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Introduction

Today’s conference will no doubt provide us with an illuminating insider’s view into the law, economics and procedure of the application of competition law to the practice of margin squeezing, from a number of perspectives, including a number of very interesting case studies.  

Whilst margin squeezing is not a particularly new topic, even for the telecommunications industry (for example as long ago as 1994, in Talkland, OFTEL examined margin squeezing by two UK mobile operators vis‑à‑vis their downstream service providers and imposed remedies to put a stop to it), the full liberalisation of the European Union’s telecommunications markets has created a market structure where margin squeezing, real or alleged, may take place, as new entrants seek to compete with incumbent operators, but need access to upstream inputs under the control of the incumbents.

I thought it would be helpful for me to focus on specific issues of interest to practitioners.  I trust that these will be relevant to regulatory authorities, parties under investigation, complainants and other third parties.  Some are of relevance once investigations have started.  Others are of relevance in advising clients that are either planning a new marketing campaign, or entering a new market, or considering a complaint.

Which law to apply and by who?

With the entry into force of Regulation 1/2003 to “modernise” the application and enforcement of the EU’s competition laws, both the European Commission and national competition authorities can apply Article 82.  In some Member States, national regulatory authorities also have this power (e.g. OFCOM in the UK).  NRAs can also apply national telecommunications law, based upon the EU’s “New Regulatory Framework”.

There thus exist a number of different enforcement agencies, applying a range of different, albeit often similar, rules that can tackle margin squeezes.  It may be open to question whether some NCAs have the industry experience necessary to examine the fairly complex questions of law, economics, accounting and technology that are raised by margin squeeze cases.  Similarly, national courts are unlikely to have these competencies.

The Commission will doubtless take on only “major” cases of Community-wide importance, where either there is a need to adopt a precedent or to ensure effective market entry and competition in major markets.  This may be affected, positively or negatively, by the willingness of NCAs and/or NRAs to act.

NCAs and NRAs will often now apply both EC and national law to the same facts:  for example, OFCOM did so in the BT cases (0845 and 0870 retail prices change and BT Together Options 1, 2 and 3 Residential Services) and the French Conseil de la Concurrence did so in France Télécom, SFR Cegetel and Bouygues Télécom.  

A different question is whether national regulatory law should have any place in preventing or controlling margin squeezes.  In other words, should ex ante regulation be used, either to regulate prices or require the periodic provision of information that can be used to detect margin squeezes?  It would appear that this approach has at least been considered in Italy, the UK and Australia, to name but three.

Which test to apply?

There are two “imputation” tests that can be applied in order to determine whether a margin squeeze is being applied:

· downstream division cannot trade profitably (using its own downstream costs) on the basis of the price charged to competitors upstream;

· the difference between upstream and downstream prices is not sufficient for a reasonably efficient competitor to make a normal profit (using its own downstream costs)

The former test has been the preferred choice of regulators, as the costs of the vertically integrated company will be known, whilst those of a reasonably efficient competitor will not.  It also allows more efficient rivals to benefit from their efficiency.  The latter test also suffers from the problem that downstream competitors usually have higher costs as they are not as vertically integrated, thus margin squeezing might be found more easily using the second test.

The Commission has applied the first test.  In Deutsche Telekom, it stated that a margin squeeze exists where either the dominant undertaking’s upstream price is higher than its retail price or, the difference is insufficient to cover the additional product-specific costs of providing its downstream service (costs for billing, customer care etc). 

OFCOM has also chosen to apply the former test, assessing whether BT was profitable in the downstream market if it incurred the same upstream input costs as its competitors (BT 0845 and 0870 retail price change and BT Together Options 1, 2 and 3).  In the latter case, OFCOM was prepared to consider structural cost disadvantages of new entrants, but not any other costs that new entrants might occur.  Thus, in OFCOM’s view, competition law should not be used to force dominant undertakings to price in a way that will sustain market entry by inefficient operators.  Interestingly, OFCOM also conducted an analysis using the second test, but again found no evidence of a margin squeeze.

The OFT (in BskyB) has also chosen the first test:  in its view, the purpose of downstream competition is to ensure that there is undistorted competition on the downstream market, so that more efficient distributors can prosper relative to less efficient rivals.

In the recent Telecom Italia case concerning the CONSIP bid in 2002 for the supply of telecommunications services to the Italian civil service, the Autorità Garante della Concorrenza e del Mercato found that Telecom Italia squeezed the margins of its competitors:
· by raising their upstream costs through systematically delaying provisioning of interconnection and leased lines; and 

· by offering a premium Service Level Agreement (maintenance and provisioning of connection) that could not be matched by competitors at downstream level, because they are dependent on the wholesale input provided (under systematic delays) by Telecom Italia.  

Unclear legal and practical questions

There remain a number of important legal and practical questions to which the answers remain unclear at the present time.  Some of these are considered below.

What are the relevant markets and how “essential” does the upstream input need to be?

Definition of the relevant markets, upstream and downstream is obviously key to an analysis of a suspected margin squeeze.  Often, these markets will be the same as those used in identifying operators with SMP for the purposes of ex ante regulation, for example call origination and termination on (narrowband) fixed networks or call termination on mobile networks, and a variety of wholesale markets for transit and conveyance services.  However, this will not always be the case, for example the provision of call termination for closed user group calls across all mobile markets in Vodafone/O2/Orange/T-Mobile and retail and wholesale narrowband metered and unmetered internet access and termination in BT 0845 and 0870 retail price changes.  Nevertheless, it is important to define the correct market and it must be remembered that it is markets and not services that are relevant for competition analysis.

As well as defining the relevant product market, an assessment may need to be made as to which time period the assessment is to be made over.  This may be what time of day (e.g. peak or off-peak times, due to different cost structures or usage patterns), as well as the number of calendar days, weeks or months over which the assessment must be made.

Is “super dominance” required in margin squeeze cases?

It has been argued (e.g. by Advocate General Fennelly in Compagnie Maritime Belge) that, for a dominant undertaking to commit a margin squeeze it must be “super dominant”, that is have a market share of over 80%.  Most margin squeezing cases would, on their facts, meet this requirement, but it is by no means obvious that this needs to be the case.  That said, if there are alternative suppliers of the upstream input that supply products or services that are substitutable with those of the dominant undertaking, it is difficult to sustain an argument that the latter’s products or services are “essential” to both downstream competitors and downstream competition.

Accounting issues – cost and revenue calculation and allocation, assessment of profitability

Margin squeeze is essentially about assessing profitability, which in turn requires an assessment of:

· costs

· revenues

· profitability

Given the burden of proof carried by the regulators, a detailed assessment of these issues is required.  This, in turn, raises some difficult questions, to which there does not seem to be a single approach.

In relation to costs, which costs are to be taken into account?  For example, how are common costs to be allocated between different services, particularly where the “businesses” to which costs must be allocated do not accord with the actual way in which a vertically company carries out its activities?  As in the field of price controls, this then raises questions of “Ramsey” pricing.  It also raises interesting questions about whether price squeezing occurs only in relation to one service for which costs are common with other services; thus in BT Together Options 1, 2 and 3, OFCOM did not find an abuse because BT had effected a margin squeeze for national calls (using FAC), as this shared common costs with other types of calls (for which there was no margin squeeze) and because national calls were profitable on a LRIC basis and BT was recovering all common costs across all services.  Conversely, in the recent Telecom Italia decision, the Autorità Garante applied the imputation test to Telecom Italia services (under investigation) on an unbundled basis, to avoid cross-subsidisation.
A similar question was faced in Deutsche Telekom:  the upstream service (local loop access) was common to numerous retail services (analogue, ISDN and ASDL connections).  Accordingly, the Commission chose to calculate an average weighted price for all retail services, and to compare this with the wholesale price for local loop access, despite DT’s arguments to the contrary.  

It is then necessary to ask how are costs to be calculated:

· short-run or long-run?

· historic or forward looking (on a discounted cash-flow basis, using NPV)?

· fully allocated costs (FAC) or long-run (average) incremental costs (LR(A)IC)?  

How are fixed costs (investments or subscriber acquisition costs) to be treated and how are they to be amortised?  Similarly, how are overheads and depreciation to be treated?  

In the Telecom Italia case, the incumbent argued that its costs were over-estimated using FAC and proposed a different approach to calculate costs based on LRIC.  The Autorità Garante found that the correct benchmarking was the regulated costs underlying the Reference Interconnection Offer (based on FAC) published at the time of review, because this offer determined the real external costs competitors had to face then.

Account may also need to be taken of certain costs inevitably incurred by downstream competitors because they are not vertically integrated, for example scale disadvantages and “tromboning” in BT Together Options 1, 2 and 3.

In relation to revenues, these must be allocated between the different “businesses”.  In some cases, one “business’” costs are another’s revenues, raising complex transfer pricing questions.  Where flat rate tariffs are introduced, or revenues are comprised of both a flat rate tariff and a variable unit-based charge, this raises additional complexities.  Similarly, complexities are introduced when revenues are bundled.

In relation to profitability, how is profitability to be measured?  The choice, which will typically depend on the amount of capital employed in the business and the level of “bought in” services that are then resold , is between:

· return on capital employed (ROCE)

· return on turnover (ROT)

Even when the test is chosen, who are the comparator firms for identifying the rate of return that the downstream business must earn? Are the comparators domestic or international peers, companies in other sectors with similar characteristics (electricity suppliers, distribution companies, supermarkets, high street retailers, etc)?  What is the appropriate rate of return to determine profitability?

The answer to these questions may depend on the nature of the markets in question and the type of information available. However, this could lead to different, possibly arbitrary, outcomes.

Must an effect be shown on competition on the downstream market?

Margin squeeze is about ensuring that efficient competitors are not foreclosed from downstream markets.  Despite this, it remains an open question as to whether the Commission or regulator needs to show that, in addition to there being a margin squeeze, it is having an anti-competitive effect on the downstream market on which competitors are apparently being “squeezed”.  

In Deutsche Telekom, the Commission said not.  In doing so, it relied upon existing Court of Justice precedent.  Whether this is consistent with the move towards a more economics-based approach to competition law remains to be seen.  However, the OFT seems to have also taken this approach in BskyB:  in its view, the performance of competitors was not relevant to the analysis, as its focus was simply upon whether BskyB’s own distribution business was profitable (or not) and thus competing “on the merits” (or not).

Conversely, in Vodafone/O2/Orange/T-Mobile, OFCOM was of the view that is should do so and, despite having found evidence of a margin squeeze, determined that this was not anti-competitive as there remained effective competition between the four UK mobile operators (and service providers), in part due to countervailing purchaser power on the part of their large business customers.  However, the facts of this case are somewhat unusual, in that the operators’ dominant positions resulted from being monopoly providers of termination services on their own networks, whilst they competed with each other on the markets for mobile call provision and corporate services.  In France Télécom, SFR Cegetel and Bouygues Télécom, the Conseil de la Concurrence also examined the effect of an alleged price squeeze by France Telecom and SFR Cegetel between fixed-to-mobile call termination services and downstream corporate services.  The Conseil found that the margin squeeze had the effect of restricting the emergence of competition from other fixed operators in the downstream markets for services to corporate customers.  The Commission, in its statement of objections in the KPN case, alleged a price squeeze on fairly similar facts.
Over what period is the alleged margin squeeze to be assessed?  In emerging markets, when do “introductory offers” become margin squeezes?

An analysis of margin squeezing needs to be based upon a time period.  This may “skew” the results, particularly in emerging markets where substantial investment is needed, for example to upgrade infrastructure (as with the switch from analogue to digital satellite, in BskyB) or in developing demand for a new service (for example broadband internet, in Wanadoo).  In either case, short-term losses are to be expected as up-front investments and promotional costs are incurred, which are then recovered in later years once demand has increased and economies of scale and scope can be exploited.

In BskyB, an analysis of a period subsequent to that analysed for the OFT’s rule 14 notice (statement of objections) found that BskyB’s channel distribution business had moved from loss into profit.  This covered both the period of introducing digital DTH (which was loss-making) and the following period in which the investments began to be recouped as subscriber numbers and revenues picked up.  Thus, the losses incurred were only temporary and associated with the launch of digital services, so were not anticompetitive.

Conversely, in Wanadoo, the Commission analysed a period in which Wanadoo introduced a new broadband internet service.  As that period was loss-making, a margin squeeze was found.  If a longer period had been analysed, perhaps a different result would have been the outcome.  The time period for the analysis is thus important: regulators have the difficult task of balancing the need to act quickly to prevent anti-competitive behaviour against the need to ensure that their analysis covers a representative part of the business cycle.

What information is required and how can other parties access this information?

It is plain from a review of the decision-making practice of both the Commission and NRAs/NCAs that analysing margin squeezing cases requires a lot of detailed information, much of it of a confidential nature that is normally protected from disclosure.  Such information will often be demanded by regulators under compulsion, thereby imposing a considerable burden on the company under investigation, complainants and third parties alike.  

The information requested by regulators will invariably include some or all of:

· costs, revenues, transfer pricing, cost of capital and other financial and accounting information (even on a month-by-month basis, including management, regulatory and statutory accounts), often on a disaggregated basis

· customer numbers and traffic volumes

· budgets, business plans and internal strategic planning documents, including those relating specifically to the businesses under investigation

This information may not necessarily exist in the form requested, leading to it having to be specially constructed.  Obtaining and providing this information is burdensome for companies, whether complainants, the company under investigation or third parties.  Moreover, the NCAs may use extended investigation powers under Regulation 1/2003 to force companies to provide this information.    

As is clear from a reading of the OFT’s second decision in BskyB, complainants and other third parties will not have access to much of the information that is contained in a decision.  They are therefore at a disadvantage, in that they are forced to rely upon publicly available information in formulating complaints and in checking regulators’ decisions.  As is clear from BskyB (which was a request by two competitors for the OFT to reconsider an earlier decision that BskyB had not engaged in a margin squeeze), this may lead to misdirected or even unmeritorious complaints (even if made in good faith), which is a waste for regulators and companies alike.  As has started to happen in some merger cases (notably Sony/BMG), perhaps there would be merit in permitting advisers to see data in a “clean room” environment to minimise the risks of this happening.

What is the impact and relevance of national regulation?

In theory, if prices are properly regulated, price squeezing should either not be possible or at least the scope for it should be limited.  However, problems arise where tariffs have not yet been rebalanced, leading to relatively high and above cost upstream “access” charges, but regulated retail prices that are below costs.  With tariff rebalancing and the rolling-back of regulation as competitive markets take hold, the impact of regulation should become less.

Nevertheless, the question remains that national regulation could have an impact upon margin squeeze cases, as in Deutsche Telekom.  

The jurisprudence of the Court of Justice makes plain that where state regulation requires an undertaking to take a particular course of action which is anti-competitive, there is no liability on the part of the undertaking for the infringement of Community competition law (see most recently Case C-198/01, Judgment of the Court of 9 September 2003, Consorzio Industrie Fiammiferi v Autorità Garante della Concorrenza e del Mercato).  Deutsche Telekom claimed that it had no choice but to implement the pricing structure that it did as a result of the then German regulatory system of “price caps”.

However, the Court’s case law also makes clear that where regulated undertakings still have the ability to act independently (even if only to a limited extent), they must act so as to prevent or limit distortions of competition.  The Commission found that Deutsche Telekom could adjust its prices with the “price cap baskets” and should have done so to prevent the margin squeezes identified by it.  In not doing so, Deutsche Telekom was found to have abuse its dominant position on the upstream market for local loop access.  Similarly, the Autorità Garante reached the same conclusions in the Telecom Italia case. 

Concluding remarks

As regulators have themselves acknowledged, margin squeeze involves a complex set out economic, accounting and legal assumptions and judgments.  A number of these have been identified above.  As the OFT acknowledged in BskyB, an “irreducible element of uncertainty” is unavoidable.  Nevertheless, our task must be to reduce that uncertainty to that irreducible minimum – resolving some of the outstanding questions on the application of Article 82 and its national equivalents to the issue of margin squeeze will contribute to this.

* 	Partner, Antitrust, Competition and Trade Group, Freshfields Bruckhaus Deringer, Brussels.  The author may be contacted at � HYPERLINK "mailto:laurent.garzaniti@freshfields.com" ��laurent.garzaniti@freshfields.com�.  The author thanks his colleagues, Matthew O’Regan and Francesco Liberatore for their assistance in the preparation of these observations.
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