic efficiency in the relevant market with and without the proposed ex ante measure.

In this regard, it is necessary to distinguish between fixed communications market, where the former monopolies still maintain entrenched positions in both upstream and downstream markets, and mobile markets where new entrants have obtained an appreciable market share and there is competition in the retail market.

2.1. Fixed communications

The question of whether ex ante regulation or ex post competition rules are to be applied as the prime remedy in markets where NRAs conclude there is not effective competition is relevant in the context of the present consultation. In our view many historical operators in the fixed communications markets could see that the introduction of the new framework provides them an opportunity to defend the establishment of a light-handed regulation relying on Competition Law only. Consequently, incumbent might be tempted to challenge the imposition of ex ante regulation under article 16 of the Framework Directive by arguing that the objectives pursued through such remedies are better attained by the application of Competition Law.

AUNA believes that under the new framework such claim would be unwarranted and, if accepted, could undermine the effectiveness of the whole regulatory package. Article 16 of the Framework Directive requires that, where a national regulatory authority determines that a relevant market is not effectively competitive, it shall identify "undertakings" with significant market power on that market and shall on such "undertakings" impose appropriate specific regulatory obligations. This requirement is not conditioned upon a previous assessment of the merits of an ex-post remedy under Competition Law and, actually, the Commission Guidelines on Market Analysis does not envisage such an assessment.

Furthermore, as we have already mentioned, AUNA believes that the new framework already provides the right setting for the evaluation of whether a market failure might be dealt with by Competition Law. This is, in fact, one of the elements that has been taken into account by the Commission in order to include a particular market in the Recommendation and it might certainly be considered in future reviews. However, until such review is carried out we understand that article 16 of the Framework Directive applies fully and unqualifiedly and, therefore, no ex-ante vs ex-post analysis is necessary as a precondition to impose obligations on historical fixed network operators if the market analysis reveals that competition is not effective.

Otherwise, the introduction of the new framework may cause regulatory uncertainty and induce overlitigation, particularly if incumbents decide, upon application of article 4 of the Framework Directive, to appeal NRAs decisions on the basis that in their view ex post measures would suffice as a remedy in a market declared as non competitive.

2.2. Mobile communications

In contrast with the situation in the fixed communications markets, the more balanced nature of competition in the mobile markets, with no historical operator entrenched behind huge barriers to the deployment of alternative access networks, along with their very dynamic nature, justify the adoption of a light handed approach in the imposition of remedies by NRAs.

In this sense AUNA believes that NRAs, in assessing competition and the eventual imposition of remedies in wholesale mobile markets identified in the Recommendation, should take into the utmost account the actual market outcome of the corresponding retail market. If there is evidence that the mobile market is becoming increasingly competitive without intervention, or with the current set of regulatory measures, then no new ex ante remedies should be imposed, particularly on new entrants who usually carry the burden of deploying new infrastructure and acquiring market share through attractive retail offers.

Furthermore, in the event that NRAs identify a market failure in mobile wholesale markets, they should evaluate whether in a long term view the downstream market is likely to become more competitive upon the imposition of a particular remedy in the upstream market. In a situation of downstream competition, continuous market surveillance by NRAs might suffice to check any negative development against competition.

3. Remedies concerning dominance in the market of call termination on individual public  telephone networks provided at fixed location

3.1. Description of the regulatory problem

In the Recommendation on relevant markets, the Commission has established that, in principle, call termination on individual public telephone networks provided at fixed location represents a relevant market. On the basis of this definition, NRAs should assess whether a particular operator who provides wholesale traffic termination in its network may exert market power and, if so, what is the appropriate ex ante regulatory measure that, according to the proportionality principle and in the light of the objectives set out in article 8 of the Framework Directive, best contribute to neutralize that SMP.

In the Memorandum accompanying the Recommendations, the Commission points out that the definition of single network termination as a relevant market does not automatically mean that every network operator has SMP, and therefore NRAs should assess whether the countervailing power of the larger network may neutralize any attempt to exercise market power.

In the light of the above, some industry commentators have alleged that the regulation of the access termination prices of the former monopolies cancels any countervailing power that these may exert on the smaller networks and thence the imposition of obligations on the latter is fully justified. Furthermore, some claim that in order to preserve efficient entry, such obligation should adopt the form of a symmetric termination tariff.

AUNA believes that such analysis not only underestimates the role of  the countervailing power exerted by the incumbent on smaller networks, but also prescribes a wrong remedy from the social viewpoint. This is so because the  “symmetry thesis” omits the benefits of dynamic competition brought about by facility-based entry. AUNA supports its view on the following considerations.

3.2. Frequent allegations of symmetry defenders

Defenders of symmetric termination tariffs in fixed networks usually contends that:

1. According to mainstream microeconomic theory, in a fully competitive market providers would not be able to set their tariffs above the lower tariff, that is to say, the tariff of the most efficient provider. However as a single termination call market does not exist, but there are as many markets as networks, smaller operators are, in spite of their size, shielded against competitive pressures and can set terminating tariffs above that of the most efficient provider (in the absence of countervailing power). This situation results in an inefficient allocation of resources, according again to the perfect competition model (allocative inefficiency), and encourages inefficient entry.

2. The ability to set supra competitive termination rates (as seen from the perspective of the static perfect competition model) allows new entrants and smaller networks to undermine the competitive position of the incumbent. This would be so because, allegedly, new entrants could use the supra competitive benefits from their termination tariffs to buy market share at the expenses of the incumbent or, what is worse, the incumbent’s subscribers, who would pay higher prices for calls. This form of inefficient cross-subsidisation among users should therefore be prevented through symmetric termination prices.

3.3. Shortcomings of the static analysis underlying symmetric termination prices

The main shortcoming of the type of analysis described above is that it narrowly focuses on short term static efficiency and does not take into account the welfare benefits of facility-based competition in the middle and long term
. In AUNA’s view, the adoption of a symmetry principle without the recognition of the different costs and circumstances of alternative providers would redound in the forbearance of network competition in the long term and consequently would be against the public interest.

As it is recognised in a recent consultation document
 by the Dutch regulator, OPTA, even if a new provider operates in an economically justifiable way, and even if the same provider adopts state of the art networks with less exchanges and low maintenance costs, in the presence of important scale economies such provider would always compete at a disadvantage with the incumbent. Additionally, the new entrant or smaller network operates at disadvantage because it has to overcome considerable sunk cost barriers resulting from high marketing expenses to build up brand recognition and reputation.

Therefore, under a dynamic scenario, if any alleged cost advantage attributable to the smaller network is not large enough to compensate the disadvantages resulting from the important scale economies incurred by the incumbent then the imposition of symmetric termination rates would imply that in the long term only one access provider would prevail
 and competition with all its benefits would be forborne. This has, in our opinion, an enormous social cost.

3.4. Analysis of remedies on termination markets

According to the above, AUNA believes that the imposition of remedies –if any- in termination markets should be approached from the perspective of its impact on long term efficiency and consumer welfare. More specifically, even under the scenario that smaller networks are declared to enjoy SMP in termination –a view that we do not share because there are important countervailing forces in play- the imposition of remedies must take into account the impact of such remedies on facility-based entry an thence on the social optimum in a long term perspective.

The analysis of the impact of mutual termination prices between asymmetric networks on economic efficiency and consumer welfare constitutes a relatively new topic in the economic literature where it has been referred to as the “theory of asymmetric competition between networks” 
 or the “theory of two-way access pricing” 
. Unfortunately, the contributions to this theory are still scarce and non conclusive about the best pricing policy to achieve the social optimum.

3.5. Ad hoc analysys of remedies in termination

In the light of the foregoing discussion, and given the lack of firm theoretical support for policy choices, it seems to be necessary that in the event that NRAs shall impose termination prices obligations on new facility-based entrants they adopt an ad-hoc approach. This should be based on general economic principles as well as on the results of the liberalization process in the Community under the former ONP framework and other evidence of the likely effect of the measures over competition in the long term.

In this regard, it should be mentioned, in the first place, that according to the Memorandum accompanying the Recommendation on relevant markets the deployment of cable and other alternative networks (e.g.wireless local loop) has been slow and does not as yet suppose a serious competitive constraint on the behaviour of the former monopolies in the Community, a fact that has been extensively taken into account in the Recommendation itself and, previously, in pieces of Community law as the Local Loop Unbundling Regulation.

Under these circumstances a symmetry rule on termination tariffs would have a negative impact on investment in alternative facilities. This would in turn dampen competition in access and therefore make it necessary to prolong indefinitely ex ante regulation in wholesale markets (e.g. local loop unbundling and bit stream access). This effect would be aggravated if the application of symmetry does not take into account the differences in networks structures between the incumbent and other operators
.

The forbearance of facility-based competition has a high social cost. It is impossible to exaggerate the benefits of facility-based competition from alternative networks. The benefits from competition do not only accrue from the (static) optimal allocation of resources described in the perfect competition model of standard microeconomic theory, but also, and above all, from the dynamic incentives that it affords in terms of market discipline, increased innovation and enhanced consumer choice.

The 8th Implementation Report
 reveals that competition has so far brought about price reductions and more consumer choice in community markets. However in a dynamic context these benefits are not only to be measured by the range of new services and lower prices introduced by alternative operators, but also through the disciplinary effect of competition on incumbents, who see themselves forced to improve their offers, reduce their prices and employ more efficiently their resources, with the ensuing social benefits in term of overall efficiency and consumer welfare.

AUNA believes that in carrying out the cost-benefit analysis of remedies NRAs should give the utmost consideration to these dynamic benefits of competition. Therefore even if an asymmetric regulation of termination prices might allegedly imply a loss of allocative efficiency in the short run, this loss might well be compensated by the benefits that such relative asymmetry will bring about in terms of dynamic efficiency through increased facility-based market competition.  
3.6. Some regulatory approaches to set termination prices

Either in the current consultation process under the new framework or in their ruling of disputes over termination tariffs, some NRAs has already recognised the importance of taking into account the need to foster facility-based competition.

In the United Kingdom, OFTEL, in a consultation document entitled “Review of fixed geographic call termination markets - 17 March 2003”, has published its initial view that all fixed geographic network providers have SMP in the provision of their own network fixed geographic call termination services to all originating network providers. However, whereas OFTEL considers it appropriate to propose some remedies on all network operators that terminate fixed geographic calls, the regulator proposes that BT should be subject to more detailed regulation than alternative operators as it believes that BT also possess SMP in related, relevant retail markets. 

In summary, OFTEL’s proposals are:

1. To require all network operators to provide call termination to all other such operators if in receipt of a reasonable request to do so;

2. that BT’s charges for its call termination services should be subject to a price control and that its charges should be set on the basis of its forward looking long-run incremental costs;

3. that BT should publish cost-accounting information, separate accounts, a reference offer, and publish changes to their prices in advance of those proposed changes taking place.

4. to require all other fixed network operators to set fair and reasonable terms for their call termination services and that, in the event of a dispute, the Director will decide what constitutes fair and reasonable terms. 

In the Netherlands, OPTA has recently issued a consultation document containing the principles which the regulator will follow when setting disputes on termination access prices between operators. According to this document, OPTA intends to introduce an upper limit for the terminating tariffs that market parties can charge KPN (the former monopoly). These prices are to be settled under a principle of  “reasonableness”.

However, OPTA has rejected strict reciprocity as the one and only method for defining reasonableness. This is so because, as OPTA sets out in the consultation document, though the definitions contained in the Commission Recommendation on relevant markets might imply more symmetry in termination prices this “does not mean in the opinion of the Commission that in the new framework the different circumstances of providers will not be fully recognised”. In this sense, OPTA believes that the competition disadvantage that non-designated providers have as compared to the designated provider must be taken into account.

In other words, considering that the incumbent enjoys a considerable advantage derived of having a historical network with low investment costs, enormous brand recognition, relatively high capacity, large scale advantages and very low overheads/traffic volume ratio, OPTA understands that it is reasonable to impose a more strict regime to the incumbent than to alternative operators in order to create a level playing field.

This is to be done by introducing the so called “delayed reciprocity”, according to which new entrants are allowed to charge a higher tariff than KPN on the condition that such tariff is not higher than the tariff that KPN charged itself three years before (the “delay period”). OPTA sorts out the question of the difference in network structures between the incumbent and the alternative operators by establishing KPN’s regional tariff (single transit) as the reference price for the calculation. Additionally, OPTA may take into account the costs of an alternative provider if this can show that, despite being operating in an efficient way, the maximum delayed tariff set up by OPTA make cost recovery impossible.

Finally, in the consultation document OPTA seeks comments on alternative approaches that also take into account the disadvantageous position of alternative network operators as compared to KPN’s. One such approach consists of applying the  bottom-up long run incremental cost model used for KPN’s network to the network of alternative operators, adjusting the results by a supplement on the tariff applied to KPN that compensate for the relative advantage of the incumbent (stemming from its ability to build up a network and expand its client base over many years of monopoly position).

In France, in a recent decision on a dispute between France Télécom, on the one side, and the firms Completel, Estel and UPC, on the other, the regulator ART has adopted a similar approach. Therefore, ART has ruled that up until 2007 new entrants are allowed to charge France Télécom a termination tariff equivalent to that applied by the historical operator itself five years before. In reaching this decision ART, like OPTA, has recognised the relative disadvantage of new entrants and also the need to foster competition and promote investment in network infrastructure: 

« L'ART a toutefois jugé nécessaire de tenir compte de la situation transitoire et spécifique dans laquelle ces trois acteurs sont placés. En raison du caractère récent de leur entrée sur le marché de la boucle locale, ils ne sont pas encore en mesure de bénéficier des effets d'apprentissages déjà enregistrés par France Télécom, et ainsi d'atteindre des niveaux de coûts de réseau comparables.

[...]

Ces décisions sont favorables au développement de l'investissement et de la concurrence sur le marché de la boucle locale : elles assurent les conditions d'une juste rémunération pour les prestations d'interconnexion indispensables aux activités d'un opérateur de boucle locale.»

3.7. Conclusions

To sum up, on the basis of the above discussion AUNA believes that the symmetry approach to setting termination prices of competing networks should be disregarded on economic terms for its potentially harmful effect on facility-based dynamic competition with the ensuing welfare loss and the risk of perpetuating costly regulation (e.g. local loop unbundling and even retail controls).

In the extreme scenario that alternative network operators are declared as having SMP in single network termination, it might be appropriate not imposing on such operators obligations on termination prices or, alternatively, adopting some reasonability rule that takes into account their relative disadvantage with respect to incumbents, their costs and also their different network structure. This seems to be the general trend among some NRAs and whereas AUNA does not believe that smaller networks possess SMP, it agrees, in general terms, with this approach to the adoption of remedies in termination markets.

4. Remedies concerning dominance in retail markets: lower tariff regulation under article 17 of the universal service directive

Article 17 of the Universal Service Directive establishes that when as a result of the market analysis carried out in accordance with article 16 of the Framework Directive a retail market is not effectively competitive, and obligations on wholesale markets are not sufficient to achieve the objectives of increased competition and consumer protection of the same Directive, NRAs shall impose regulatory obligations on undertakings identified as having SMP in retail markets. Among such obligations the US Directive includes requirements that the identified undertakings do not restrict competition by setting predatory prices.

According to the Eighth Implementation Report “in a number of Member States (Belgium, Greece, Spain, Luxembourg, the Netherlands, Finland, there are complaints of a price squeeze between fixed interconnection tariffs and the incumbent’s retail tariffs and the discounts applied thereto. Not all NRAs have yet acted to eliminate the price-squeeze (for local level interconnection, remedial action in the Netherlands took effect recently; and will take effect in Luxembourg from January 2003).” Therefore it seems that price squeezes constitutes a problem in many jurisdictions.

AUNA believes that on retail markets in which the historical operator holds significant market power and is vertically integrated into upstream wholesale markets the maintenance of competition should be safeguarded by means of ex ante tariff regulation. As the Dutch regulator, OPTA, has pointed out in a consultation document
 “in markets of this type, regulation with reference to discounts and tariff packages is essential in ensuring that any position of power is not abused in such a way that further development of competition is obstructed”.
Telecommunications market present the risk that the former monopolist, based on its high level of vertical integration and diversification, foreclose potentially competing markets by bundling services or applying selective discounts that newcomers will not be able to replicate or only do so in a more limited extent.

In particular, according to the same OPTA document, whereas in an effectively competitive market it is normal practice to give discounts, if a company has SMP selective discounts can be used to push competitors from the market. As the market share held by the SMP party increases, this party has more customers that purchase services at the normal (generic) tariffs. In a situation of this type, the SMP operator has a larger buffer and more discount possibilities. A situation can evolve in which residential users in the less price-elastic market segments subsidise the discounts of the business users in the more price-elastic market segments. Thus, OPTA concludes that if a party has SMP ex ante regulation of the discounts is essential in preventing anti-competitive market behaviour. This regulation must, however, make discounts possible in so far as they do not restrict competition. The interests of the consumer and the SMP must be weighed against the interests of the competitor.

AUNA shares the above view and believes that ex ante regulation should adopt the form of sector Guidelines that set up, under full transparency, the main criteria and imputation tests that NRAs would apply when assessing whether discounts and packages offered by the former monopoly hamper competition in retail markets. The SMP operators must be under the obligation of communicating discounts and packages to the NRA with enough anticipation to leave sufficient time for the ex ante analysis, and approval should be warranted only if the test is satisfied. 

Some commentators have alleged that price squeeze cases are rare and, at any event, are best dealt with by ex post analysis under Competition Law, particularly in Europe, where competition law, like ex ante regulation, is applied by administrative bodies rather than courts, thus avoiding the delays and complications of the judiciary system. In addition, some have alleged that ex post ruling under competition law has the additional advantage over ex ante regulation that it allows affected operators to claim damages.

AUNA disagrees with these views. On the one hand, the administrative procedure applied by competition authorities in Spain is lengthy and periods of over 2 years to conclude a procedure are not rare. This would render actions against predation quite ineffectual given the rapid pace of market developments in telecommunications markets. On the other hand, affected operators can only claim damages when the administrative decision taken by Competition Authorities is confirmed by the Supreme Court, which may add other 2 years to the process. Clearly, under such national circumstances an ex ante procedure is fully warranted in order to protect competition in the communications markets.

For any question or further information please contact: carlos.olivo@auna.es
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