
[image: image1.wmf]
The regulation of Significant Market Power

in electronic communications under the new EU Directives

Towards a common framework for Remedies

February 2003

CONTENTS

Section
Page

1.
Introduction
3

2.
Fundamental principles for SMP regulation
4

3.
Selection of SMP remedies
5

4.
Issues in the selection of SMP remedies
10

5.
Conclusion
15




Annex 1
Reference list of key provisions in the Directives relating to SMP obligations
16

Annex 2
Summary of SMP obligations permissible under the Directives
17

Annex 3
Summary of the seven-step process to be followed in selecting SMP remedies
19

1.   INTRODUCTION 

1.1  The new EU Directives for the regulation of electronic communications were adopted on 7th March 2002.  One of the key features of the Directives is the requirement on National Regulatory Authorities (NRAs) to carry out detailed analysis of markets identified as susceptible to ex ante regulation and to impose appropriate obligations on providers found to have Significant Market Power (SMP). 

1.2  In setting SMP obligations, NRAs must ensure that proportionality is achieved and that remedies are targeted at identified problems. At the same time, NRAs will be under a duty to contribute to the achievement of a single market in electronic communications by co-operating with each other and the Commission to ensure consistent application of the Directives and by seeking to agree on the remedies best suited to address particular situations in markets. 

1.3  A common EU-wide understanding on the imposition of SMP obligations is essential to ensure that the goals of proportionality and consistency are both achieved.  We understand that the Commission plans to publish a Recommendation giving relevant guidance to NRAs. However, this will not be available until mid-2003 at the earliest and will therefore come too late for NRAs which, like Oftel, aim to make significant progress in reviewing markets and identifying appropriate SMP remedies in the near future.  

1.4 In response to the current lack of EU-wide guidance, BT has developed proposals which are aimed at contributing to the development of a common framework for the imposition of SMP remedies. The intention is to promote discussion among interested parties, and to assist Commission staff preparing the planned Recommendation on remedies and NRAs carrying out market reviews before the Recommendation becomes available. 

1.5 Our proposals are set out in this document. Section 2 discusses the generic, high-level principles for the imposition of SMP remedies under the new framework. Section 3 addresses the steps that need to be taken to ensure that any remedies imposed are targeted at the identified problem. Issues to be considered in selecting particular categories and levels of SMP obligation are discussed in Section 4. 

1.6  BT hopes that these proposals will provide a useful contribution to the debate on SMP remedies and consistency, and we would welcome the opportunity to discuss them with other interested parties throughout the EU.  

2.   FUNDAMENTAL PRINCIPLES  FOR SMP REGULATION 

2.1 The new Directives contain numerous provisions, listed in Annex 1, which specify how NRAs should regulate SMP under the new framework. Two  fundamental principles for the implementation of this key aspect of regulation are embodied in these provisions: first, that market reviews must be rigorous; and, second, that SMP remedies must be customised to address specific identified issues. These principles are discussed below. We also consider the important question of timing,  both of the market reviews and of the setting of SMP remedies, which will be critical to successful implementation.   

Market reviews must be rigorous

2.2  SMP regulation under the new Directives is closely aligned with competition law, and market analysis must accordingly be carried out with the degree of rigour associated with competition law. It is essential that all relevant factors are taken into consideration, examined  transparently and robustly and that irrelevant issues are not considered, and that weight is given to the appropriate matters.  Decisions need to be taken to the relevant standard of proof, and, in the context of the new laws, NRAs need to have discharged the burden of proof in making their findings.  These and other “due process” matters are critical to the introduction of the new Directives to ensure that the basis of regulation reflects market reality. It would be damaging to the credibility of the new framework if the market reviews underpinning SMP regulation were flawed or if initial implementation  were characterised by extensive use of the appeal rights which the new Directives give to those affected by regulatory decisions.  However, appeals will be inevitable if insufficient care is taken at the outset. 

Remedies must be customised to meet the specific issue to be addressed

2.3  The Directives offer a number of potential remedies to address issues arising in markets where there is a finding of SMP. In selecting remedies, NRAs must ensure that the remedies are appropriate to the individual issues raised in the circumstances of the specific market in each case. This represents a significant development from the existing Directives, under which obligations are generally applied mechanically whenever an SMP designation is made. In order to achieve customised remedies on a consistent basis across all markets and all Member States, NRAs and the Commission must work closely together. Interested parties need to be assured that this co-operation is taking place, and greater transparency, particularly of communication between NRAs, would be helpful.  

Sufficient time must be allowed for reviews 

2.4  Although the new Directives must be implemented in all Member States on 25th July 2003, this does not imply that NRAs must have completed market reviews and taken decisions on SMP regulation by that date. 25th July 2003 is not an absolute deadline for setting SMP regulation. The Directives make specific provision for existing SMP regulation to be carried over until such time as the market review process has been completed.  


2.5  Whilst NRAs should of course be working towards timely implementation over the coming months, the rigour of the analysis must not be sacrificed to meet a perceived deadline. We believe that if NRAs seek to complete the market reviews by 25th July 2003, there is likely to be insufficient time for robust analysis to be conducted to the necessary standard.  NRAs should recognise that they are “on notice” of the need for rigour in analysis. 

3. SELECTION OF SMP REMEDIES

Introduction

3.1 The selection of appropriate remedies to address perceived market failure is the cornerstone of the new Directives. Regulation itself can distort markets and can lead to economically inefficient results.  Indeed one of the prime reasons for the new legislation is a recognition that markets have changed and developed.  The starting point for liberalisation was an acknowledgement that most operators were operating in a monopoly or near-monopoly position.  No analysis of the market was conducted; monopoly was assumed and strict regulation was imposed as a remedy to the well-known failings of monopoly.  As the market has expanded and competition has developed, strict regulation in competitive or prospectively competitive areas has created perverse and distorting effects.  This is recognised, and the new legislation seeks to impose remedies only where there is ‘in fact’ a monopoly or position of significant market power. This section sets out the steps that NRAs need to follow if SMP regulation is to be proportionate. A one-page summary of this seven-step process is given in Annex 3. 

Step 1   Review the market

3.2  The Directives require NRAs to carry out full, detailed, economic reviews of all markets  identified as having characteristics which may justify the imposition of ex ante regulation on SMP grounds. These markets are listed in the Commission’s Recommendation on relevant product and service markets, adopted on 11 February 2003. NRAs may deviate from this list in accordance with the procedure set out in Article 7 of the Framework Directive. 

Step 2   Identify the problem to be remedied 

3.3  Under the new Directives, SMP obligations must be based on the nature of specific competition problems identified in a market. In considering remedies in markets found not to be effectively competitive, therefore, NRAs must define the problems to be addressed so that any proposed obligations can be designed to tackle them. The duty on NRAs to impose only obligations which meet identifiable concerns  means that concerns have to be well founded, with sufficient evidence to support intervention. There is no justification in the new framework for “just in case” regulation.  

Step 3   Assess the ability of competition law to provide a remedy 

3.4  SMP regulation is only to be imposed “where national and Community competition law remedies are not sufficient to address the problem”
. In each case where a problem is identified, therefore, NRAs must assess whether competition law would provide an adequate control. Given that competition law deals with issues such as excessive pricing, predatory pricing and discriminatory practices, it might be expected that regulation will be unnecessary in many instances. Where competition law is judged not to be adequate, the NRA should publish the reasoning behind its decision. 

3.5  To achieve harmonisation, the adequacy of competition law must be assessed on a consistent basis across the EU. This is problematic due to the different legal processes applying to the application of competition rules in different Member States. A review of the legal framework and procedural context is needed if rules are to be applied on a consistent basis. Important areas where there are differences include: discovery (often crucial in proving discrimination as third parties will not have knowledge of relevant information such as internal transfer prices and trading practices); timelines for hearings; the availability of appeals; and the potential for suspension of decisions while appeals are heard. This is one of the key issues which needs to be addressed in the Commission’s planned Recommendation on remedies. 

Step 4   Start with a “clean sheet” 

3.6  The new Directives have been developed in response to significant change in electronic communications markets and technologies, and there can be no presumption that even where SMP determinations are made, obligations should be the same as those applying under current licensing systems. In considering remedies, NRAs should start with a clean sheet and assess which obligations are appropriate and proportionate in relation to an up-to-date and forward-looking analysis of the market place.  

Step 5   Ascertain the types of regulation permitted under the Directives

3.7  The purpose of SMP obligations is to address competition problems, and they should be considered separately from any obligations imposed on other grounds, such as the assurance of universal service or general consumer protection. In considering SMP remedies, therefore, NRAs must consider only the obligations intended to address competition problems. The Directives describe in broad terms the types of SMP obligation which NRAs may apply: these  obligations may be considered to fall within the following broad categories: 

· service obligations

· price level obligations

· price transparency obligations

· financial and accounting obligations

· technical transparency obligations. 

3.8  The range of specific obligations within these categories that may be imposed in a given case depends on the provision of the Directives under which the NRA is taking action. Separate regulatory possibilities are given for “wholesale” markets, “retail” markets and markets for leased lines in the minimum set: these are set out in the Access Directive, Article 17 of the Universal Service Directive and Article 18 of the Universal Service Directive respectively.  Consequently, not all potential specific regulatory obligations will be relevant or permissible where SMP regulation is considered necessary.   For example: some permissible service obligations are irrelevant in retail markets or relevant as USO rather than SMP obligations; the Directives envisage accounting separation as a remedy in access and interconnection markets only, and not in retail markets.  The NRA must therefore ensure that it only considers remedies consistent with the provision of the Directives in each case.

Step 6  Determine the regulation that is proportionate to the identified problem

3.9  There is no presumption under the new Directives that where a provider is found to have SMP in a market, all the permissible obligations should be imposed automatically. On the contrary, NRAs are required to use the flexibility they have under the new Directives to ensure that they impose only the remedies appropriate in each case. NRAs must therefore consider not only the nature of the competition problem to be addressed but also the particular circumstances of the market being considered. 

3.10  Each of the categories of regulation listed in paragraph 3.7 above contains a number of more specific obligations which may be imposed with varying degrees of severity. For example, price transparency could entail the general publication of prices or simply the filing of prices with the NRA. In either case, the length of any notice period could vary according to market conditions. The NRA will need to decide which obligations provide the remedies necessary in the market.

3.11  This presents particular challenges where, as is often the case in electronic communications,  the market is in transition from monopoly to competition. At an early stage of transition, the “green shoots” of the competitive market may be visible, but they may be dependent on pre-existent and strict regulation. Where the transition is more advanced but not yet complete, a lighter-handed approach is likely to be suitable. In such circumstances, it may be appropriate to step back from detailed, prescriptive regulation and place greater reliance on monitoring and reporting obligations designed to ensure continued behaviour within the rules. Recognition then needs to be given to the role of third parties and their ability to initiate enforcement action if evidence of the behaviour of the party with SMP is published or collected and made available. 

Step 7 Confirm that the remedies being considered are suitable 

3.12  NRAs need to confirm that the remedies they are considering are proportionate and consistent with the new regulatory framework. The following points should be considered in particular. 

· Is upstream regulation sufficient ? The new Directives emphasise the importance of regulating in downstream markets only in circumstances where  problems in those markets cannot be addressed via regulation at the upstream level. Notably, the Universal Service Directive states that NRAs should only impose obligations in retail markets found not to be effectively competitive where they conclude that obligations imposed under the Access Directive or carrier selection/carrier pre-selection would not be sufficient. NRAs should therefore consider regulation in upstream markets first and only apply downstream regulation as a last resort, taking into account regulation in upstream markets.  This is likely to be particularly relevant where downstream competition is affected by the existence of an access “bottleneck” in an upstream market. NRAs must bear in mind that it may not be appropriate to regulate at all in a retail market, or in a wholesale market which lies downstream from another wholesale market.     

· Are there incentives to invest?  Inappropriate regulation in new and emerging markets must be avoided.  Any regulation must allow for an adequate return on investment on the assets or services being regulated.  Obligations should promote interest in market entry at both wholesale and retail levels, and infrastructure competition should not be discouraged by misplaced wholesale regulation. Remedies should not ‘freeze’ services and/or choices of serving technologies in time by providing a climate that does not promote innovation and investment.  
· Would the remedy distort competition? SMP regulation is an artificial device, and must be applied with caution so as to avoid distortion. For example, in certain circumstances, a price publication requirement may distort competition by conferring an undue competitive advantage on competitors of the provider/providers with SMP or by facilitating price following.  In general, competition law would treat as illegal any publication of information that would lessen the competitive pressure between competitors.  In addition, care  must be taken to ensure that remedies are not aimed at promoting any particular technologies – this would amount to an industrial policy approach which would, in all likelihood, distort competition.    

· Is there consistency between competition law and the proposed regulatory remedy? Some of the regulatory remedies available to NRAs equate to responsibilities falling on dominant undertakings in competition law. Non-discrimination, for example, is one of the specific remedies possible within both the service obligation and price level obligation categories. SMP obligations which mirror competition law will generally be justifiable where problems with competition law processes – e.g. protracted timescales - are deemed to render competition law insufficient on its own. However, in line with the philosophy of the Directives, such obligations should be interpreted and applied consistently with competition law. For example, a regulatory obligation for non-discrimination should not prevent a provider with SMP from offering different prices and terms to different customers as long as the differences are objectively justified and/or no market distortion is caused.

· Is the proposed regulation appropriate in all parts of the market?  A market determined not to be effectively competitive may consist of a number of services in relation to which different problems are identified. For regulation to be proportionate, an NRA may therefore need to vary the remedies imposed in different parts of a market
.  Equally, competitive pressures within a market may vary between geographic areas, and an NRA may need to apply different obligations on a geographic basis.  

Underlying principles

3.13 There are four key principles that underpin each step of the process outlined in this section.

· Transparency  Under the new framework, NRAs must exercise their powers transparently
. This is particularly important in the context of SMP obligations. Transparency should give stakeholders confidence that the NRA has followed all the principles of SMP regulation. It should also ensure that all parties understand clearly how changes in market  conditions would affect the probability of obligations being withdrawn or modified. 

· Continuing relevance Markets and remedies must be monitored and reviewed regularly to ensure that SMP designations and obligations remain relevant and proportionate.  Triggers to initiate reviews of markets and regulation within markets should be established. These may be based on elapsed time, but could also be based on particular identifiable market events.  

· Consistency  In applying SMP regulation, NRAs are bound by the provisions in the Directives aimed at achieving harmonisation and consistency between Member States. In particular, they must co-operate with each other and the Commission to ensure consistent application of the Directives, and seek to agree on “the types of instruments and remedies best suited to address particular types of situation in the market place”
.  SMP remedies must therefore be considered and applied on a consistent basis.

· Behavioural history  As discussed above, remedies must be tailored to the issues identified.  Evidence of past behaviour and compliance with the rules must also be taken into account in determining the weight and severity of a particular remedy: to impose light touch regulation on an undertaking which has frequently breached the rules would be disproportionate, and by the same analysis, heavy-handed remedies where a company has a long history of good behaviour and compliance would also be unwarranted.

4.   ISSUES IN THE SELECTION OF SMP REMEDIES 

4.1 The previous section  highlights particular issues that NRAs need to take into account  when considering the imposition of SMP obligations to address an identified problem in a market. A number of such issues are discussed in greater detail in this section.    

Ensuring that only SMP remedies are imposed  
4.2  The need to avoid confusion between SMP remedies and those imposed on other grounds has already been briefly mentioned in paragraph 3.7 above. This is especially pertinent when considering remedies in retail markets, where obligations are possible under three separate chapters of the Universal Service Directive: Chapter II, which deals with “Universal Service obligations including social obligations”, Chapter III on “Regulatory controls on undertakings with SMP in specific retail markets”, and Chapter IV on “End-user interests and rights”.  

4.3  The remedies possible under these different parts of the Directive may be similar, and a market may be liable to regulation under all three. For example,  SMP may be found to exist in a market which includes a service covered by the Universal Service Obligation and where “end-user rights” obligations apply. There is, therefore, a risk that regulation addressing  these different types of problem could be confused. However, the obligations imposed on these different grounds are distinct and they should be considered according to the relevant criteria. It is essential that any obligations imposed to address problems resulting from the existence of SMP in a market are considered separately from obligations imposed on other grounds. This will ensure that if or when market conditions change, the corresponding necessary changes to regulation can be readily identified. 

4.4 The risk of confusing remedies designed for different purposes can be illustrated with reference to the different provisions of the Universal Service Directive relating to price transparency obligations. In Chapter II of the Directive, Article 9(5) requires full transparency and publication in relation to certain universal service tariffs. In Chapter IV, Article 21 requires transparency in relation to tariffs and standard terms and conditions for access to and use of publicly available telephone services.  Chapter III relating to SMP, however, refers to transparency only in the context of retail leased lines
. Any consideration of what, if any, further transparency obligation is appropriate in a retail market where SMP is found to exist must be subject to the principles of SMP regulation, namely it must be limited to what is appropriate and proportionate to deal with any competition problem identified in that market. 

Selecting appropriate remedies and matching the level of obligation to the identified problem
4.5 To ensure proportionality, the type and level of SMP obligation to be imposed needs to match the concern arising from the nature of the identified problem. Although strictly the Directives recognise either the absence or presence of SMP in a market, in reality market power where there is SMP will give rise to different issues under different market conditions. There can be no question of following a “one size fits all” approach: rather the NRA must select the appropriate regulation from the menu of options offered by the Directives.  

4.6 For example, to address a particular competition concern, an NRA could impose an obligation for an undertaking’s wholesale arm to supply all retailers on equivalent terms. In some market circumstances, it could be appropriate to require the undertaking to prove compliance by filing “cost stacks” showing details of charges for wholesale services and of retail costs. In others,  it may be sufficient simply to require the undertaking to confirm that it is compliant with the obligation. The range of remedies may vary from the prescriptive ex ante provision of information to simple monitoring on an ex post basis. 

Service Obligations

4.7  Remedies relating to obligations to supply services are particularly likely to introduce distortions. Alignment with competition law should reduce this risk. For example, prohibitions on unreasonable bundling should equate to the prohibition on anti-competitive bundling that would apply under competition law. Ex ante regulations may, therefore, not be necessary. The nature of any mandated processes, SLAs and/or SLGs,  and quality of service targets should be very carefully assessed and closely linked to the markets concerned.

Price level obligations
4.8  The regulatory objective to promote competition in Article 8 of the Framework Directive   requires NRAs to ensure that there is no distortion or restriction of competition, to encourage efficient investment in infrastructure and to promote innovation.  NRAs must ensure that any price level obligations do not frustrate the fulfilment of these requirements by deterring efficient market entry or making the construction of infrastructure unattractive. 
4.9  Price caps are particularly likely to have such undesired side effects. They should therefore be used sparingly and only where there is little prospect of competition developing in the medium term. Increasingly, the existence of competition at the retail level, even if only based on the availability of wholesale services on a non-discriminatory basis, should obviate the need for retail price caps. Where a price cap is applied to an individual service, or the absolute price level is set by the NRA, there should be no further obligation to demonstrate that prices are “cost plus” or “retail minus”. In addition, price caps should not be set at a level that prevents  undertakings from enjoying adequate rewards for innovation and risk-taking.

4.10  Cost orientation of prices is closely linked to competition law. Too low a price and there is the potential for a finding that a dominant company has abused its position under competition law by setting predatory prices;  too high a price and the company could be found to have breached competition law through excessive pricing. As competition law is intended to deal with predatory and excessive pricing, any regulatory obligation for cost oriented prices must be subject to a very rigorous cost benefit analysis
.  

4.11  In the past, there has been a concern on the part of some NRAs that  the range of prices which could be considered consistent with a requirement for cost orientation is too wide. One response has been to impose a more restrictive interpretation of cost orientation in circumstances where competition is considered to be limited. In many cases, this has entailed a requirement for  “cost plus” pricing. Under this methodology, the undertaking concerned recovers  its costs of providing a product, including a return on the capital employed as assessed by the NRA.  There are a number of economic and financial arguments as to why this may not be a reasonable basis for pricing, especially for new products, and existing requirements for “cost plus” pricing should certainly not be carried over into the new framework by default, without proper review and justification. 

4.12  Regulatory tests for cost orientation should be aligned as closely as possible with the competition law tests for abusive pricing
, i.e. a price should not generally be considered to fail the test for cost orientation unless it would be found to be excessive or predatory under the competition rules. To do otherwise would risk over-intervention and market distortion. NRAs must also consider whether ex ante  demonstration of cost orientation  is necessary, or whether, in line with competition law, it would be sufficient to rely on ex post assessment of prices in the event of a query.
4.13  Where an NRA is considering the imposition of price level obligations, it is essential that the implications of any interplay between upstream and downstream markets are taken into account. For example, where an undertaking supplies a service as an input to one of its own operations as well as to competitors, competitive pressures in the downstream market may be such that a general obligation for price non-discrimination in the upstream market provides a sufficient constraint on prices in both upstream and downstream markets. 

4.14  Obligations for non-discrimination themselves require careful consideration. An obligation for non-discrimination should not prevent a provider with SMP from offering different prices or terms to different customers as long as the effect is not anti-competitive. When setting an obligation for non-discrimination, an NRA must be clear and transparent on what level of difference will generally be considered discriminatory and justify its view with reference to the aim of promoting competition. Such guidance should highlight any cases where the acceptability or otherwise of a particular practice may vary within a market depending on circumstances: the negotiation of individual tariffs, for example, could be considered acceptable in relation to large business customers but might be considered discriminatory if applied within other customer groups. 

Price transparency obligations

4.15 Where an NRA has determined that price transparency obligations
 will provide an appropriate remedy for a problem resulting from the existence of SMP in a market, it must ascertain the proportionate  form and level of obligation by considering the following questions in particular:  

(a)
What degree of publication should be required? Should headline prices only, key discount  schemes, or all possible prices for the services concerned be published? 

(b) 
Would filing with the NRA, rather than full publication, be sufficient? 

(c) 
How far in advance, if at all, should new prices be published or filed?  

(d) 
Are there groups of customers in relation to whom it would not be appropriate to require publication -  possibly, for example, major business customers -  even if publication of prices for other customer groups was required?

(e) 
Would publication promote competition, one of the regulatory objectives set out in Article 8 of the Framework Directive, or would it distort competition by conferring an undue competitive advantage on competitors of the provider/providers with SMP or by facilitating price-following or otherwise lessen competition ? 

(f) What degree of publication would be an appropriate remedy in response to a breach of competition law in the market? 

(g) What would be the justification for any regulatory requirement going beyond the appropriate competition law remedy ? 

4.16 The length of any required notice period for publishing or filing prices will depend on the nature of the product or service. Longer notice periods may be justifiable for basic interconnection services, while shorter periods are likely to be appropriate for wholesale services which are further downstream and for retail services. 

Financial and accounting obligations

4.17  Electronic communications is a capital-intensive industry with many shared costs, and the costing of individual services is complex and difficult. A reasonable “cost plus” price needs to cover at least the incremental costs of the service including the costs of capital and provide a contribution towards the recovery of the fixed costs of the network. There are various approaches to recovering fixed common costs, such as Ramsey pricing and equal proportionate mark up (EPMU). This subject has been widely debated in various texts and will not be repeated here. What is important is that the basis of this attribution and of cost allocations is equitable and understood by all market participants. The methodologies by which costs are attributed to services at both the wholesale and retail levels must be published at an appropriate level of detail, together with evidence or confirmation of adherence to the published methodology, wherever there is any SMP finding.

4.18  Many of the issues addressed in this paper relate to the demonstration of non- discrimination or other forms of anti-competitive abuse. The demonstration of the cost orientation of wholesale services is also a key requirement wherever SMP occurs. Both of these, and a more general demonstration of an arms’ length and non-discriminatory relationship between an operator’s network and retail operation, can be achieved through the implementation of a correctly established, published accounting separation regime at the network/wholesale level. This should include the publication of financial statements showing the revenue, costs and capital employed of the network activities,  with such sub-divisions of those activities as are dictated by their SMP position or importance to the interconnect regime. These statements can show the cost of interconnection services and the relationship of this to their prices (cost orientation) and at what prices those interconnection services are sold to the SMP provider’s  retail business (non-discrimination), as well as including a confirmation that they have been prepared in accordance with the published methodology (see above). These purposes are clearly at the heart of the regulatory regime wherever there is a finding of  SMP at the wholesale level.   

4.19 Depending on the nature of the issue to be addressed, it may be proportionate for the NRA  to require:

· publication of detailed revenue and cost information at service level;

· accounting statements covering the whole market in which the provider has SMP, with no granularity within the market; or

· exceptionally, replacement of detailed intervention by a monitoring and reporting obligation consisting of confirmation that the necessary systems and data collection processes have been implemented and that information can be provided on a timely basis when required.

The latter level of obligation may appropriate particularly where previous behaviour provides evidence of compliance.     

4.20  In order to demonstrate a reconciliation to the entity’s statutory accounts, published accounting separation statements would also need to  include a single set of data for all non-SMP wholesale, all retail and all non-electronic communications activities taken in total; without such a reconciliation, it would not be possible to police regulatory financial obligations. 

4.21 The extent to which consistency in regulatory accounting obligations is achieved under the new Directives will be a key indicator of the effectiveness of the new framework
. Concerns over the continued existence of major problems in this area have been raised in authoritative documents such as the Commission’s Implementation reports and the report prepared for the Commission by Andersen Consulting in July 2002. A level playing field in regulatory accounting is essential for the development of a single market in electronic communications, and NRAs and the Commission need to pay particular attention to this issue. 
5.   CONCLUSION

5.1  The new electronic communications Directives set out the key principles governing the regulation of SMP in the new regulatory environment. In particular: the nature of the problem to be remedied must be defined; markets must be thoroughly and rigorously examined before an obligation is imposed; the ability of competition law to provide adequate remedies must be assessed; wherever possible, regulation must be applied at the upstream level only; and all remedies must be proportionate and targeted at the identified problem. Crucially, like all regulation, SMP remedies must be applied on a consistent basis across all Member States.   

5.2  For consistency to be achieved, a common framework for the imposition of SMP remedies is essential. This paper has outlined BT’s proposals for such a framework. The new Directives rest on the assumption that an NRA should determine the type and level of obligation to impose with reference to the nature of the problem resulting from the existence of SMP and the range of categories and levels of obligation which are permissible in the type of market concerned. If the interaction between these factors can be mapped out, then common guidance for NRAs on the imposition of SMP remedies can be constructed.  

5.3  As well as being one of the UK’s principal providers of electronic communications services, BT is active internationally, with operations in 22 countries. We believe that the outline provided in this paper represents a fair and balanced view of remedies from a market participant that appreciates the position of former monopolists and new entrants alike.

5.4 BT hopes that these ideas will stimulate discussion among interested parties and contribute to the work of the Commission staff working on the planned Recommendation on remedies and NRAs embarking on the market review process. We look forward to discussing our proposals with interested parties in the coming months. 

ANNEXES

ANNEX 1 – REFERENCE LIST OF KEY PROVISIONS IN THE DIRECTIVES RELATING TO SMP OBLIGATIONS 

Directive 2002/21/EC on a common regulatory framework for electronic communications networks and services [Framework Directive]

· Recitals 25 to 28

· Article 6 “Consultation and transparency mechanism”

· Article 7 “Consolidating the internal market for electronic communications”

· Article 8 “Policy objectives and regulatory principles

· Article 14 “Undertakings with significant market power”

· Article 15 “Market definition procedure”

· Article 16 “Market analysis procedure”

Directive 2002/19/EC on access to, and interconnection of, electronic communications networks and associated facilities [Access Directive]

· Recitals 12 to 21

· Article 7 “Review of former obligations for access and interconnection”

· Article 8 “Imposition, amendment or withdrawal of obligations”

· Article 9 “Obligation of transparency”

· Article 10 “Obligation of non-discrimination”

· Article 11 “Obligation of accounting separation”

· Article 12 “Obligations of access to, and use of, specific network facilities 

· Article 13 “Price control and cost accounting obligations”

Directive 2002/22/EC on universal service and users’ rights relating to electronic communications networks and services [Universal Service Directive]
· Recitals 26 to 29

· Article 16 “Review of obligations”

· Article 17 “Regulatory controls on retail services”

· Article 18 “Regulatory controls on the minimum set of leased lines”

· Article 19 “Carrier selection and carrier pre-selection”

· Annex VII “Conditions for the minimum set of leased lines referred to in Article 18”  

ANNEX 2 – SUMMARY OF SMP OBLIGATIONS PERMISSIBLE UNDER THE DIRECTIVES
ACCESS DIRECTIVE

Transparency (Article 9)

· Transparency in relation to interconnection and/or access, e.g. publication of a reference interconnection offer, which is sufficiently unbundled, and which includes terms and conditions, including prices. An obligation for transparency can also be used to require an undertaking to disclose accounting information. 

Non-discrimination (Article 10)

· Non discrimination in relation to interconnection and/or access, in particular to ensure that the undertaking applies equivalent conditions in equivalent circumstances to others providing equivalent services. 

Accounting Separation (Article 11)

· Accounting separation in relation to specified activities concerning  interconnection and/or access including transparency of wholesale prices where there is a non-discrimination obligation or to prevent unfair cross-subsidy. NRAs can specify the format and methodologies to be used.

Access to and use of specific network facilities (Article 12)

· Access to and use of specific network facilities may be an obligation where denial of  access or unreasonable terms having a similar effect would hinder the emergence of a competitive retail market. Obligations may include the provision of unbundled local loops, 3rd party access to network components, services on a wholesale basis, access to technical interfaces, co-location, access to operational support systems, or interconnection of networks.

Price control and cost accounting (Article 13)

· Where a lack of effective competition could lead to excessive prices or price squeeze to the detriment of end-users, NRAs can impose obligations relating to cost recovery and price controls, including cost orientation of prices and accounting systems, for the provision of interconnection and/or access. Such mechanisms and methodologies must take account of investment, allow a reasonable rate of return, and promote efficient and sustainable competition. The burden of proof that charges are cost oriented rests with the operator. The NRA can require price adjustments.

UNIVERSAL SERVICE DIRECTIVE 

Retail markets (Article 17) 

· SMP obligations should only be imposed where the NRA concludes that the objectives of the regulatory framework would not be achieved through regulation at the wholesale level (i.e. obligations imposed under the Access Directive as outlined above) or through carrier selection/pre-selection. Obligations must be based on nature of the problem, and be proportionate and justified. They may include requirements not to charge excessive or  predatory prices, not to show undue preference to specific end users, or not to unreasonably bundle services. Obligations may include retail price caps or cost orientation of tariffs. Where any form of price control is imposed, necessary and appropriate cost accounting systems must be implemented and compliance verified by a qualified independent body. 

Minimum set of leased lines (Article 18)

· Where SMP exists in parts or all of the minimum set of leased lines as specified in the Official Journal, NRAs must impose the obligations listed in Annex VII of the Directive. These are obligations for non-discrimination, where appropriate cost orientation (supported by a suitable cost accounting system), and transparency of technical characteristics, tariffs and supply conditions. Performance targets for provision may also be imposed. 
Carrier selection and pre-selection (Article 19)

· Any provider with SMP in the provision of connection to and use of the public fixed telephone network must provide call-by-call carrier selection and carrier pre-selection. It must be possible for end-users to override any pre-selection on a call-by-call basis. 
ANNEX 3 – SUMMARY OF THE SEVEN-STEP PROCESS TO BE FOLLOWED IN SELECTING SMP REMEDIES
This annex gives a checklist of the steps in the process for selecting SMP remedies proposed in Section 3 of this paper. 

Step 1

Step 2

Step 3

Step 4

Step 5

Step 6

Step 7


Review the market

Identify the problem to be remedied

Assess the ability of competition law to provide a remedy

Start with a “clean sheet”

Ascertain the types of regulation permitted under the Directives

Determine the regulation that is proportionate to the identified problem

Confirm that the remedies being considered are suitable, in particular:

· is upstream regulation sufficient?

· are there incentives to invest? 

· would the remedy distort competition?

· is there consistency between competition law and the proposed regulatory remedy?

· is the proposed regulation appropriate in all parts of the market?  

  

Key principles underlying the process: 

· Transparency

· Continuing relevance

· Consistency

· Proportionality with regard to behavioural history. 

































































































































� Framework Directive, Recital 27


� Alternatively, the NRA could seek to define separate markets for the services in question.


� Framework Directive, Article 3(3)


� Framework Directive, Article 7(2)


� i.e. via the reference in Article 18 to Annex VII which sets out “conditions for the minimum set of leased lines” 


� However, due to the difficulty of proving whether or not prices are abusive, ex ante obligations to implement cost accounting systems and publish methodologies will be justified.


� The assessment of costs needs to take into account the particular nature of the electronic communications environment and the costing of network services, as considered in the EC Access Notice (98/C 265/02). 


� Price publication in this context refers to a regulatory obligation only, i.e.as distinct from any contractual obligation to notify prices to individual customers.


� NB The Universal Service Directive does not envisage obligations for accounting separation in retail markets. The only regulatory accounting obligations specified in this Directive are those relating to cost accounting systems to support price controls.  
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