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Comments on the ERG Working Paper

on the SMP concept for the new regulatory framework

By COLT Telecom

January 2005

COLT Telecom Group plc (“COLT”) welcomes the opportunity to comment on ERG’s Working Paper on the SMP concept for the new regulatory framework (hereafter the “Working Paper”) and broadly endorses the content of this document. Although COLT believes this Working Paper brings some added value as it allows to better encompass the various criteria at stake when defining the SMP concept, COLT regrets that the scope of this Working Paper has been limited to the sole SMP concept, as it believes that this concept is intrinsically linked to other competition related issues concerning market definition and analysis which merit also some additional guidance from the ERG. COLT will raise some of these issues in this document and strongly encourages the ERG to also address them either in this working paper or in a separate document, if deemed more appropriate.

As a preliminary remark, COLT, as a member of ECTA (European Competitive Telecoms Association), would like to stress that it fully endorses the position taken by this association regarding the present consultation. The purpose of this document is therefore not to specifically re-iterate every argument developed in the ECTA position paper but to focus on COLT’s specific areas of concern to further assist the ERG in finalising this Working Paper.

We thank you in advance for taking consideration of these views. Feel free to contact Caroline De Cock, Director Regulatory Affairs and Public Policy EU, by phone (+ 32 (0)2 790 1886) or email (Caroline.de.Cock@colt-telecom.be) should you need further information.

1 General Comments

1.1 Scope of the Working Paper

As stated in the introduction to this document, COLT regrets that the scope of this Working Paper has been limited to the sole SMP concept, as it believes that this concept is intrinsically linked to other competition related issues concerning market definition and analysis which merit also some additional guidance from the ERG.

This is specifically the case when looking at the power given to NRAs to define markets appropriate to national circumstances, the possibility given to NRAs of identifying other markets than those listed in the Recommendation on Relevant Markets Susceptible to Ex-Ante Regulation, to define the geographic scope of markets or to segment them certainly merits the full consideration of the ERG, especially in light of recent developments.  The issue of geographic segmentation of markets in particular requires in-depth work as regards the practical parameters to be taken into account by regulators such as fragmentation of product offerings, costing issues and the application of non-discrimination principles.

1.2 Effective Competition, SMP and Dominance

When the initial SMP Guidelines were issued in 2002, the theoretical statement was that the lack of effective competition was synonymous to the existence of one or more SMP operators. Practice has however shown that not all cases are as clear cut and that in some instances, although it is clear that a certain market suffers from a lack of effective competition, existing competition rules and precedents (not always well-suited or relevant to the telecoms sector) do not allow for the setting up of a strong case of dominance.

This seems notably the case where the concept of “joint dominance” is at stake, a concept that is examined and used with great caution by regulators at this stage and where the lack of telecoms-specific precedents combined with the specificities of the telecoms sector (vertical integration and hidden markets linked to the refusal to supply) induces a perceived gap between the evident lack of effective competition and the difficulties in translating this finding into a dominance designation.

The reliance on precedents by regulators is in this matter more of a burden then a help: it must be clear to regulators that the mere reliance on competition law precedents is simply not sufficient in a challenging sector such as telecoms, and that cases should also be built on objective facts.

Moreover, there is also a need to give further attention to the ex-post evolution of the concept of dominance tending towards the concept of “substantial lessening of competition”. This concept seems to COLT particularly relevant in the analysis of joint dominance cases and could be the key to resolving the abovementioned perceived gap between “lack of effective competition” and “dominance” (single or joint) findings.

Finally, in light of the “double dominance” test which has been enshrined in law in Germany, in direct contradiction with the EU directives, it is worthwhile for the ERG to point out in this paper that the market analysis procedure as set in place under the New Regulatory Framework does not require any assessment of the need to apply for ex-ante versus ex-post measures on the identified relevant markets, and that no additional levels or tests should be added to those already defined by the NRF.

1.3 Differentiating between effective competition on a stand alone basis and effective competition resulting and being maintained through regulatory intervention

A major challenge facing regulators as they analyse the existence of effective competition in the various relevant markets, is the fact that many of the telecommunications markets have been regulated for a considerable amount of years. In other terms, regulators could come to the conclusion that a market is performing reasonably well when considering its “effectiveness” as regards competition, but would then need to analyse the drivers behind this “success”. If this effective competition has been achieved through regulation, it is of critical importance that regulators then analyse the market conditions that would prevail in the absence of regulation, in order to avoid premature withdrawal of regulation.

1.4 Indirect effects and self-supply issues

Recent analysis by regulators has brought to the forefront the specific issue of indirect effects of self supply by other vertically integrated operators (e.g. cable) on the analysis of existing wholesale markets such as broadband origination.

At this stage, COLT believes that this important issue, which has already been dealt with by some NRAs (in the UK, Ireland, and France) and with particular clarity and conciseness by the ART in France recently, should be the subject of specific guidance in this Working Paper. COLT believes that the approach taken by the ART in France could be used as a basis. The ART acknowledged that whilst the vast majority of precedents set down at EU and national level does not include self-supply in market definition, inclusion of self-supply is essential in a market analysis relating to the telecoms sector, and was able to identify relevant precedents, from the telecoms sector and from other sectors.

1.5 Effects of SMP designation in single operator markets

With the adoption of the new regulatory framework, and the designation of mobile and fixed termination markets as relevant markets, regulators are facing the conclusion that in such markets, each individual operator holds a 100% share of the given market and is therefore likely to be designated as having SMP.

Whilst it is difficult to rebut the link between a 100% market share and a finding of dominance, the practical effects of such a finding then need to be carefully calibrated in light of the principle of proportionality. COLT is very happy to see that, amongst the parameters identified by the ERG in this Working Paper, the “countervailing power” criterion has been carefully analysed. COLT believes that this is a critical parameter to take into account in this specific case.

On the other hand, the fact that the customers served in a given market have a certain level of sophistication and weight allowing them to put pressure on a supplier (this is notably the case in the large corporate business segment COLT serves) should not be sufficient to conclude that this “countervailing” buying power” excludes dominance on that given market. The existence of barriers to entry (e.g. in the mobile market) must then also be analysed to give an as accurate as possible picture of the real choice options those customers actually have. Another critical element in this assessment should also be the possibility for an operator to provide bundled services that are relevant to the customer. A good illustration of this is the case where a mobile operator offering services to a business customer also offers (or is clearly able to) fixed services to that same customer, thereby capturing him on all fronts. The reverse scenario, i.e. a fixed operator offering mobile communications on top of his fixed line services to that same business customer is very unlikely and, where it occurs, the mobile services it can offer will in most cases be mere reseller type propositions.

1.6 Leveraging

In a sector characterized by many vertically-integrated former monopolies, the concept of leveraging is absolutely crucial and merits to be given the ERG’s full attention. COLT would like to see more guidance in this paper on how to identify such leveraging practices and where to look for them, as COLT believes many regulators tend to put too much emphasis on “wholesale-retail” abuses alone, sometimes forgetting the fact that “wholesale-wholesale” abuses also occur.

COLT therefore believes that additional guidance is needed to encourage regulators to go beyond the logic of entrants buying wholesale products for retailing purposes and acknowledge the fact that in many cases, alternative operators acquire wholesale services from SMP operators to provide downstream wholesale services. Moreover, aside from “wholesale-retail” squeezes, the Working Paper should also highlight the critical issue of “wholesale-wholesale” squeezes, whereby SMP operators use various forms of branding and labelling to offer wholesale services that seem to fall outside the scope of regulation, combined with strategic product design and/or contractual framework rendering any form of product differentiation impossible. The broadband market offers many illustrations of these strategies aimed at pushing alternative operators towards purchasing wholesale services not allowing differentiation and falling outside the scope of regulation, by offering incentives (such as price/volume discounts, lower activation costs, etc).

In general, it is crucial to point out that leveraging of dominance from a historic network to a so-called next generation network or service is a key tool in the incumbents’ hands and that regulators must therefore add this dimension in any analysis they make of “new” markets. Certainly where the Paper talks about emerging or “innovative” markets, this point must be clearly drawn to the attention of regulators. 

1.7 Incentives for SMP operators to foreclose markets

COLT would like to stress the importance for any document looking into the SMP concept to also recognise the overwhelming incentives that exist for an SMP operator, whatever the scenario it fits in (i.e. vertical/horizontal integration, etc), to foreclose markets and to behave in such a way to make entry and/or growth by entrants impossible or at the very least inefficient and difficult.

This conclusion, aside from re-opening the debate for a need for vertical separation of incumbents, associated with the fact the difficulties encountered to obtain transparency from SMP operators hiding behind so-called “company confidentiality” arguments, clearly shows the need to approach the behaviour of SMP operators in a new way.

In the past, the usual scenario has been one where entrants complain to regulatory bodies (both national, regional and international) about specific competition problems encountered, regulatory bodies explain that their intervention is dependent on a case being built, and entrants are sent back to the market with instructions to provide evidence of the alleged competition problem.

Practice has shown the great difficulties represented by these evidence gathering exercises, as: (1) market players only have limited access to the relevant information, given that much of the evidence requested so far relates to third parties (e.g. customers of the SMP operator), and (2) even where information is accessible, the underlying methodologies used to produce this information by the SMP operator do not necessarily make it reliable. Aside from this aspect, the time- and resource-consuming aspects of such cases from an entrant perspective make it even less attractive to systematically complain, even though the complaints are fully legitimate.

COLT therefore strongly recommends, in the light of the obvious incentives present for the SMP operator to abuse its dominant position, leverage it, etc that the burden of proof regarding competition problems be shared by the new entrant and the NRA, in such a way that, faced by a complaint by a new entrant, the NRA can directly request the SMP operator to rebut this complaint with strong evidence, instead of asking entrants to provide evidence of the actual existence of the SMP operator abuse.

In conclusion, COLT strongly encourages the ERG to also address these fundamental issues either in this working paper or in a separate document, if deemed more appropriate.

2 Specific Comments related to Sections 2 to 5 of the Paper

2.1 Comments relating to Section 2: Introduction and General Background

Paragraph 6: Analysis against the “background of the respective market phase”: COLT believes that this concept can be very misleading as it could be understood as either considering that there is presumption against dominance once competition has been in place for some time, or that regulators seeing a non effectively competitive market that is so-called “new” should wait before acting appropriately. Let us recall that the delays in properly addressing competition issues in the ADSL market have led in most member states to massive first mover advantage of incumbents, which is now painfully being challenged by new entrants. As regards any temptation to think that dominance necessarily decreases with time, certainly the findings of the Ofcom Strategic Review highlighting the persisting dominance of the incumbent BT (in some areas more than a two decades after the kick-off of liberalisation in the UK), are telling enough about the time dimension in combating dominance.

2.2 Comments relating to Section 3: Criteria for assessing single dominance

Paragraph 7: Market shares: Although COLT understands the reference made to the “relation between market shares and profitability”, COLT believes that the Paper should also state that a lack of profitability of an operator enjoying a substantial market share should not be conclusive to a lack of dominance. Such a lack of profitability could indeed be symptomatic of inefficiencies or of pricing behaviours induced by regulation or even predatory practices.

In this same paragraph, the Paper states that “In emerging or fast growing markets, high market shares are less indicative of market power than in mature or slow markets”. At the very least, this sentence should be amended to state that under such circumstances, high market shares “could be” less indicative: emerging or fast growing markets should indeed always be analysed with the concept of leveraging of market power by the incumbent from dominance in a mature market or network into a new market or network. This need to go beyond the “novelty” of a market will be particularly true in the context of Next Generation Networks.

Finally, as regards market shares, COLT believes that the Paper should not prejudge the respective benefits of volume or value of sales as a basis to assess market shares for differentiated or bulk products. COLT encourages the ERG to state that both values should be taken into account for all types of products, in order to ensure the thoroughness of the analysis. COLT also believes that the concept of “differentiated” products should be further clarified in the Paper.

Paragraph 10: Technological advantages or superiority: COLT is of the opinion that, when referring to this parameter, the Paper should give further guidance as to the concept itself. COLT actually believes that maybe another terminology such as “technological control or foreclosure” could be more appropriate, as the terminology “technological advantages or superiority” seems to refer to some form of innovative head start.  From COLT’s experience, incumbents, even when they do not benefit from any form of technological superiority, can use their control over the existing network (especially at access level) to control the degree and extent of technological development. Similarly, their use of technological advances, for example when adopting next generation networks, can easily be turned into a tool aimed at creating new competitive barriers, e.g. by changing the connection points or preventing access to facilities. 

Paragraph 11: Absence of or low countervailing power: COLT believes this is a criterion with particular relevance when looking at single network dominance cases (see Section 1.5 above). COLT is not sure if by considering that this criterion “is more meaningful in wholesale markets”, the Paper includes in these markets the business segment COLT serves in which certainly benefits from strong countervailing buyer power. Moreover, it is important to note that a consequence of the lack of countervailing buyer power results in some cases in the faculty for the SMP operator to refuse supplying a wholesale product for which a demand exists. Such refusal to supply cases are therefore clear indicators of the existence of dominance.

Paragraph 12: Easy or privileged access to capital markets/financial resources: COLT agrees with this criterion but believes that in describing the possible factors leading to this “ease”, the Paper may want to add the fact that an operator is partially-owned by the government as another link that needs to be taken into account. Certainly the weight of the French Government in supporting France Telecom in difficult times seems a good illustration of the type of benefits such a link can induce.

Paragraph 13: Product/services diversification: COLT does not think that the use of the term “differentiation” in this context is best suited. For COLT, in practice, this criterion often translates itself in the ability for dominant operators to diversify their product portfolio and bundle products or services.

For example, when looking at broadband, typical bundling practices include:

	Bundling with Broadband
	Bundled Minutes or Other Benefits
	Internet and Call bundles

	
	Free Products
	Paid for Products
	

	Except in Belgium and Norway, bitstream access offers of incumbents are only available in circumstances where the end-user already has a PSTN subscription from the incumbent.  In other words, consumers must keep their PSTN subscription and telephone number with the incumbent in order to have a broadband connection, including where this broadband access is supplied by competitive operators and ISPs.
	Although the PSTN subscription is only supposed to cover the line rental, in a number of instances it also automatically includes additional inducements to make calls as well, e.g. free minutes or very cheap minutes (e.g. BT Together, Telekom Austria TikTak).
	Although these products are available separately for consumers, they may disguise predatory pricing and hence discourage switching to new providers (e.g. bundles of line rental and minutes and/or other value added services)
	e.g. DT in Germany: broadband (T-DSL + T-online) and a call minutes package (T-net call time 120)


but these illustrations are far from exhaustive.

Paragraph 14: Economies of scale: COLT believes that there should be a clearer link between this criterion and the criterion set out in paragraph 9, i.e. “Control of infrastructure not easily duplicated”. Indeed, economies of scale and high sunk costs seem at the origin of some enduring bottlenecks in the telecoms sector and are a major factor in the “non-duplicability” of certain infrastructures.

Paragraph 16: Vertical integration: COLT believes that vertical integration is at the heart of the continued dominance of incumbents in the telecoms sector, as it creates every incentive for the incumbent to “misbehave” by acting in a discriminatory manner between its subsidiary or affiliated company and its competitors. Understanding how to remove these incentives by balancing them with even stronger incentives not to “misbehave” is the major challenge regulators face. COLT would also like to see the Paper refer in this paragraph to the ability vertical integration gives to dominant players to “set the rules” as regards products and services delivered to end-users, by structuring their wholesale offers in such a way that no differentiation is possible for the alternative operator from the SMP operator’s own retail service.

Paragraph 18: Absence of potential competition: COLT would like to have some clarifications as regards the timeframe which is hinted at when referring to “the timeframe considered by the review”.

Paragraph 20: Excessive pricing: COLT would like to caution regulators against the use of benchmarks in this field. Although they can serve as a means to identify certain symptoms of “abnormal” pricing behaviour, practice shows that the prices are often set in relation to varying factors. For example, the prices set by incumbents and new entrants for the same product can be the result of new entrant being obliged to price below cost in order to avoid losing market share to the dominant player, which benefits from its economies of scope and scale. Prices by new entrants can also result from the fact that they all rely on the same wholesale input from the dominant player, which may very well be excessively priced. It is therefore very rarely possible for a regulator to abstain from doing a proper cost analysis. In parallel, COLT encourages the regulators to more systematically analyse the possible discriminations on price that exist between products in the same value chain, including volume effects.

Paragraph 21: Ease of market entry: COLT believes that this paragraph merits some further clarifications. First, the possibility or not for a firm to raise prices above competitive levels, whilst being one indicator of the existence of barriers to entry, is certainly not the only factor to be examined. Secondly, the statement that “barriers to entry may become less relevant where markets are associated with ongoing technological change and innovation” should be expanded. Practice indeed shows that barriers to entry can be created by dominant players in a market characterised by technological evolution at the retail level, through their control over the wholesale inputs needed to serve this market (e.g. unbundled loops and option 2 bitstream in relation to broadband). It is therefore critical for regulators to get down to the basic component level when analysing markets. Finally, whilst COLT agrees with the fact that structural and strategic barriers can be identified, COLT believes both need to be equally addressed by ex-ante remedies, eventually complemented by ex-post measures.

Paragraph 22: Costs and barriers to switching: COLT considers this an important parameter, both in the residential segment and in the business segment that COLT more specifically serves. Certainly disruption issues are one of the key concerns of business customers when they assess switching to an alternative operator and the delays in provisioning wholesale inputs by dominant players are a key tool in capturing the business segment and discouraging business customers from switching. It might also be relevant to examine under this paragraph the ease of migration from one product of the incumbent to another (e.g. from bitstream to unbundled loops) as the same elements are relevant as those listed in the framework of switching.

Paragraph 23: COLT does not understand the statement made in this paragraph, as the “wider assessment of all competitive conditions” referred to is an unclear concept to COLT. COLT would therefore ask the ERG to clarify this point, taking into consideration the need for legal certainty and predictability in the outcome of the analysis made by regulators.

2.3 Comments relating to Section 4: Criteria for assessing joint dominance

Paragraph 25: COLT would like to refer to the comments made under Section 1.2 above as regards the gap that may be perceived between the lack of effective competition in a given market and the difficulty in putting together a clear cut case of single or joint dominance. COLT would also like to re-iterate its concern as regards the difficulty in applying the existing case law precedents in this matter to the telecoms sector. COLT would also like to refer to the Position paper drafted by ECTA in response to this consultation and which sets out some of the characteristic features of the telecoms sector, namely:

· The complex technical characteristics of services which enable them to be described in ‘layers’ (eg the OSI model)

· The degree of vertical integration in telecoms

· The inter-connected nature of telecoms requiring effective interaction between all market participants

· The fact that demand for basic components (access) is often dependent on a variety of downstream services (and thus may be dynamic) rather than being directly associated with the product

· The fact that not all markets are ‘visible’ or transparent particularly at the access level as in some cases markets are obfuscated due to refusal to supply. 

COLT believes that the analysis of the concept of “substantial lessening of competition” should certainly be part of this exercise aimed at creating a more clearly defined and “ready-to-use” in the telecoms sector concept of joint dominance.

Paragraph 28: Mature market: COLT agrees with the statement made in this section but believes that the Paper should add that barriers to entry can equally exist in “new” markets notably through the leveraging of its market power by the dominant operator.

2.4 Comments relating to Section 5: Further possible indicators to identify market problems

Paragraph 42: Evidence of previous anti competitive behaviour: COLT believes that this paragraph should be further detailed and given more emphasis as it covers a critical set of issues for alternative operators. COLT would suggest that, amongst the criteria examined by regulators to assess the possibility to achieve economically feasible and fair transactions, the existence and substance of Service Level Agreements should be considered a good starting point. The possibility to negotiate the terms of such an SLA, the inclusion of strong penalty clauses in case of late delivery or other violations of the agreement, the existence or timely development of fit-for-purpose ordering and delivery systems, the commitment to reasonable repair times in case of outage and the provisioning within a timeframe that is in line with best practice (and is truly non-discriminatory) are some of the clauses that merit to be scrutinized. As important is the issue of refusal to supply a product or the refusal to develop new products or adapt existing ones.

Paragraphs 46: Pricing trends and pricing behaviour: When examining pricing trends and behaviour at the retail level, regulators must always bring into their analysis the possible influence of regulation at the wholesale level.

Paragraph 47: International benchmarks: COLT thinks that, whilst benchmarks can be a useful tool and reference, they should not be considered as a sufficient tool to assess if prices have been competitively set. 
3 Conclusion

COLT broadly agrees with the conclusions in this draft Paper and hopes that the comments made in this document will be deemed constructive and helpful in highlighting certain telecoms-specific issues.

Policy making and regulation has a massive influence on investment.  Even for a strongly infrastructure-based operator such as COLT, its largest operations costs are external (e.g. mobile termination, fixed termination, leased lines).  Accordingly, regulation is key to investors’ ability to make a return, and regulatory stability is an essential theme for investors.  If investors cannot be certain that income-streams which are supported by regulation will be stable they will not want to invest in European telecoms. 

Although COLT understands that the ERG has wanted to take a very narrow approach in defining the scope of this Paper, it believes that some of the issues highlighted in this paper should be included in the final draft and hopes that this feeling is shared by the ERG members.

Annex: COLT as a well-established alternative operator in the telecoms sector

COLT (an acronym for “City of London Telecommunications”, its starting base in Europe) was established in 1992 with assistance of Fidelity Investments, one of the world’s largest privately-held mutual fund and investment management company, with assets under custody of c.$1.8 trillion.  Fidelity still remains COLT’s majority shareholder today.

COLT built its first 15km of London fibre network in 1993 and, over the following three years COLT expanded its London network, built metropolitan fibre networks in other EU Member States and offered services in major European cities, with local sales, service and support capabilities.  From 1997-2001, COLT raised over £2bn of new capital to fund construction to reach a total of 32 metropolitan fibre networks, and to connect them with a 15,000km pan-European backbone network

COLT is unusual in having followed a clear strategic path to the development of its network.  First came the dense, last-mile fibre network in London, then in the other first-tier European cities.  Once the local networks were deployed, all the COLT metro networks were connected over a wholly-owned backbone.  COLT has predominantly built its own network and infrastructure.  Only in a very few cases is the COLT backbone network reliant on elements leased from other operators.  In total, COLT has invested almost £3bn in creating its pan-European local and long-distance network. 

COLT’s European network


[image: image1]
COLT has been among the leaders of the first wave of alt nets to enter the markets of continental Europe as they liberalised.

Today COLT offers a range of voice, data, internet and hosting services to business customers in 13 European countries, serving over 19,000 customers including many of the world’s major financial and governmental institutions.

Unlike many of its peers, COLT was not overly concerned or affected by the so-called telecoms crash in 2000/2001, due to a cautious and realistic overall approach.  COLT remains on course to achieve sustainable free cash-flow in 2005.
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