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Comments on ERG revised SMP working paper (January 2005)

17 January 2005

ECTA is grateful for the opportunity to comment on the ERG’s working paper on SMP. Clarity and consistency of application of SMP by regulators is vital to the successful implementation of the new framework and the ERG, through sharing experiences of the practical issues concerning application of SMP and promulgating best practice, has an important role to play in achieving this.

A common theme to ECTA’s comments is the scope and focus of the document and the need to go beyond interpretation of the SMP indicators alone to cover (either in this document or elsewhere) other current and upcoming issues connected with market definition and analysis. This would be consistent with the ERG’s stated aim of ‘building on’ the Commission’s Guidelines on the assessment of Significant Market Power, which have a broader scope than is reflected in the ERG working paper.

General comments

Status of the document: ECTA supports the ERG’s aim of bringing further clarity to interpretation of single and joint significant market power, but is concerned that, unless sanctioned by the Commission on a more formal basis, it will not achieve the attention that this important subject deserves. Once the document is sufficiently developed, ECTA would welcome inclusion of some of the key aspects (those that further elucidate the interpretation of SMP) in the Commission’s guidelines on market analysis – this would oblige regulators to ‘have utmost regard’ to the proposals when conducting market reviews.

Market definitions: The Working Paper appears only to cover the assessment of significant market power (dominance) and does not address any issues relating to market definition. Whilst the process of defining markets may appear to be for the most part outside regulators’ remit due to the Commission’s mandate to publish a list of recommended market definitions, national regulatory authorities still have a formal obligation of defining markets appropriate to national circumstances, which may comprise other markets than those contained in the Recommendation. In addition), even where following the Commission’s recommended market list, regulators have latitude in defining the geographic scope and segmentation of markets, and this has recently been given increased focus and attention by the examination of markets by regulators in France and the UK. ECTA suggests that it would be worthwhile for the ERG to examine the issue of geographic markets in particular to ensure that, when considering geographic segmentation, regulators take account of the practical considerations such as fragmentation of product offerings, difficulties with costing and enforcement of non-discrimination conditions. 

It would also be useful for the ERG and the Commission to revisit and develop the principles for market definition more generally ahead of the impending review of the Commission’s list of recommended markets (due end 2005). Further developing the principles for market definition would help to inform regulators where they choose to diverge from the list of recommended markets and ensure that when the Commission’s list is updated, it is based on principles which take account of regulators’ experience to date. 

Closing the gap between ‘dominance’ and ‘effective competition’:  ECTA welcomes discussion of indicators, over and above the definition of ‘dominance’ and ‘joint dominance’ which may suggest that a market is ‘not effectively competitive’, but is concerned that a gap may remain between the concepts, making the process for determining dominance unclear and leaving regulators without the means to effectively address market failure. 

It would be helpful for the ERG and Commission to explain how this gap is to be addressed or, if they do not believe there is a gap, to explain how in practice the equivalence of the concepts of single/joint dominance and ‘lack of effective competition’ works, with reference to principles and experience and not just formal legal precedent. 

ECTA suggests that the problem may arise through the lack of clarity over interpretation of ‘joint SMP’ in the telecoms sector, resulting in cases where the evidence suggests that markets are not effectively competitive but it is not possible, using rules from joint dominance case law poorly suited to telecoms (see discussion on para 25), to identify where the problem arises. In particular, the joint dominance cases described do not necessarily lend themselves to being applied in sectors characterised by vertical integration and hidden markets (due to refusal to supply) where the visible end-product may have few of the characteristics described as indicating joint dominance. 

ECTA would also welcome some discussion over the relevance to and potential for application of the concept of ‘substantial lessening of competition’ – which is the test now used in the ex ante application of competition rules in the context of mergers - in the case of joint dominance in telecoms as this concept may be more tangible and relevant than the indicators described, although in the context of telecoms where the aim is to achieve effective competition from a starting point of dominance this could better be described as ‘hampering the development of competition’. 

Assessing the level and extent of dominance:  The paper as it currently stands gives little guidance on identifying at what level of the value chain dominance exists (ie retail, basic access or intermediate products) or the degree and persistence of dominance found, yet these are vital in ensuring that regulators identify access solutions appropriately (at the right level of the network) and apply regulation in a way which creates the potential for a ‘ladder of investment’. 

Identifying dominance in the presence of regulation: Regulators face the difficult challenge of assessing dominance in the presence of existing regulation which may affect the ‘indicators’ for SMP. Some guidance on the practical implications of this would be useful. ECTA is particularly concerned to ensure that access markets are not deregulated ahead of time in circumstances where downstream competitiveness is still dependent on the availability of access.

A relevant practical example of this may be comments made by the Commission’s Article 7 Task Force on the assessment of the Austrian fixed transit market (market 10).

(26) A green field analysis should examine whether the market conditions that would prevail in the absence of regulation would indeed reflect those characteristic of the existence of effective competition in the relevant market. In this case, such an analysis should focus on the effects any withdrawal of obligations may have on TA’s actual supply of transit services. In terms of TKK’s analysis, TKK finds that the proposed withdrawal of regulation may lead to competitive disadvantages to operators with relatively small networks. TKK qualifies this finding with the suggestion that such an outcome would provide incentives for further network roll-outs of such operators, although it states further that direct interconnection for all operators would constitute, in economic terms, a waste of resources.

Indirect effects: a key issue that has been raised in the context of recent market reviews by a number of regulators are the indirect effects that may arise in an existing wholesale market such as broadband origination from self-supply by other vertically integrated operators (eg cable) of similar facilities. Given that there has been a divergence of views amongst regulators and between some regulators and the Commission over how to treat market definitions and the assessment of dominance in this context, ECTA suggests it would be helpful for the ERG and Commission to address this in Guidance.

For example, the ART in France, which explicitly rejected self-supply argumentation of France Télécom, noted that most jurisprudence from competition authorities does NOT include self-supply in the market definition, but cites a number of precedents where self-supply was in fact included
. The treatment of self-supply in recent decisions of NRAs in the UK, Ireland and Austria relating to unbundled access and wholesale broadband access was also questioned by the Commission through the article 7 procedure.

Single operator dominance: another issue which has been subject to considerable debate is the treatment of non-incumbent operators in narrowly defined (single operator) markets such as termination.
While we understand that in the market definition recommendation, the relevant market is considered to apply to individual operators, in some countries no consideration has been taken in assessing the dominance of non-incumbent operators of the significant differences between them and their respective powers to behave independently of consumers and competitors. While clearly each operator will have 100% in the market if defined in a narrow sense, market share is not the only indicator of dominance, and some guidance should be given as to how to assess dominance where market shares may be high, but other ‘indicators’ of dominance may not be present and the ‘power’ of an undertaking may be limited, due for example to its relatively small scale, lack of vertical integration and narrower range of services. For instance, one example of anti-competitive behaviour that is linked to the relative size of operators is the ability to use cheap on-net calls to lock in networking effects. This ‘power’ to behave independently of competitors and consumers is by the very nature of the problem, not available to operators with a considerably smaller customer-base.

Preventing leverage: More discussion of interpretation and assessment of leveraged SMP would be helpful, as to our knowledge, it has not yet been used in designating SMP and applying remedies, but may relevant to situations where continued retail monitoring (such as price notification) may be necessary to protect against vertical leverage (eg through bundling or margin squeeze) or where there is the potential for an operator to leverage dominance from a historic network to an overlaid next generation network. The danger of leverage is referred to in the paper, but not the circumstances in which this would warrant a designation of leveraged SMP in the downstream or adjacent market. 

Promoting innovation: The paper emphasises that in emerging or ‘innovative’ markets some of the indicators may be less relevant. Whilst ECTA wholeheartedly agrees with the need to promote incentives to innovate, it is concerned that failure to act in some cases on grounds that a market is innovative will lead to incumbents being able to leverage dominance into ‘innovative’ services (or indeed overlay networks) unchecked, thereby reducing the scope for innovation that would have occurred in a fully competitive market. Regulators should assess not just the outward appearance of innovation in the end-user product, but the ability of other operators to replicate such innovation or to innovate in other ways through access to bottleneck facilities which permit differentiation of services by new entrants. Innovation is not the preserve of incumbent operators and in the overwhelming majority of cases it is the new entrants that have innovated more swiftly than incumbents where there have not been barriers through lack of appropriate access. The 2004 Spectrum/Indepen study ‘Reaping the Telecoms Dividend’ shows the services that have been first marketed by new entrants in the UK: Subscription free Internet access, Unmetered Internet access, National Ethernet, Differentiated SLA packages, Video on demand over DSL, IP MPLS.
One example where the decision to refrain from regulation in the interests of innovation may have wider repercussions are the proposals of the ART on markets 3 to 6 where they treat individually provided voice calls differently from those which are provided as part of an innovative triple play service offer. This distinction, if upheld, could lead to the conclusion that if an incumbent changes the technology used to provide services, it will no longer be dominant in the provision of those services, regardless of any continued control over the underlying network facilities used. 
Ex post vs ex ante dominance: Several questions have arisen over the interpretation of SMP from the German transposition of the Directives. These include the issue of requiring ‘double dominance’ (dominance at the retail as well as wholesale level), ‘historic’ market power and the requirement that the NRA carry out its own assessment of the ‘three tests’ to assess whether the market is suitable for ex ante regulation, rather than accept the assessment of ex ante suitability made by the Commission. In ECTA’s view – and we believe this is a view shared by the Commission – these requirements are inconsistent with the Framework and present serious obstacles to allowing adequate application of the SMP test and remedies in Germany. In order to encourage the German Government and regulator to rectify these problems and also to provide guidance for other Member States in the process of implementing the Directives, it would be helpful if the Commission and ERG could provide some clarity on the extent to which these are valid ‘interpretations’ of the concept of SMP as set out in the Directives.

Profit and cost margins: ECTA agrees that, at the stage of assessing dominance it may not be practicable or appropriate (given the ex ante nature of the test) to require a full profitability assessment (and in some cases regulation may already be constraining profitability) and therefore proxies may be needed to act as SMP indicators. However, in the application of remedies and in protecting against margin squeeze, there is no substitute for regulators having a full understanding of the cost price margin. ECTA is concerned that the paper appears to suggest that this level of understanding of costs may not be achievable.

Use of examples: as this working paper is intended to provide practical guidance based on experience, it may be useful to include more examples of the application of certain tests. Further examples may also be useful in describing characteristics which may indicate lack of effective competition.

Detailed comments

Para 6: Market phase: it is unclear what is intended by suggesting that criteria should be assessed against the background of the market phase and it could be interpreted as meaning that there may be more of a presumption against dominance once competition has been in place for some time. Given our experience (supported by Ofcom’s findings in its Strategic Review of telecoms) that dominance persists in some areas more than a decade following liberalisation, this generalisation may be unhelpful.

Para 7: Market shares are described as being relevant through their correlation to profitability. However, in an ex ante context it should be made clear that even where an operator with high market share is not highly profitable that should not be taken to signify absence of SMP. The relative lack of profitability could be due to inefficiency or pricing could be lower than the monopolistic optimum due to regulation or even predation. As such it may be more helpful to describe market share as a potential indicator of significant market power through the power and ability it affords that player to behave in a non-competitive manner eg through the network effect, increased bargaining power, access to finance, economies of scale etc. Furthermore in telecoms, high market share is often associated with historic public investment and exclusive rights which confer advantages (such as ownership of widespread access infrastructure) which are not available to new entrants.

The document states that ‘in emerging or fast growing markets, high market shares are less indicative of market power than in mature or slow-growing markets’. This may be true where an operator (whether incumbent or new entrant) has developed and brought to market a truly innovative product or has differentiated its services and thus has a temporary advantage in the market. However, a high market share in a fast growing market could also be the result of horizontal or vertical leverage by an operator from dominance in a mature network to achieve dominance in new networks and services. This is likely to become a critical issue as incumbents make the transition from traditional networks to next generation networks. Hence the distinction should be made clear.

ECTA is not clear about why volume should be the best measure for market shares in ‘bulk’ (commodity) products whilst revenue is better for ‘differentiated’ products. If ‘value’ market shares are considered useful as indicators of excessive pricing, there is no reason why they should be relevant only to differentiated services – indeed the consistently higher prices charged by incumbents for commodities (which should display a ‘standard’ price) are a very clear indicator of SMP.  ECTA thus strongly recommends that regulators look at both measures for all types of product.

ECTA is also unclear as to what is meant by a differentiated product and which (if any) of the products typically considered by regulators could be said to be differentiated. If a product is sufficiently differentiated from another they may not be in the same market or - even if they are in the same market – if differentiation is achieved through ‘value add’ it may not be an appropriate market to assess for regulation.  Rather regulation at an upstream ‘commodity’ level may be better suited towards enabling innovation. 

Para 10: Technological advantages: Further discussion of the issue of technological ‘advantages’ would be helpful. In particular ECTA considers that use of the word ‘advantages’ or ‘superiority’ could be misleading in suggesting that the state of affairs has been brought about through innovation. Rather, the real danger is that SMP operators could use existing network reach to control the degree and extent of technological development (eg in broadband) and structure technological advances in such a way as to hamper competitive provision eg through the structuring of next generation networks to alter connection points or prevent access to core facilities. 

Para 11: Low countervailing power: It is suggested that ‘absence of countervailing power’ is more meaningful in wholesale than retail markets because wholesale purchasers are ‘more visible’. However, in cases where SMP is present at the wholesale level and there is inadequate countervailing buyer power, the wholesale market may not exist due to refusal to supply by the SMP operator. It should be made clear that this – the failure of supply of a wholesale product for which demand exists, may itself be an indicator of SMP and is certainly evidence of absence of countervailing buyer power at the wholesale level. The lack of transactions in a particular market does not mean that there is a lack of demand or need for products within the market.  

Para 13: Diversification: the word ‘differentiation’ is used where ‘diversification’ and ‘bundling’ may be better descriptors for the problem described – that of maintaining market position through the ability to cross-sell and package a wide range of products.

Para 14: Economies of scale: the relationship between economies of scale and ‘access to resources not easily duplicated’ should be further explored. Evidence from the development of competition in Europe thus far suggests that there are certain facilities which will remain enduring bottlenecks due to high sunk costs and the degree of economies of scale – in some cases this could result in ‘natural monopolies’ over facilities which arguably are not economic to provide on a nationwide basis by more than one operator.

Para 16: Vertical integration: vertical integration is one of the most fundamental problems exacerbating dominance by incumbents in the telecoms sector. In addition to the issues mentioned, vertical integration typically results in the obfuscation of the terms under which the linked service provider receives access from the SMP operator such that they receive favourable treatment not only on prices (eg due to cross-subsidies from wholesale to retail, volume discounts and absence of contributions for wholesale interfaces), but on service levels, lead times and the development of new products. Moreover vertical integration allows an SMP operator to define the dividing line between wholesale and retail often resulting in wholesale products not allowing for any significant product differentiation from the SMP operator’s own retail service. 

Para 17: Sales network: The existence of well-developed sales and distribution networks can also tilt the information playing field by making information about the incumbents’ offers more readily accessible to consumers than those of competitors.

Para 20: Excessive pricing: ECTA agrees that, in the context of assessing dominance, it may not be practicable to conduct a detailed price cost margin analysis, and therefore that other indicators or proxies may need to be used. However, ECTA would caution against a simplistic use of price comparisons between incumbents and new entrants (in the absence of other considerations) as similarities in price may be due to reasons other than effective competition. For example new entrants may be forced to match rates set below cost (creating considerable losses for themselves) in order to protect their market position. Meanwhile retail prices for a particular product could look similar due to the reliance by all operators on the same wholesale input, which may be excessively priced. Use of EU or international benchmarks too, while it can be informative, should also be treated with care – particularly where it is known that other countries’ rates have themselves been set on the basis of benchmarks (essentially resulting in a benchmark of benchmarks, without reference to actual costs). For this reason, when comparing rates regulators should be aware of what it is they are comparing and the underlying factors that may affect prices. When establishing long term remedies, after finding dominance, regulators should make the effort to assess the underlying costs of enduring bottleneck facilitates and ensure non-discriminatory pricing between products in the same value chain. 

Para 21: Ease of market entry: It is suggested that barriers to entry may become less relevant where markets are associated with ongoing technological change and innovation. However, a market which is associated with technological change at the retail level may still be subject to barriers to entry if wholesale products which allow for technological variation are not available to competitors eg unbundled loops and ‘option 2’ bitstream in relation to the broadband market. This makes it all the more important for regulators to assess markets and potential bottlenecks at the basic component level rather than accepting that the existence some innovation by an SMP operator (even if a wholesale product allows others to ‘replicate’ it) means that the market is operating effectively.

It is suggested that the distinction between structural and strategic barriers to entry should indicate the appropriate remedies to address dominance. ECTA would welcome further clarification as to the appropriate remedies, and whether it is suggested that ex post remedies alone might be sufficient to address strategic behaviour. 

ECTA’s view is that, if the abuse is undertaken by an operator with an established market position, ex post remedies on their own, while establishing an important signal about appropriate behaviour, will be insufficient to secure ongoing compliance with the framework, to the detriment of competitors, and not only ‘ultimately’, but quite possibly ‘immediately’, end users. This is consistent with the Commission’s identification of markets that by their nature are likely to require ex ante assessment, even if due to inadequate regulation, abuses of dominance have already occurred.

Para 23:  It is suggested that the determination of dominance requires a ‘wider assessment of all of the competitive conditions’ to identify whether there is an imbalance to one company’s advantage. ECTA is unclear as to what this ‘wider assessment’ involves, and how it is associated with a finding of dominance. Whilst ECTA agrees that it is important to ensure that all competitive conditions are considered, we would be concerned if this led to lack of clarity about the process, the outcome, a more onerous burden of proof or greater scope for legal challenge. Clarification is needed as to what is meant by this.

Joint dominance

Para 25:  The conditions set under the Airtours/First choice merger case appear not to be altogether relevant to the telecoms sector and seem to set a very high barrier for intervention – to the extent that it may create a gap between a market which is found not to be effectively competitive and a market in which one or more operators are ‘dominant’. In particular, the level of transparency, the maturity of the market, stagnant demand growth and homogeneity are not characteristics that are typical of the telecoms market, yet it is conceivable that there could be cases where competition was not effective but no single operator was dominant. 

Factors which could possibly distinguish the telecoms sector from those examined in merger cases include:

· 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 – in some cases markets are obfuscated due to refusal to supply. 

In any case, ECTA considers that rather than relying entirely on case law which may not provide wholly relevant precedents, it would be helpful for the Commission and ERG to examine and clarify the concept of joint dominance in the context of telecoms. Failure to do so is likely to result in continuing ambiguity as to the interpretation of many of the criteria.

As discussed above, one concept that could perhaps be examined from merger regulation to facilitate interpretation of joint SMP is that of substantial lessening of competition, although in the case of telecoms perhaps the more appropriate assessment would be ‘hampering or foreclosing’ the development of competition.

Para 30: Low elasticity of demand: ECTA is unclear about the reference to a ‘highly elastic demand curve’ allowing greater retaliatory action as it assumes that with an elasticity greater than 1, the group as a whole could increase individual and joint revenues through collectively lowering prices to a new optimum – assuming they remain above cost. Some clarification would be helpful – or if the concept is considered to be ambiguous in any case – perhaps it could be simplified.

Further indicators to identify market problems

Para 42: The issue about ability to achieve economically feasible and fair transactions is an important one, and it may be helpful to outline features that, indicatively, might be expected in such a transaction in a competitive market (although the existence of some or all of these features may not of themselves demonstrate effective competition). In addition to the ability to purchase products that meet the demands of purchasers in a timely manner (including new product development to meet demand), some expected characteristics would be:

· Service Level Agreements (may be differentiated)

· Penalties for failure to deliver to agreed service levels

· Timely development of appropriate and fit-for-purpose ordering and delivery systems 

· Delivery lead times in line with best practice

Para 43: In addition to the points mentioned, it is helpful to assess the extent to which new entrants, (and not just incumbents) have been able to bring differentiated products to market, and whether they have been able to do so before the incumbents’ launch in any case.   

Para 46: Examination of price trends at the retail level may not adequately reveal what is driving those prices as these may be partly or entirely stimulated by regulatory action at the wholesale level. It is recommended therefore that price trends at the wholesale level are examined and the extent to which price movements have been the result of regulatory action or have been voluntarily made. There is also no substitute, for enduring bottlenecks under ongoing regulation, to assessing the relationship between prices and cost and developments in efficiency of production and operation.  

Para 47: International benchmarking, if appropriately used, can be a valuable tool to assess, broadly, whether prices have been competitively set. It may be helpful to provide some examples of benchmarks which may provide useful indicators eg connection and rental price of unbundled loops and interconnect leased lines. As mentioned above however, there is a danger that benchmarks may become divorced from underlying costs if used in place of a costing exercise.

� Specific reference is made to two cases relating to SMP designation under the former regulatory framework (Avis of the Conseil de la concurrence 98-A-19 and 99-A-13), to Judgement T-310/01 of the Tribunal of First Instance of the European Communities relating to the case Schneider Electric vs European Commission
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