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Margin squeeze – a view from within the Commission

Anthony Whelan

History:

Before more recent cases, of which more below, the relevant Community precedents/sources seem to be:

· Classic general case law on exclusionary abuses (e.g. Hoffmann-La Roche, United Brands)

· Napier Brown-British Sugar (Decision 88/518/EEC, OJ 1988 L 284, p. 41.

· Commission Telecoms access notice (OJ 1998 C 265, p. 2).

 

Case C-500/01 Spain (judgment of 7 January 2004) is a special case, as the specific allegation was not that Spain required a price squeeze but rather that it did not allow Telefonica to rebalance its access and local call charges vis-à-vis long-distance and international call charges (Art. 4c, Directive 90/388 as amended). However, the combination of (1) the requirement of cost-oriented local-loop access (presumed to be respected) and (2) an apparent margin squeeze between such wholesale charges and the retail access charges imposed on Telefonica, assisted the Court in concluding that full rebalancing had not been allowed by the imposed Spanish tariffs regarding retail access and call charges. Advocate General Léger’s opinion shows this quite clearly (paras. 75 ff). 

The case is also interesting because it raises the issue of the borderline between the undertaking's margin for manoeuvre and the obligations flowing from State measures, which reappears in DT and is probably never far away in regulated sectors such as telecoms. On the other hand, I would question the Advocate General’s assumption that local loop wholesale access and retail access provision involve essentially similar costs (para. 77). This would seem to be contrary to the reasonable supposition that there will be some product-specific costs for retail provision (if only billing, customer relations, technical support, etc.)

 

General issues: place of price/margin squeeze in the "pantheon" of abuses - in particular, relationship to essential facilities/refusal to deal and predatory pricing
 

Essential facility doctrine:

Does the wholesale input provided by the dominant undertaking need to be indispensable in order for a price-squeeze abuse to exist? (as some commentators pretend).

This does not seem to have been seen as a condition in Napier Brown, because continental beet sugar and Tate & Lyle cane sugar was available (the problem was that continental sugar was nearly always more expensive due to BS's pricing policy and T & L sugar was normally the same price as that of BS because of its price-following role anddid not benefit from EC storage premiums).

In the Deutsche Telekom case (“DT”, Decision 2003/707/EC, OJ 2003 L 263, p. 9), the Commission demonstrated that there was no alternative to DT local loop access for competitors with national rather than merely local ambitions to compete with DT. However, this was done for the purposes of market definition rather than in order to show that essential facility criteria were met.

One can probably side-step the question of the applicability of the essential facility doctrine in sectors where the legislator/regulator has required, on competitive grounds, that access be granted to a given input (chief example: the local loop. Also ex ante access requirements imposed by NRAs in cases of significant market power in markets governed by the 2001 electronic communications package of directives, for example in market 12 under the relevant Commission recommendation).

 

If, quod non, the essential facility doctrine is applicable to margin squeeze cases, what are we to do with the Bronner dictum (repeated in IMS) that indispensability must be determined by reference to the question whether it would be viable for another undertaking operating on the scale of the dominant undertaking to reproduce the input/infrastructure in question? This works well enough where the dominant undertaking has 50% market share but has anti-competitive effects when the dominant undertaking is a quasi-monopolist (as is often the case in telecoms contexts). I look further at the issue of economis of scale and scope below.

 

Predatory pricing:

Wanadoo illustrates possible linkage between the two forms of abuse, in that the predation ended with the lowering of wholesale charges by France Telecom. Would the Commission have regarded that as a case of a price squeeze if Wanadoo had been a wholly-owned subsidiary, or an in-house division, of France Telecom? (The decision stresses that Wanadoo’s pricing decisions were independent.) In such a case, even in the presence of separate accounting requirements, I presume that the Commission would not seek to establish predatory pricing in a case where an undertaking within the broader competition-law sense of the term (single economic unit) sells at a loss at one level of trade (comparing retail price and high notional or actual internal transfer price of vertically integrated input) but covers all its costs when the retail revenues and overall costs are compared. (I am presuming that France Télécom was still able to cover upstream costs when it lowered its access charges.) In such a case, wholesale input prices charged to competitors at the same level as the internal transfer price could none the less give rise to a price squeeze abuse.

 

Comparability of wholesale and retail prices (or, more generally, upstream and downstream prices):

The simplest case is when the scope of the product and geographic markets does not vary as between the wholesale and retail levels and there is a fixed proportion between wholesale input purchases and retail revenue.

 

DT shows at least one means of addressing the issue of comparability where the retail level is more fragmented than the wholesale level and where the uniform wholesale input generates different retail revenues depending on the product in which it is incorporated. In principle, because the aim is to permit a competitor as efficient as the dominant undertaking to earn a reasonable return on the downstream market, it is legitimate to look at the proportion of the dominant undertaking's own retail revenue made up of different downstream products in order to reach a weighted average retail price for comparison with the uniform wholesale input price (and similarly for product-specific costs of various retail products based on that common input). This was done in circumstances where at least some of the complainants had a vocation to be generalist suppliers of all retail access products (analogue, ISDN, ADSL).

Question – This leaves open the question of how to treat cases where all competitors clearly want to concentrate on only one or a limited number of the possible downstream markets for which a given input is necessary (more profitable, requiring lower sunk investment, or whatever), for which the dominant undertaking's retail prices are sufficiently high to preclude squeeze? I presume that there is no squeeze, i.e. the starting point in the search for a price squeeze is the downstream market or markets where actual or realistic potential competitors are likely to feel the exclusionary effects of the squeeze (even if entry on other markets could be deterred by the tight gaps between the incumbent’s wholesale and retail prices).

 

Question - what is the policy where the price of the wholesale input varies with volume, due to economies of scale at the wholesale level? The internal transfer price to the dominant undertaking's high-volume retail subsidiary reflects this economy, and permits the subsidiary to cover its costs while charging lower retail prices than are charged at wholesale level to small-volume competitors. To the extent that the variation in wholesale price is based on volume efficiencies, it is not an obvious case of discriminatory pricing at this level. This could require examination of the alternative hypothesis in para. 118 of the Telecoms access notice - what is meant by a "reasonably efficient [downstream] service provider" and by "exceptional efficien[cy]" on the part of the dominant undertaking? Could this extend to the volume-related efficiencies I have just mentioned (on the basis that the downstream subsidiary has a stake in the efficiencies generated at the wholesale provision level by its high volume operations)?

A similar question regarding the applicability of the alternative approach in the Telecoms access notice arises where competitors limit themselves to a certain downstream market and are unable to cover costs on the basis of a given wholesale price (for simplicity, common to all market participants) and where the dominant incumbent’s downstream subsidiary is able to cover its costs because it enjoys economies either of scale or of scope arising from its wider portfolio of retail products which all use the input in question. This scenario may be less likely to arise, as competitors with narrow product scope are more likely to concentrate on high-margin markets.

  

Other methodology issues:

In DT, COM used a product-specific costs approach to determining DT's downstream costs, in addition to the cost of wholesale input at issue in the case. This approach tends to be fair to the incumbent. Other models may be worth discussing.

 

Interaction with sectoral regulation:
 

Price regulation - Can it be a price squeeze for which the dominant undertaking can be held responsible if one or more of the wholesale and the retail price is subject to regulation? 

The DT decision says yes, and gives some detailed guidance on this for similar cases:

(1) flexibility at one or other end is sufficient (presumably subject to avoiding breach of other legal rules, e.g. prohibition of predatory pricing, requirement of cost orientation);

(2) flexibility within a basket of products subject to a common target price evolution is sufficient (again, subject to the foregoing qualification, as regards compensatory adjustments of prices of other products in the basket);

(3) the dominant undertaking cannot rely on a given set of approved prices - it must apply for authorisation to adjust prices in a manner which would permit compliance with Article 82 (at least in conditions where price-approval process is application-driven and such an application would meet pre-established criteria, such as those in point (2) above, so that there is a reasonable indication that such an application would be successful).

This approach underlies the Commission settlement with Deutsche Telekom in the broadband access via line-sharing case (see Commission press release IP/04/281 of 1 March 2004).

 

Need to show effect?

No. The likelihood or risk of an exclusionary effect is sufficient. This is dealt with at length in the DT decision (although it adds that that such effects were demonstrable in any case (paras. 181-183) - showing the actual effects of a given practice to a higher standard than in these paragraphs is effectively impossible).
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